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ABSTRACT

Nl v
~ : . S B
In the present environment of concurrent high

1nflat10n rates and hlgh;ﬁnemployment many have argued there

~ » \

1s ‘a- need for p011C1es to elther complement or substrtute for-

hdltradltlonal measures of demand restraint. | The alternatlve
whlch 1s ‘most commonly suggested is' that of wage and price
f‘controls and it is these which.fOrm the subject.matter of
this thesis. = - i | |
W R § PR
‘ Any attempt to analyze the ro%e of wage and prlce
: T . .
COntrols must come to some understandlng of the causes initia-
;-_ tlng and perpetuatlng the 1nflatlonary process, for it 1s ‘the t
_desr;e to amellorate 1nflatlon and/or the related problems 1t
glves rlse to which are lnStrumental in leadlng to controls.
Furthermore, as w1ll‘be argued in this the51s, thevsuccess or
fallure of controls is to some extent determlned by the nature
3; of the 1nflatlonary process For these reasons a falrly
| ‘ipe;ten51ve analy51s of the 1nflatlonary process forms the flrst
maln toplc w1th Wthh the the51s deals. Hav1ng concluded the‘
}Ll, analysls of 1nflatlon and a brlef examlnatlon of the methods,
o other than wage aﬂﬁ\prlce controls, Wthh can be used’ to cope
| w1th that phenomenon attentlon 1s turned to the second problem
bazuwhlch 1s the‘rofe;wage and prlce controls can play in amello—
"i?'ratlng 1nflatlon (and p0551bly unemployment as well) Although

;' the earller analy51s argues that the most lmportant cause of

(o
lnflatlon 1s excess demand 1t is further argued that there may o



'*be;a variety of other causes operating as weél;'for\this
reason this second section attempts to analyze the role

‘controls can'play in dealing with inflation'of different

" kinds.. The reader w1ll note’ that the conclu31ons drawn

dlffer substantlally from those most prevalent in the

@ -

lrteraturezg

o A pollcy should not be evaluated purely on the -

benefits it may brlng, the costs: assoc1ated with that pollcy

" should alSo be analyzed. . ThlS is the thlrd problem- whlch

‘ 0
'the th951s attempts to come to terms with. The thrust of

thls sectlon suggests that although the costs most usually

attrlbuted to controls are in some cases overstated there L

Y

are other costs, whlch are often neglected whlch should be

' _ 1 .
taken into the reckonlng.before dec1drng'whether or not to

. |
impose .controls.

Thls thlrd problem concludes the flrst,‘and theo—

ret1Cal part of . the the31s The second part debls with two

{)

emplrlcal aspects of controls, partlcularly as they have been
7app11ed in Brltaln.. The flrst is the affect contrbls have

_ had in reduc1ng the rate of 1nflatlon, and deals w1th a varl—
] \ |
W ety of;econometnlc.assessments which have-been'made on this

¥
LA
\

subjecté thélsecond is the ﬁayfcontrolsehave'been usedfin

‘ Brltaln and 1nvolves a. falrly\exten51ve dlscu551on of such .

(matters as the economlc background in which controls have

3‘

'operated The reader . w1ll note\that many of the p01nts K -_%?

made in the flrst part of the tHes1s were 1ndeed relevant i
: ) _\ : . : . :

Vo
Lot




in period of contrdlg and

3

this message
\))

emphasized in the concluding section.
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will be further
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CHAPTER. I

X

 THE INFLATIONARY PROCESSp .

o

N

]

The introduction of wage and price controls'has

’rinvariably been -occasioned by the desire to Feverse the{'

tides of inflatidn. While many would see controls of‘someJ

form is de51rable in order to create a more even distribution
of 1ncome (a c0n51derat10n which‘will-be loOked at later),

and 1ndeed this seems to have been one of the alms of some

perlods of control it is w1th the purpose of‘controll;ng

. a
N

E 1nflat10n, and perhaps the related balance‘of'payments

- - i

_problems (1n a flxed‘exchange rate»regime) thaﬁ perlOds of

}chtrols,are ;nstituted.s ThlS belng SO 1t*would seem neces-

L)

sary to come to an understandlng of the causes 1n1t1at1ng
and perpetuatlng the 1nflatlonary process, for until thls is

dod& it is 1mp0551b1e to see whether even a potentlal role

| ex1sts for controls ’ It 1s w1th thlS purpose in mlnd that

thls chapter is wrlgten.l‘” '; »hf_.j R ' ' '?;lf
e . R
l l The Relatlonshlp Between Demand Pressure o ""l,
-, .and Wage Inflatlon SR T '
- Q_?“" .;./'. . s PRV e

-y <

v ) [ O 3

1nflatlon in. general and wage determlnatlon 1n partlcular

it
' was wrltten by Phllllps.?nﬁThlS coupled w1th L;psey S later,:

, 4 . .
L of llterature, both emplrlcally and theoretlcally orlentated,j

4

b more theoretlcally based paper sparked off a ma551ve vorume y

'5

)

aB
e

- L

)

One of the most lnfluentlal papers in the study of{>

-

E 4

. o
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“ . ;
Qh?ch has attempted to come to terms with the subject of wage
determination. Although it seems clear now that the.Phillips
curve, as Qriginally hypothesized, is an inadequate-specifi;
éétion, it can also be ;fgued that it is important to an
understanding of the inflationary procéss; éhd that this is
so even if there is no lbng‘fun trade off bétwé%n inflation
and unempfgyment; this point will be pursued somewhat later.
Most impbrtantly, the Phillip; paper is still useful»to an

.understanding of one determinant of inflation (often seen

as its primary cause), namely excess demand.' _
1 M

Phillips' artigle was an attempt to show empiri-
cally that a séable relationship existed, and had -existed
(the study dealt with the period 1861-1957), in Britain,
between the rate of change of money wages and the level Qf
unemployment.’ Iﬁ particular, thg‘lower £he level of
.unémployment the higher was the rate of wageAiﬁffation,
Given ;uch a relationship and given also a relationship be-
tﬁéen the“fate'of.;hénge of monewaages and inflation - the
usualubne is that the latter is equal to- the former minus
the rate of increase of labour productivity - it cén be seen
that the authorities can choose either a desiredﬁleVel of
. inflation or a desired level of unemployﬁent, but infgene:al
‘not both. In the Brifish.cése, for example, it”seemed that
an uhemp;oyment faﬁe of about’Z 1/2 % would lead to a zero

inflation rate; this rate of unemployment monetarists would:

term: the natural rate.
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3

Lipsey's paper> followed two years after that of
Phillips. 1In part it was an attémpt.to show the existence of
thelPhillips curve using more conventional econometric tech-

niqdés and in part it was an attempt to provide a theoretical

- rationale for that relationship.. For although it is clear

,adjustment.f Thus,lif tﬁ‘re_exists'positive {negative) excess

. be larger. Given that wage rates do res?ond to excess demand

that Phillips thought the relationship could be explained in

terms of excess demand there was no rigorous attempt to do so.

Qa

Lipsey started by considering a.single micro labour
market. He argued that adjustment to disequilibrium in such

[

a market would take place by the Walrasian process of price
demand in that market t e,price of labour will rise ‘(fall)
and the greater the degree of positive (negative) excess

demand the larger will be the rise (fabl) in the wage rate.

-

Excess demand however is unobservable and thus a

ed

proxy must be found. Lipsey suggested that such a proxy was

unemploymenf.' When there was positive excess demand it was
argued that unehpibymgnt-would be small and when there was
negative excess demand it was argued that unemploymént ‘would
as suggesﬁed above aﬁd that the relationéhip between excess ’
demand and unemployment is that described; we can now éee
that there will exist a Phillip;qurvé'for each micro labour-
markef. Using a-:number of assumptions (e.g. the w = fl(u)
reaction function is identical in each market, where w is the

proportional rate of increase in money rates, and u is the

v

o



unemployment rate), Lipsey obtainedja macro Phi}%ips curve
which he argued would in benerél be displaced.AB¢Vé the
vérious micro“functions; the reason for this is felated'tb
the fact that the miCro‘Phillips‘curves are strictly convex
_Wwith respect to £he origin. The aggregation process is not

considered here (it is dealt with in detail by Pestoh4);

rather attention is focused on two other pbints.

The‘first deals with the relationship betweeﬂ
excess demand énd unemployment. Although ig\Would seem
intuitively obvious that the re1ationship is:as'described,
there is no theoreticé; reason why this should be the case.
This isvgecause excess demand has two counteracting,effects
on the rafe'of'unempioyment. First, positi&e excess demand
,impiies a‘higher quit rate (this is contrary.to.fhe predic—
_tions of some search models), which will teﬁd to raise the
rate of_unemployment. Second, positive excess demand will
shorten the period ofvtfansit between jobs, which will-lower
the rate oé\unemployment.’ Theofetically, one cannot say

which effect will dominate kthis being the point Laidler and

Corry5 madévwhen they spoKe of a possible perverse relation);

. however, as an empirical matter it seems that the latter
effect is the stronger. Therefore, although the.Phillips
curve may be a special case, it is, as Lipsey6 points out,

the empirically relevant one.

A second‘point is related to the use of unemploy-

ment as ‘a proxy for excess demand. It can be shown with a

simple supply and demand,mbdelgfor,fhe labour market, that the



"correct" measure for excess demand‘is the vacancy rate minus -
tﬁéluneﬁployment rate (this is assuming the-vacancy rate is.
defined és Egﬁ’ where V is‘the number of vacanéies; E the; '
number employed and U the number unemployed). However, if .

it iSfassEEfd th;t,the relat;onship.betweeﬁ the two is stable,
for examéle ﬁv'= J’where u is.thé unémployment rate, v the'

~vacancy rate and J is a constant, one can then substitute for

v and get excess demand in terms of u; since uv = J, there-
‘ _ e i ‘

: o _ _ ‘ . :
“fore v = %, but since in addition X = v -"u it also equals
3 . _
- - u.

[

The question fheﬁ ériseg as tonhether'the rélationf'
‘ship is as described. Two cases where the'relétionship may
be more‘comélex are dichséea hefe.' The éecohd i Aarti¢ulér
Cis imﬁortant,'for reasons which will ‘become agparent in(a.

. . .
later chapter. Various authors, e.g., Phélps7‘and Hansen®

have aréued‘that the uv relationship, althéugh stable over

the lbng run? is subject to short run‘vagiationsAduring the .
course of the cycle.‘vIn particulér{‘thereAwill be cloékwise
loops arodndltheluv curve with-u x v being greatér in.periods
6fvrising uﬁemployﬁent and léss'ihbpefibas of falling ﬁnemplo§f'

ment. If in fact this is the case, th ~aﬁt —clockwise loops

Phillips and Othefs noticed around the Phillips éur&evcan be
explained in this way (for the*unemployment.raté'will under-
state the level of excess demand in pefibds:of‘falling

uhemploymeht-énd will overstate'itvin periods of rising

. S . g : a
unemployment) .. The second case arises in the event of

Y

structural change. It has been 6béerved‘that_the‘(sh9rt-fun)1_g

ATy T
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1]

[N

‘and 1971) . This then suggests that modifications to the

ko)

Phillips CUrve has become more unfavourable in recent years,'

perhaps, in part, due to more generous unemployment benefits.

)

There seems to .have- beencan outward shift of the uv relation—'

ship With the concomitant result that unemployment has often
fared badly in the wage equation (for'example, Parkin, Sumner

and Wardg'findbunemployment-to-He insignificant between 1966

A4

original_speCification are in order, such- as the, use of the*

‘vacancy rate, and indeed in some'cases alternative~spec1fica-
4 . R X t

tions have been used.

In summary,. ther . seems to have eXisted a Phillips

curve relationship for a Significant period in Bgltain, and -

a theoretical rationale for this phenomenon was prov1ded by

Lipsey There haVe been some difficulties in obtaining a

| stable relationship however, the first relates to the use of

unemployment as a proxy-for.exceSs\demand»and was discusSed

- above, the second relates to. the apparent breakdown of the

o

Phillips curve in recent years. This latter pOint Will be'

discussed below- in some detail.

_macro economic theory in the 19605 and it is” not hard to‘

.1.2 - The Relevance of,Inflationary Expectations

i oy .
The«Phillips curve gained an important place in

i
#

‘understand why In the first place the relationship seemed v

intuitively obVious, though one. might be a little sceptical

of a curve which suggests that long run disequilibrium is

fthe.norm in'the_labour market, see D.F,:Gordon.lO,Further,

7



the Phllllps.curve ‘also seemed to prov1de the authorltles
-w1th a clear cut pOlle ch01ce, for elther they could attempt_
“to malntaln low lnflatlon at the cost of hlgh unemployment
or they could attempt .to malntaln low unemployment at the
-.cost of hlgh-rnflatlon,(or alternatlvely theyrcould,alm‘for
moderate levels of both policy variables). ’Finally,.the'
Phillips curve proyided a marked'improvement on preyious
_attempts‘to linknunemployment and inflation,.for example,,

0

~the L shaped curve suggested by the KeyneSLan 1nflatlonary

- gap model o ] ‘§

- . “ T P
K-

ItVis not surprlslng therefore, that the - Phllllps

' i

curve became SO\Nldely used. Yet as greylouslyknoted

whlle the curve. appeared to explaln the process of wage
determlnatlon in the earller perlods 1t seemed less success-'
ful ln explalnlng that process An the late 196OS ”Part of-»_
the explanatlon was a Shlft in the Phllllps curve (or more.
prec1sely of the natural rate,of unemployment), part however>
_had4another:explanatlon. ‘In two 1ndependent artlcles by

h_ Phelpsllvand Friedmanl,2 it was argued that the Phllllps curve’f’
-was based on a mis- spe01f1catlon These authors p01nted out -
that the Phllllps curve, asaorrglnally spec1f1ed assumed>
that transactors made thelr wage bargalns w1thout regard to
the lnflatlon rate, "in other words 1t seemed to be assumed :
'that an 1nflatlon rate of lOO %, would at a~g1ven rate‘of
-‘unemployment, ‘not 1ead'to a hlgher wage bargaln than a rate

Vof 9 % Such an assumptlon however does not accord w1th

tradltlonal micro- theory, (or common sense for that matter),

s . - . -



N

wbe outllned below.‘~ ;'( S e

-for, micro-theory assumes that transactors are rational and -

therefore. that demand and supply‘ﬁunctions will be indepen-

dent of’the absolute level_of.prices‘(homogeneous of degree

zero in absolute prices). Phelps and_Friedman felt thls_‘

almoSt.axiomatic part of micro-theory should be paralleled

in' the dynamic world of'the'PhillipS'curve and, with this
' t . J ‘

. in mind asserted that because transactors are ratlonal, the

A

curve’ should be a relatlonshlp between unemployment and the

_rate of change of real (noe money)fwages Slmllar hypotheses

©

Vhad been suggested by other wrlters (Walllch Von Mlses,
'Flsher, Lerner) and 1ndeed both PhllllpS and Llpsey used an.
;'lnflatlon varlable in the wage equatlon. (The 1nterpretatlon‘
‘}was related to wage push and is thus dlfferent from that

N glven above) : However, 1t was Phelps and Frledman who flrst

g

gapplled the concept of 1nflatlonary expectatlons to the

Phllllps curve The effects of 1nclud1ng thlS varlable w1ll

)

-

Atypical.SPeCi‘fiC.a.tiOn_of the‘Phillips curve in

. LT B P - Tk
the 1960s was the follow1ng: W =a + bu l, where w is the
_Vrate of change of money wages, u.is the unemployment rate

. .and a and b are parameters ’ Frledman however suggested that’

-1

"'the proper spec1f1catlon should be w j a + bu " + p ,-where

' p ‘stands,for~pr1cénexpectatlon513 (these are ]ust the

fundamental Variables;r Phllllps curVe equatlons often L

) included“other variables-as well)» These expectatlons, 1t (

E 1s argued w1ll be based, ln some way, on the behav1our of

the prlce level 1n prev1ous perlods (the prec1se manner w1ll

'_"l'
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"be dlscussed later) and if 1ncorporated w1th a coeff1c1ent

of unlty - as both Frledman and Phelps would suggest - the

Phllllps curve in the long run w1ll be Vertlcal  An initial

t
1ncrease 1n demand by raising prlces, "will lead to hlgher

]

wage bargalns. As long as unemployment is kept below that

,leVel con51stent Wlth stable prlces ‘(this rate w1ll hence-
~_forth be called the natural rate of unemployment), expecta-

'tlons Llll always begggl51f1ed by a measure of unantlclpated

1nflatlon and evenﬁually the 1nflatlon rate w1ll approach an

r~.‘

: 1nf1n1te level Because the lnflatlon rate 1s constantly

acceleratlng 'such a V1ew is. known as- the "acceleratlonlst“
. R .

.

'hypothesls” C FA,_ L _ S - 4 o v-d

¢
:

The 1dea of the prevrous sectlon can\be stated in-

}'a dlfferent way Essentlally, startlng from equ111br1um

~an 1ncrease ‘in demand w111 lead to-a temporary shift along

the short run Phllllps curve untll 1nflatlonary expectatlons

‘have adjusted : When this adjustment had taken place there .

will be a movement to a hlgher Phllllps curve Wthh w1ll be 3

followeq by movements to contlnuously hlgher Phllllps curves_n-""

/.

'..as 1nflatlonary expectatlons are reVLsed upwards Thus we'

have a sequence of sﬁort run Phllllps curves, one above the

)

other, each curve representlng a certaln leVel of 1nflatlon—v:

'ary expectatlons., If however, nomlnal money demand is not o

'y

contlnuously expanded hlgher wages w1ll eventually lead the

'economy back to the natural rate of unemployment at thlS_

'l'p01nt the actual and expected rates of 1nflatlon are equal

S

fThe overall path of'w and unemployment w1ll be represented

. e o L e
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by a clockwise loop which in fact will dominate the anti-

‘clockwise loops mentioned earlier.

In the process described in the previous paragraph

,unemployment cannot be sustalned below a certain rate except

R

- by a continuous expan51on of_monetary'demand; Such conclu-

3 .

-Sions.however depend crucially on the assumption’that the

v

expectations variable enterShthe'wagetequation with a -

'»COefficient of unity,fi e.; there is. no monéy 111usron.(va

10

money 1llu51on of some order exrsts there w1ll be ‘a long run o

as welI”as a short run trade off in the_case of complete

n

‘curve. Mahy have argued that it is likely there is some

degree»of.money’illusion (for'eXample,‘Solow, Rees,:Peston)n

and in conSequence suggest that.a long‘run~tradeﬂoff,'albeity‘

A

Althoqgh early ev1dence gave some support to such a v1ew more
8

‘ recent ev1dence, as Santomero and Seater14 p01nt out’ has

- tended to-be 1n'favour of the acceleratlonlst" hypothe51s,

»

often authors have found the coefflclent on prlce expecta— :

tlons has been rev1sed upwards towards unlty in. recent years
15

o (see Gordon _) It is also worth p01nt1ng out that there may

be reasons why the coeff1c1ent has been subject to downward

+

blas (see for example, SargentlQ'and Saunders and Nobay17,

,etcr).‘ Whatever the truth 1s, and 1t should be remembered B

that a lot of the econometrlc work can be cr1t1c1zed for
. . ,_\

18

rus;ng_1ncorrect;gstlmatlon~methods (see Rowley and Wllton )y,

P

-money 1llu31onvwe are,of course-back-toithehorléinal Phillips_'

. much less favourable than the short run trade cof £, does existo

.- .

"ffilt_Seems,clear”thatranyatrade”offawhrchfdoes‘exlst w;ll'be;anﬂj-”



unfayourable'one and that the possibility of increased

. sensitivity of expectations to high rates of ‘inflation and
: ; o ' - 3 - DS T SR

- of substitution away from monetary assets makes reliance on

such a trade off a dangerous option.

1.3 .The‘Impact”of-Monetary and Fiscal Policies -

~ .

So far the analy51s has dealt w1th 1nflatron in .
, - e :
g terms of the c0ncept of excess demand It ‘has’ been argued
'that (p051t1ve) excess demand is the cause of 1nflatlon w1th-

[y

-a

Out spec1fy1ng how that excess demand arlses In other words’

*we seem to. be in a. world of "Hamlet w1thout the prlnce ahd7 B

-

. 1t would seem h1gh tlme to look at the causes of excess

emand

=

Essentlally, the government has two maln tools for

'1nfluenc1ng the level of demand, the flrst belng monetary

v'pollcy, the second flSCal pollcy ' Empha51s on thelr relat1ve¢

,_x:‘>_‘¢ 4y

1mp0rtance has been the focus of con51derable debatewxseevf

°

ffor example, Steln ) and is Stlll somewhat in doubt al—,

7

:_though f: seems to be agreed by most economlsts that monetary
ipOllCY can be an extremely potent force and that flscal o
f-pollcy also has some role to play At .one tlme 1t was argued
=_that monetary pollcy was of llttle value because (a) thereh
exasts 1nf1n1te 1nterest elast1c1ty of the demand for money
i(b) assets can be substltuted for money w1th ease and (c)

. Vo )
hthe real sector does not respond to mOnetary forces, few

11

N

,would subscrlbe to such arguments nowadays.*kAs regards(é )i.fi;“y

'a’most studles have found monetary pollcy does affect 1nve tment

Ty
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(Laidlerzg, who dlscusses these matters much more fully
”pornts out that the ev1dence of many econometrlc studies is

, however severely a ed) and also consumptlon, further, sav-

/ "\

1ngs have been found responsrve to" 1nterest rates‘ - As

regards the other two cr1t1c1sms there is consrderable,
g . - .
eV1dence-(though much 1s subject to s1multane1ty blas) to

suggest that’ the,demand for money 1s a stable functlon of a

6 .

'.few varlables - typlcally some measure of income or wealth,v

the- 1nterest rate and the expected rate of prlce 1nflatlon.(

hd . LR

’Further 1t has been found that the demand for money increases

nearly pr0portlonately Wlth an 1ncrease 1n 1ncome, thus j;_'

eveloc1ty (glven no change ln flscalgpollcy) is falrly stable
in the 1ong run. IR - ;r‘ ‘ o 7’=f." E ﬁf
21

'Some (for example, Kaldor Y. have argued that t e

vstablllty of the‘demand for money has been 1llusory,

(

tendlng that the apparent stablllty has been due to the

tpa551ve response of the money supply,bln other words the

‘money supply 1s seen as endogenous and not exogenous Mone-

“tarlsts (and others) 1n reply have argued that ev1dence'
2 =
Jsuggests that changes ln the money supply have preceded

those 1n demand However, whlle such a v1ew seems conv1n01ng
~in the U S where the authorltles have always had consrder—'r

able control over the money supply,.lt seems less conv1ncrng

1n the Brltlsh case (under flxed exchange rates), where,

'l'accordlng to the monetary theory of the balance of payments,h? L

:,zthe money supply was largely, 1f not compLetely controlled

~f

-

.

- 12

bY the demand for money. More conv1nc1ng lS work Wthh looks o

5 G
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at the dlrectlon of causation from the point of v1ew of _the

world for example, Genburg and Swoboda (quoted in ParkanZ)Q

‘flnd that "changes in the wor1ld money stock have on the

¢ e
: average preceded changes in both world 1ncome and the world

prlce level durlng the last decade and a half"

Dy

©

Turnlng attentlon now to flscal pOlle, there seems

.to be con51derable eV1dence that flscal pollcy does not just

N

-crowd out the prlvate sector On the one hand 1t has been
’wShOWH in almost every equatlon of ‘the demand for money that
llnterest rates have some explanatory power, though nowhere
A-near that suggested by the llquldlty trap, (La1dler,23 wrltlng

1n 1969 con51dered the ev1dence of lnterest rate'elast1c1ty

"r:the most certaln thlng 1n monetary economlcs),_on the other

falmost all econometrlc studles have shown an’ 1mportant short '

'hand medlum run effect on demand can be attrlbuted to changes’
vln flscal pollcy As Bllnder and Solow24 p01nt out, the only

?

'study that predlc%s completercrowdlng out lS that of the'

“1_;Reserve Bank of St. Louls, a study whlch 1s subject to a -

number ﬂf faults (for example a- poor measure of flscal

i B ¥

\pOLle) ;»It can therefore'be concluded that flSCdl pollcy

Vt'does affect demand and w1ll cause a once and for all change R

“in. veloc1ty : p_“f'fw'_“"=v“ T A

I ‘now w1sh to 1ntegrate the above 1nto a. dlscu351onh‘”

',4

economy is. at the natural rate of unemployment and further—--'

ey

; more that 1nflatlon 1s at zero per cent. An. 1ncrease ln the

2

i3

} of the augmented Phllllps curve Assume 1n1t1ally that the‘:g_r” -
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rate of growth of the money supply w1ll lead to an 1ncreased
rate of growth of output, however, in the absencebof.money‘
1llu51on, this w1 be biit temporary and eventually‘unEmploy—
.ment will return o the natural rate, only it w1lg now be
| accompanled by a.p051t1ve rate of 1nflatlon ThlS rate of

,lnflatlon wlll, assumlng constant veloc1ty, be equal to the

rate of growth of output. Therefore, an 1ncrease in the o

'l} rate of growth of the money supply can alter the unemployment

raﬁe in the shor%‘run, but, in the absence of money 1llu51on,
cannot do SO\ln the lOng run - put another way the LM curve
"is 1n1t1ally'sh1fted downwards to the rlght, but 1n the long

run'(if.both y and r are 1n real terms), w1ll move back to-

‘ﬁ

o

:lts'original p051t10n. To malntaln unemployment'below the y
cnatural rate requlres not only ‘that the rate of moneyggrowth
,i; increaSed but that 1t is contlnually 1ncreas1ng ?y
The argument above suggests that at some rate of
"-unemployment and only at that rate, can a constant rate -0f
1nflatlon prevall furthermore,»this rate of unemployment

w1ll be lnvarlant to’ the 1nflatlon rate (some would modlfy

thlS latter conclu51on) It 1s argued that any dev1atlon

-

from thlS rate w1ll lead to elther acceleratlng or decel—"
B a0 & N -
eratlng 1H§1atlon whlch can only contlnue as iong as monetary

3

(or p0551b1y flscal) pollcy becomes progre551vely more lax

T or restrlctlve. In other words there ex1sts a vertlcal o

el

long run PhllllpS curve. Varlous underplnnlngs of thlS’
theory have come 1nto belng and we now brlefly con31der one'“

of these - search theory

14
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: L . . Tol ' A ‘ , O
seen as an extension of Leijhonhufvud's interpretation-of

unemploymentuthe reseryatlonjwage'w1ll,bevrarsgd).

pperm1551ve monetary pollc1es,' An~1n1t1al expan51on of" g

,&gz“d'

.9

,
e

1.4 Search Theory
j ) A

- N
im of search theory i% to make -

The principal

consistent the neoclassic 1 world, 7where, according to
25 \

Phelps v,‘"Inflatlon has no tendency...to stlmulate output \y

: w1th the Keyne51an world where output and employment are

\

affected by changes 1n[the money'supply. The‘reconCLllation
© . w ' : . - . . . . . . :

1s brought aboug;by the recognition of real world ridigities,
'notably‘thosemof:information;'and the theory can thus be .

Keynes. -

Search theory, popularlzed by Phelps well known

>

book (assumes that 1t is costly for workers to acqulre', /-

:]>.;v

s

. 1nformat10n about the pattern of wages, and they can do so. .

EE e
only through an 1nyestment of tlme._ F@rther, it is argued

' that 1t 1s thls attempt to acqulre 1nformatlon whlch often

leads workers to qut their jObS. Through a search process

Ty AN

they are supposed to learn,what the state of'the labour _;;_

Y

’ﬁerket 1s and to adjuét thelr reservatlon wage in accordance

-

'hyw1th the 1nformatlon they collate (thus in a perlod ef low DRt

P

. e = N N :
To make the 1mp11catlons of the theory clearer"

_ L
(1t is treat%d here as a homogeneous theory though 1t 1sv;

clear there ex1st.several varlants), I. shall now outllne

(
-

the scenarlo resultlng f om the 1ntroduct10n of more

.T‘V

-.ldemand (from the natural rate of unemployment), wull lead

v';_ ;ﬂ‘ . m‘&

15
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to shortages of labour, and in consequence employers will bid
up\wege rates. Workers are supposed (due to lack of.informa:
tion) tovbelieve that this general rise in wages and prices
is.a specific rise and in cdnsequence of{er more labour. As
time goes on, they realize wage rates in general have risen
and revise their expectations upwards so that eventually the
exp@cted and actual rates. of wage change be egqual. At this
point empleymentgwgll return to the naturel rate. In the
case of mere}restrictive demand peliciee the opposite will
occur, thefe will be a temporary decline in the labour supply
as wofhereJmistake a7generai decline in the price level for
a decline in their owﬁ;market value; and therefore the quit
rate will temporarily ris;.
- Such models explain the "aceelerationistﬂ hypoth«
esis, and in a rather different way to that given'prev;pusly.
. .

Furthermore (as will be discussed later), they give some ex-

(SN

‘planation of why the natural rate of unemployment is not

‘zero - for'a zero rate is what p%§§ﬁ§kocla551cal theory would

suggest. Search models -are however subject to"a number of
féuﬂts; some of these will be briefly outlined below:

1) There is a tendency present in certain search
vmodels (for inétence that given above) to predict
that‘the.quit rate rises ds unemployment rises and
falls when.unemployment falls. Empirical evidence,
as'p01nted out earller, suggests the opposite is
;n fact the case. It should though be noted that

this is not a criticism of search theory, as such,

16
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4)

5)

but of certain types ofﬂséarch model (e.g., those
by Alchian and Mortenson).
There is a tendency to assume that-an increase in

the wage rate‘Will lead to an ipncrease in the amou

of labourwfupplied, it may be however the opposite

in fact occurs, i.e., the supply curve for labour
backward bending. ' . ' .
Some  (for example, Gordon26) would’also argue that

search theory underestihqtes the knowledge workers .

do have of other workegL' wages. Phelps "Island

" Parable" is an extg?@e’example here (aﬁd~was not

intended by the author to be entirely reflective
of the real world); Mortensen's paper however is

based on a similar line of thought. In practise
§

it may well be tha£ erkers pave at least some
knowledge of other workers' wages énd the fact
that a lot of search activity is known to'takg
place while Fhe worker ié still holding a job,
oﬁly lends.guppoft to such a view.

There seems to be a class of rigidities which

T

g S
search models do not take into account. In
particular, there may be a much lower response of

wages to negative excess demand than to positive

excess demand. This point will be pursued at a
later juncture. | R -

. Y
Finally, and in many ways related to the previous

~point, search theory seems_unable:to explain

involuntary unemployment. It is clear from the .

nt

is

~
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searéh literature (see for example, Phelps27 who
'categorizes unemployment into four hlqﬂs, all |
voluntary) that unemployment is seenlas a voluntary
activity and such is.out of place with the real
_world. For this and the previous reasons I nould
tend to reje%t the main thrust of search theory - -
while recognizing the theoryIOffers many insights

. concerning the operation of our economic system.

+

\

1.5 The Mode of Expectations Formgtion

/
S

(a) Adaptive Expectations: Expectations have so far
been mentioned several times during this chapter Little
however has been said on how they are formed. One popular
model of expectation rormation, originally used by Cacjan28
in his study of hyperinflation, is that of adaptive ;
expectations, and indeed expectations of this kind are
1mplic1t in the seminal articles of Phelps and Friedman
(cited earlier). ‘Essentially, adaptive expectations are
expectations formed from a weighted average of past 1nflation
rates with weights decliningvovervtimer(in empirical work
Koych lag~techniques are used with the weights summing to
unity - an assumptlon which has ‘been critlcized by Sargent).
Most, though not all models, are based on some type of first’
order prqceés, typical examples are the follow1ng: pt = pt—l

+ A(p ) and the unlagged version pi = pi 1 +">\(pt 1 ”

_ e
t ~ Pe-1
pt l), where pt is the 1nflation rate at time t, pt is the.

expected inflation rate ‘at time t and A is a p051tive parameter.

~

Ly



2 e
Adaptive expectations then are expectatlons formed

purely by observation of inflation rates and take 1nto

- account no other information; further, the exact form modelled

Aseems to be somewhat arbltrary These assumptions seem some-

‘what strong and w1ll be dealt w1th below.

[

(b) Rational EXpectations- Slnce aﬂaptlve expectatlons

[
are based purely on past rates of 1nflatlon they a551gn no

‘_rolevto monetary or flscal varlables (or indeed to other
variables suoh as‘the erehangevrate). In recent years the_
use of adaptlve, or autoregres31ve,‘expectatlons in models
has been very forcefuliy cr1t1c1zed for just these reasons,
and glven the 1mportance of tﬁe 1ssue, 1t is worthwhlle
dlscus51ng the alternative the CrlthS (e.g. Sargent,

. Wallace, Lucas and MacCullum) suggest. - These authors note
that the assumptlon of adaptlve expectatlons is essentlally
an ad hoc one, and that it implies transactors take into
account only a subsection of the 1nformatlon avallable to
theR., Furthermore adaptive expectatlons w1ll lead to serlal
correldtions of<errors, for, -as has previously been argued,

transactors will be continually "fooled" if monetary policy

_ becomes increasingly more lax or restrictive. hThus, although

adaptive expectations assume a- higher degree of rationality
than the‘original’Phillips curve, they do not assume complete

rationality and rationality is at the-very heart of much of

4

economic theory. For this reason an alternative is suggested -

whereby the consumer is presumed to use all the information

19
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available to him; the consequences, as will shortly be seen,

. ¢
are quite startling. ‘ . <f

‘This alternative, rational expectatlons, argues
that expectations, 1n‘the words of Muth, (quoted by Shlller 29
" who gives a much fuller discussion of ‘rational expectatlons),
"are essentlally the same as the predlct;ons of the relevant
economlc theory" and further, as Shlller states, are "true
mathematlcal expectatlgns of the future varlables condltlonal

on. all varlables in the model whlch are known to the publlc
b

at time t"._‘Put slmply, the logic is as.follows: transactors,

"who know the structure and the parameter values of ‘the relev-

ant mackoeconomic models, -and whofrealize the;importance of
monetary and fiscal policies,.will base their eXpectations-
not on some weighted average of past ihflation rates_hut‘on

‘these very variables themselves.

A number oflimplicatiOns oan’now be stated;> The
first-is that any preannOunced chahgefin the money supply
will be'refleoted ln‘a one for one rise in prices even prior\
to its'enaotmEnt. Thus money is neutral even in the short |
run (excepting for the faCt_that‘ho interest is paidfohhy
demand depositS), and not only i$4t23 lohg ruh Phillips_
curve'vertical‘but so oo fs the‘short.ruanhilliosﬂcurVe.
1A further’implicatioﬁ is that any feedback'mghetary'rule;
"when learnt by the publlc (and this may take’some time) ,
w1ll again have no effect on output even in the short run.

Th“5fcan be. shown using the follow1ng example ‘given by

20
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1)

2)

3

5)

. 6)

7)

8)

30

u, =1u2 - %(pt - p;)'+ yt,_where u is the'unemployment

. ) : e t
rate, u” the natural unemployment rate, p~ the 1nflatlon

rate, p the expected 1nflatlon rate and B a parameter

The equatlon.lmplles that’unemployment differs from the

natural rate (exceptlng an error term -v), only by the

extent the actual and expected 1nflatlon rates diverge.
1 .

pz = E(p /I t- ‘where 1I. stands for the 1nformatlon known

'by transactors. The 1mpllcatlon here is that prlce

' expectatlons are based on the 1nformatlon available to

Atransactors,

T | f) , S o :

pt —‘p; = pt - E(p /It l =‘et. The "expected and actual
inflation rates dlffer only byfa’random error term e. 5a
Tt t t | |

P =m +vy . The actual 1nflatlon rate 1s equal to the

rate of growth of the money supply (m) plus an error term.

»

pz = m:. Prlce expectatlons are based on the expected

rate of growth of the money supply /‘

mt =a_ +.a (ﬁ-' i un'.)“+ h r"a'&and a, are para-
‘ 0 " %1 Me-1 T Y- Ym' where a, 1 4re P

meters and Yo is an error term.

t R ' on B L . s
o= B - . :
me ao i al(ut 1 ut l) The authorltles are using a.

y51mple feedback rule (exceptlng for the:&urprlse componentL

rand thlS is: known to transactors._

t ottt ; vttt .
m’ me me thus p~ Pg = Y, + Yoo and; substituting
back 1nto equatlon l 'ut —iuz = yt‘; —(y + y ) Thus

"deV1at10ns from the natural rate are a "random walk" and,

monetary pollcy has no systematlc effect on output

21



These conclusionseare very powerful'ones and ﬁpr
reasons which will be more_apparent'later are against the
approach taken in thls{thesis. Eor'this reason‘it is worth
spending'some'time_on suggesting possible critlcisms"of the
rational expectations approach. A number of potential criti4

cisms are outlined below. ‘ EEE N

1) A first criticism might be that if the authorities
can use the surprlse ‘term (y ) they w1ll be able to

1nfluence output Although there is some ev1dence

-
o

~~to-suggest'uneXpected-changes in the money_supply

A

are- 1mportant (see for example, Barro ) it ts llkely

that any attempt to surprlse the publlc can only be.
successful, at least: gLyen the assumptlon of ratlo-
nality. used above, if it 1s done lnfrequently

"'2).Another attack on the strong 1mpllcatlons outllned

abOVe, would argue that although transactors do form §

thelr expectatlons ratlonally, thlS does not mean

o

demand pollcy 1s 1mpotent The-argument, which has

and Flscher33 on the other, proceeds as follows.
Assume that there is an 1ncrease 1n the rate of

growth in the money supply, thlS w1ll lead to a one

for one change in 1nflatlonary expectatlons, howeverf

1n the real world there are blndlng work contracts

(whlch themselves arlse for ratlonal reasons) For

thlS reason untll the contracts are termlnated wages

cannot be adjusted as workers de51re,and demand»y~

ol

e _ been developed by ?helps.and Taylor32 on ‘the one. hand -

Y .

4
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policies will have an effect on output.
Undoubtedly given its assumptions this argument
is correct.. What however has to be explaihed (and

this point is noted by Fischer), is why there is not

a'movement towards shorter. and shorter work COntracts,

"zfor, if expectatlons were ratlonally formed trans—

.so in the'long run;

3)

» ebeneflts assoc1ated Wlth collectlng such 1nformatlon .

actors would reallze the costs 1nvolved (as well as

'.the benefits), of fixed contracts.” Thu5'the Fischer

and Phelps and Taylor papers mlght constltute an

~attack' on the strong ratlonal expectatlons conclu—

sions 1in the short run, 1t is not clear that they do .

R

It could also be argued that it may he difficult to

3

acquire the ratherllargeeamount of information

necessary to'formuexpectatiOns‘rationally. For .

‘example Sargent (as noted by Shlller34), reguires‘

transactors to have knowledge of the money supply,

; ”-the'government.surplus, the GNP deflator, arstralght

time wage index, nominal and realjgovernment expen-.

dituresr 'Once it is realiéed therebare cOSts (time '

_for example is’ a scarce commodlty), as’ well as .

';1t may well be that rat10na1 expectatlons, as. deflned

ftratlonal transactor 1s, ‘as Felge and Pearce35‘p0inthx“'

SV

. out, somebody who collects lnformatlon untll the'

"1‘marglnal costs of d01ng SO are equal to the marglnal

.1by Muth, are not really ratlonal after all The-truly;rv*vv



‘benefits.l_This may or may not.implyvthat monetary -

and fiscal policies”have.an effect on output.

“ 4) A flnal and to my mlnd fundamental argument suggestS'
\that the ratlonal expectatlons hypothe51s con51der—-
ably overstates the 1ntelllgence and knowledge Wthh'
transactors possess. -As normally applled the
hypothe51s requlres transactors not only to know ‘the

relevant economlc theory but also the structural

parameters of the system iWhlle ltllS not knownhow"

-much 1nformatlon transactors do haVe,’lt 1s unllkely

they know the structural parameters of the system,-

'4(economlsts themselves must estlmate these), and it
is far frpm_obv1ous that they-even know the relevant, =~

| economic theory" To my mlnd, at least, it seems'most

,unllkely that agents have knowledge of the relevant
- . s s
~econom1c theory, or, even 1f they do, know how it.

'.should be used'to~formulate expectatlons' ThlS seems
'jall the more llkely for it has only recently become

clear to economlsts that ratlonal expectatlons are
) /

'gthe optlmal method of expectatlon formatlon.,
_ a» .

These are two p0551ble replles to the above.- Theﬁ

»flrst wodld argue that although the "man on the street" may -

’E*have 1nsuff1c1ent knowledge to form expectatlons ratlonally _*2-7

”'thlS lS not so of trade unlOns,,and at least 1n Brltaln, ;t’

j”vls these that have the major hand 1n the process of wage’

e . -

;determlnatlon. The dlfflculty here 1s that unlons, ln

L Brltaln at any rate,_appear not to espouse monetary theorleSQ:J

24
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of 1nflatlon (for example;khey tend to support expan51onary
pollc1es), rather 1nflatlon is generally blamed on’ profit
push and SO although they may be in a p031t10n to formulate
ratlonal expectatlons,,lt is hard to see why they should do
so‘i . ; S .

The second reply proceeds as follows.‘ The test
of a‘theory should not be- based on the assumptlons of the
' theory (for assumptlons can-never be completely reallstlc), ;

.rather 1t should determlne whether the predlctlons f1t the
ev1dence. In the case of the ratlonal expectatlons hypothesis

i however, the ev1dence does not. suggest clear cut concluslonsf‘
In the flrst place, certaln eV1dence seems unfavourable to

36 flnds unemployment to

'the whole approach for example Hall
~_be hlghly serlaly correlated whereas 1t should be a’ randomu
'fwalk around the natural rate of unemployment (see however,
Barro37)f In the second place,’as Shlller38 p01nts out,‘?:f
,I'many of . the,tests, whlch allegedly support the ratlonal
:b.expectatlons hypothe51s, are too weak to draw flrm conclu—»'

. sions from ' leen these p01nts and glven also that models;:

u31ng adaptlve expectatlons seem to have performed reasonably

4.lwell,vthe somewhat 1mplaus1ble assumptlons made by the ratlo-“
””tnal expectatlons hypothe51s 1mply, to me at least, that 1ts -

,conclu51ons should be treated Wlth cautlon

(c) Estlmated Expectatlons' It seems that nelther the

viassumptlons of adaptlve or - those of ratlonal expectatlons f

are entlrely conv1nc1ng The former 1s completely ad hoc
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while. the latter seems- to assume a degree of knowledge Wthh

'lis probably not possessed by most transactors.‘ An alternatlve
apprdﬁch is to estlmate from emplrlcal data whd® people s .

expectatlons are - in. other words it is.the data, and not the

economist, . Wthh dec1des how expectatlons are. formed. /

A number of economlsts have been somewhat sceptlcal

- of" thlS approach (some 1ndeed have attacked survey estlmates

— -~

"because they 1mply serlal correlatlon of- predlctlon errors),
howeVer, even given- the dlfflcultles 1nvolved in such methods,
rvand there certalnly are dlfflCultleS lnvolved, 1t does seem -
ffto me the preferred procedure.. As far as Brltaln 1s concerned
\only one collectlon of data has been made, that by Parkln and
3 :
Carlson39} thlS w1ll be consrdered 1n a later chapter; Ing'

fact 1t is the pauc1ty of such data ‘that 1eads thls the51s

_to ‘a rellance on the adapt1Ve expectatlons hypothesrs

1.6 The Natural Rate of Unemploymént

%?‘. ? .A'brief discussion’of:the'determinants“ofItheukf"
natural rate of unemployment is 1n order here, One approach,'
;that of search theory, sees thlS rate as belng essentlally
'determlned by 1nformatlon costs;[ As mentlonedbprev;ously,_
workers are supposed to take tlmehln acqulrlng informatlon
,fabout the wage structure prevalllng ln the economy, and the
:more 1mperfectly 1nformed 1s-the labour market (for 1nstance
tpthe market for teenagers lS 11kely to be relatlvely poorly |
i'ﬂvlnformed), the lOnger such a. process takes. ThlS constltutes

'gione component of the natural rate, there are however others



.as‘well.: One such category is that of workers who are-

" unemployed for leisure purposes ‘this{is.termed by Phelps»
.walt" unemployment), and thlS may have become an 1ncreas— '
lngly 1mportant category in Brltaln in recent years as ‘un-
_employment beneflts have been 1mproved Other categorles
are manglnaliworkers made redundant by mlnlmum wage laws,
.or 51m11ar deVLCes, thoselmade unemployed by the demand
lshlfts Wthh take place 1n any dynamlc economy and those
who are technologlcally unemployed. The relatlve ;mpor;ance

of these categorles w;ll not be dlscussed here, however, 1t

Ny
would seem that mlnlmum wage laws, for example, cause con51df

loyment at the younger range of the age scale

- N e ‘v ,— ) .(» 7. . o | | :

can be .seen that that> the natural.rate of un-
consists of a variety of components,_ These,

hJave one thlng 1n common and thlS is that they

come B _through real forces and are 1ndependent of ff

<

and flscal pollcyg ThlS lmplles that demand,,'
nt cannot 1nfluence the natural rate of: unemployment

This kes not, howeVer, 1mply that the natural rate 1s 1n any
sense 1mmutable, for 1t can be affected by a varlety of

fpollcles. The folIOW1ng are just some of the many pollc1es

u,jwhlch have been suggested could be used to dower the natural

g

jrate: 1ower1ng the mlnlmum wage, 1mprov1ng manpower pollc1es,“ ,

'?_tax1ng unemployment beneflts, and more generally 1mprov1ng

.the dlssemlnatlon of 1nformatlon throughout the economy (for o

ahdetall drﬁcu551on of the 1ssue,vsee Holt40)
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1.7 1Inflation in an International Context

The analysis so far has been based on the assump- .

tion of a closed7economy; ‘It;is now .time to relax this ;

3

j

assumptlon and. to recognlze that we live in a. world of open

economles operatlng under elther TuXed or flex1ble exchange
\r..l

rates (the present reglme in faq; is one of managed flex1ble

rates) It w1ll be seen that the relaxatlon of the assum—.'

tlon of ‘a closed economy leads to results consrderably dlf—_

g)»

g

ferent to those'descrlbed above,

We stlrt by looklng at a world of fixed exchange '

rates and w1th an extreme model -~ . which Marlna Whltman41

entltles global monetarlst ThlS model assumes that in both

the goods and the asset markets the law of one prrce holds, -

T

even in the short run. A éurther assumptlon 1s that wages

and prlces are fully flex1ble ’ Flna yalt is assumed that

whlch 1mp11es
" (a ) that capltal 1nflows or outflows cannot be -
sterlllzed over a perlod relevant for pollcy

’ purposes,' ',“
IR Y

-

(b) that monetary processes play a keyg(and in some
models the sole) role 1n determlnlng the balance

- of payments Further,money is a- stock and not a’~\
r

flow and the demand for money 1s stable.v

! ¢

leenothese assumptrons ‘a number of strong conclu—h.

’

s

srons can be drawn, for«exampke,ua country can control 1ts

’o
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. , . _ L. : . ; I
own money supply only insofar as~it can influence that of the .

rest of the world. If the supply of money -is gggater than
the demand in any one cqgntry transactors will relieve'thelr
% .
surplus cash balances by}creatlng a balance of payments
9

def1c1t The deficit w1ll c0nt1nue untll the actual stock

’of money balances_ls equal to thepdesrred Stockrof money

S ; L " \ — . : /"\Q

balancesfvat=Which point the capital outflow will discontinuegg.

. Lo ) . . ) [ g
In such a world devaluation is both unnecessary
) ) . / ’
¢ . v ' . ¢ N ] . . ceo
and useless - It is unnecessaryvbecause balance-of payments

-

def1c1ts can be corrected 51mply by reduclng the rate of

growth of the money supply suff1c1ently to equate 1t w1th”’f &

Va %t .
the demand for money, a: process whlch will be palnless glven'

.(a

the assumptlon of perfect wage and prlce flex1b111ty It is

3useless, except 1n the short run, because, under the assum-"
. ¢

'tlon of the law of one prlce, a. countrygcannét 1nfluence the

relatlve prlces of its’ goods (thls is'so for both. traded and
: non-traded goods) To be sure there w1ll be a temporary ‘

g o
lmprOVement 1n the balance of payménﬁp for the hlgher pr13$ '

v,level in the home Fountry w111 1ncrease the demand for mOney,

o

however capltal infl

stw1ll rlse to satlsfy thlS 1ncrease
. . o S
f'ln demand and 1f be home authorltles stance on monetary

A

ppollcy is unchanged, the def1c1t w1ll soon’ reappear

The assumptlons above 1nev1tably lead to powerful

s .
‘conclu51ons conclu51ons Wthh are very dlfferent to those N
d;suggested by the conventlonal Marshall-Lerner condltlons. ',' o

\,

'WyThe conclu51ons hOWever cru01ally depend,xln many respects,

e

_on the assumptlons and 1t w111 be argued many of these are’”

5o
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in error. Let us then look in turn at each of these assump-

-

tions.
- The law of one price at one time was almost totally

_ignored but in certain recent literature it would almost seem

to be treated‘as an identity.- This latter view is certéinlyv

sl
R

inoorrect. In the first place, even if one assumes the law
holds in tﬂe traded goods sector, it is not entirely obvious
why it should hold in the non;treded goods sector. -There
v - are certain tendencieS\here forgeqoalization (through demand . - 55
shifts), however there are other tendencies for divérgence
(for example those suggested by the Scendanaviah model,
b which will be examined later). Certainly one_would‘suspectfv
the former +tendencies are weak; for example//as Fand42 points
out, there seems little reason why the‘priée of haircuts

/'/

. should be the same {H\India and America{ I
\ : Eorre - ‘ , »

\ e e L
y In t second place there is con51derable evidence

that prlces in the\traded goods sector are equgllzed (in

most instances) only; in the %Qng run (LlpSey anZi,KraV:Ls43

/

giv%'a number of examples/of persistent long run divergences

of traded goods prices even-in the face of strongly changing

I3

market shares). In the short run it is likely that prices
of most goods are determlned by costs and not by world prlces.
In other words the traded goods market ior most commodltles

\

is not perfectly competitive.

B

%

It is also worth noting that the law of one price

does -not hold completely over the asset market either. While
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it seems to be the case that interest rates are, in large
- part, exogenously determined, there does seem to be some room
for the home country to manoeuvre its interest rates under

‘fixed exchanges rates (of course a country like the U.S.

A

.§ obably have considerable monetary autonomy even under:

fiXed exchange rates).
\ iy
\ o . P

\
\\ The second assumption, that of. perfect wage and

price\k}exibility, is also in need of modification. In
partiqufar it seems pricesﬂénd wages are far from flexible
downwards. In fact it {s difficult to explain.why govern-
ments were so willing to resort to devaluation and so loathe
to use revalqation under fixéd exchange rates, unless the
existence of riéiditieé’is recognized. Were prices and wages
fully flexible, adjustment to balance of paYments diseqﬁilib-
. : : P

rium could be easily achieveddby appropriate manipulation of

the rate of growth of‘thexmoney supply.
A

The final set of assumptions, those based on the
monetary theory of the balance of payments, Seem more robust.
:Although it is clear certain countries were ablé.to steriiizg ,
capital inflows (the usual example given is Japan), the assump-
tion of no sterilization seems, in most caseé,/to be less
objectionable than the assumptiOn of,complete steriIizafion"
’used in sdme Kéyn;sian models;iéertainly wflh regard‘to
. capitalioutflows. Further, the assuﬁption of a stable demand
for money does, aéﬂhas préviouély been argued, seem in accor-

dance with reality. One criticism of the monetary theory of

the balance of payments might be that it concentrates too

P
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heavily on monetary factors, almost to the exclusion of.real
factors. Put in this form the argument is uncOnvincing for
the theory does allow for theainfluence of real factors (e.g.
a faster rate of output grthh), given that they operate
through the money market.' In a milder form the argumeﬁt'does
however have sdme validity.and certain ekponents of;téé‘hone—
tary'apﬁtoach, e.g., Dornsbusch,‘44 have fecognized‘nd;—mone—
tary factors can affect the balance of paymerits even when

they operate through channels independent of the money market.

Given these modificatibns it is worth aSkitg how
ourvconclusions are altered; I intend now to State in'point
form the néw conclusions: = | o

(1) Domestic monetary policy will not be completely
impotent,'as‘in the global Aonetarist world,lindeed
if capital mobility is low (which is épubtful), it
is posSiblerthatra monet;ry injection can raise
money ana in all probability reai ihcomes\for a
number of years. If capitaLfmobility is ﬁigh, but
not perfect; the.duration of these‘effeéts_will be

shorter;citlwiiltnot however be zero. I |
(ii) Devaluation, in certain circumstanées, may be a use-
.’*fulyswitghing device (and.hére the concépt of
" elasticities is rélevant)L fbr no longer - is a
;eduction in the rate Qf“growth of the money,éupply.:
é painless affair. Devaluation can be effectiﬁe

either by making the price of some traded goods -

lesé than the world level (thus invalidating, at



33

?

least’temperarily, the law ofAbhe gf(ée), or, if
accompanied by restrictive'monetary and fiscal poli-
c1es, by causing a sw1tch between 1mports and home
goods (1farestr1ct1ve ‘policies are not used the
increased demand and decreased production of- home~

LY

non-tradeables will lead to an increase in their

¢

price). It should be realized, however, that devalu4

ation will iead to higher impbrt prices and this may

' fuel inflationary‘expectationms, thus a preference for

devaluation rather than pure demand restraint would

seem to rest on the existence of money illu51on

(although it is p0551ble ‘that devaluatlon because of

its 1mpart1allty may be accepted whereas reduction in

money incomes will not). This last p01nt which is”

the subject of a paper by Ball, Burns. and Laury45 will

.be of some importance in a later chapter.

(iii) Since the law,gf one pricevdoes not hold, at least - 1

~

'in the short run, price levels and inflation rates

kWill,nbt be. equalized even if;ekchange rates are

- rigidly fixed. There are h@uefei;~other reaSOns for
1nf1atlon rates, to be related in, the long run, in

part;cglaralnternatlonal multlpller effects, mqne—,
tary. flows, multinatioﬁal pricing and wage‘emulation{
It is therefore likely that, at least over the long

run (ineSs.there is substantial money.illusion),
ihflation rates will be linked and a country will
Jhave lirtle scope in determiningiits own inflation -

~ rate. TaiS’dOes not necessarily mean there will be

1

\
\
\




a convergence to one 1nflatlon rgte and a model will
‘.be presented‘below whlch suggests.tha ‘although in-
flation rates are linked, they may verly well diverge

“from countryhto country. even in the long run.

‘This model, originally suggested by Edgren, Faxner
and Odhner,4é is what is commonly known as the Scandavian
'model._ As lnltlally formulaﬁed the. model assumes that . the
‘law of one prlce holds in. the‘traded goods sector, where, 1t

is argued, most of hlgh product1v1ty 1ndustry 1s concentrated

In this" sectoﬁ& it 1s postulated that wage clalms w1ll be based-

on the rate of growth of .labour productrvrty plus the rate of
1ncrease in the prlce of traded: goods (whlch will be deter-

mlned, in. large part, by the growth rate of the world money

/

supply) It is then argued. that workers in - the rest of ‘the

eCOnomy will, begause they are 1nterested in malntalnlng thelr

relatlve wage,‘bargaln for wage 1ncreeses srmllar to those in

2
.

'the traded goods sector The overall\lnflatlon rate w1ll be
|

’a weighted average -0of the 1nflatlon rate 1n ‘the traded goods_g

sector and. ‘the non—traded goods sector (where the 1nflatlon ’

-rate in the non-traded goods sector 1s equal to that 1n the
: traded sector plus the labour product1v1ty dlfferentlal ,

{ e
between the two sectors), w1th the welghts determlned by the'

relatlve shares of the two sectors in’ total output ”The.

'1mpllcatlon here is that the larger 1s the gap in product1v1ty‘c

;between the sectors and the hlgher the proportlon of output B
3 produced in the non-traded goods sector the hlgher w1ll be

theurate of';nflatlon.

34



A common criticism of cost pushbexplanations of
" inflation (and this model has such elements)» is that they

do not take into account demand factors and in partlcular

are 1ncompat1ble Wlth a world of fixed exchange rates. This_

model is not subject to such a criticism and the reason is

'51mple to see. If a partlcular country, perhaps because of

a thher product1v1ty dlfferentlal experlences an.lnflatlon -

Y

"rate above the world average, 1ts demand for money w1ll in- .

crease'and this will attract capltal,lnflows to valldate the

cost push Therefore'Scandanavian‘models, though in general

they have ignoréd demand factors,kare’Qultet compatible'with-

»the operat;on of these factors and thlS is 50 even if the o

demand stance of the home country is’ restrlctlve (glven 1n— :"‘

terest elasth capltal,flows); unless that is the home country

_can sterilize capital inflows.

Edgren, Faxen Iand Odhnér-Used‘thisvmodel,‘with some

success, to explaln 1nflatlon in SWeden. ~Maynard and van

) Ryckeghen47 flnd however that the assumption'of'the»law of.

\

_one prlce leads to rather poor results for most countr1es.,~

- In fact they dlscover that whereas export prlces fell by 1. 2 %

: 'per annum in’ Italy over the perlod l954 68 they rose by 2 4 %
per annum in. France over the same perlod In part these,

-dlvergences can be explalned,by exchange rate adjustment

#

7(th1s is certalnly so for France), and by dlfferent comp051—

tlons of trade, though whether such explanatlons prov1de ‘a

——

?complete account of these dlfferences 1s not at all clear

o Maynard and von Ryckeghen flnd that when dlsparltles in the

Tt
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1nflatlon rates of traded goods are taken into account, the

structural hypothe51s has greater explanatory power and can

3

help to account for dlvergences ln.lnflatlon rates;

not. . .

surprisingly, however,-the explanatory power,is nowhere near

‘so great in a world of - flex1ble exchange rates,

_p01ntvls in order here\iné>thls is that 1n recent years the

A'final

trend setter for wage bargalns, at- least in. Brltaln, may not

have been the traded goods~sector;

“may have taken on.this'role.

lrather, the publlc sector

‘This will further reduce the =

explanatory power of the Scandanavian model.

1.8

Flexible Exchange Rates -

In recent years most

countrles have adopted flex—

vlble exchange rates, or, more prec1sely, managed flex1ble o

exchange rates.

[

Whlle, 1n a fixed exchange rate reglme, a :

country S pollcy optlons are severely c1rcumscr1bed by the R

: out51de world, a move to flex1ble exchange rates glves a

,country far more room to manoeuvre.

Wthh w1ll be dlscussed later,
1controls can be more'éffectlve
‘since the home country can now
_flation. -
It was shown earller

~).

f{fgeneral be relatlvely 1mpotent

One 1mp11catlon here,,

1s that wagepand prlce

under flex1ble exchange rates,

determlne 1ts own rate of in~

O

0
b
I

that monetary;pollcy would 1n"

1n a world of flxed exchange

v7unless the home country could 1nfluence the. world S money

_supply

' rate reglme is qulte dlfferent

‘In thls respect the case of a flex1ble exchange di“g, f,,

for now. capltal 1nflows and



outflows.(whlch follow a monetary expan51on or contractlon)

‘ lead not to balance of payments dlSequllbrlum but to adjust—‘
yments in the exchange rate- This in turn will exert the :
desired expan31onary or contractlonary effects on aggregate
‘fdemand and therefore, even 1f the law of one prlce does hold
vanetary pollcy will be effectlve'ln 1nfluenc1ng demand in a |

y

. world of. flex1ble exchange rates o h o :

.'~One should.notexh0wever that the mouements of the
exchange rate make it llkely that the real effects of Mbne—.f;
~ tary pollcy w1ll be less endurlngvthan in a closed‘economy,
:thls is because 1nflatlon Wlll be brought through dlrect
channels (movements in the- exchange rate) as well as 1n—h
: dlrectly through the labour and goods markets Thls‘has a
further 1mpllcatlon and this is that, even 1f an 1ncrease
1h demand does have no 1nfluence on prlces through the work—
1ngs of the labour and goods markets (and thls 1s unllkely),»
lvlt w1ll (ceterls parlbus) do so through movements of the «
_vexchange rate Therefore eV1dence that the PhllllpS curVe f

&

1s horlzontal or that goods market prlces are unrespon51ve
/

‘to demand pressures, are eVen ‘in conjunctlon 1nsuff1c1ent to S

fjustlfy expan51onary measures, for 1nflatron is Stlll llkely
1tto arlse through devaluatlon and 1ts 1nfluence on 1nflatlonary

‘ T - -

'.expectatlons.

It has been argued that flex1ble exchange rateaf’
:glve a country greater 1ndependence in- pursulng the pOllC es:

it w1shes to- follow and 1ndeed thls extra degree of freedom g?l

1ls the usual Justlflcatlon glven for flex1ble exchange rates



I ulsh to.argue here, however, that in practlse the. freedom
afforded to a country4ig\less than the above would suggest
‘:“Flex1ble exchange rates haVe typlcally'led to large varlatlons
“in exchange rates (for example, the yen cllmbed almost 40 %

vis-3- v1s the dollar in 1978) and 1t 1s probably falr to say
movements of such magnltudes were not expected by proponents

of the change. It appears that dlfferent stances in monetary

pollcy can lead to very 51gn1f1cant exchange rate;fluctuatlons,

AL

and further,,that, at least in the short run, exchange rates.

- are affected qulte 51gn1f1cantly by perlpheral events (news—':

paper artlclesﬁ speeches, etc ). It also appears that ex-
S\ \
change marketSJare "thln»‘ nd dhat the actlons of one. firm —p

~

espec1ally when a large multlnatlonal - can notlceably affect
the.exchange rate.. Flnally, 1n the short run, 1t seems that
’devaluatlon may have a. perverse affect on a country s balance

i of payments (the so called J curve is relevant here) and

-

| that speculators,.lnfluenced by thls, further speculate . i

'agalnst the devalued currency For these reasons (and also

[

'because of the effect of exchange rate varlatlon on prlces)

741t may well be necessary to achleve some form of 1nternatlonal B

3

- cooperatlon,an‘formulatlng stablllzatlon pOllCleS 1f thlS 1s
| found to be thevcase,_the degree of lndependence glven to a

country 1s far.less than purely theoretlcal con51derat10ns.h
—would suggest . / SR S .

Lo s
. )

As a flnal p01nt, 1t should be noted that, even 1f
the exchange rate adjusts to Just the rlght level (1t 1s

gulded by ratlonal expectatlons), and 1n the short«run thlS

38



i'iszunlikeiyv certainndiSturbances Will not.be»completely"n
'neutraliied ‘For example, while a rise in the world prlce
; level w1ll have no. effect on fhe home country, a world
increase in demand for the home country s exports w1ll ‘have
_,some effect and a- change in’ the world s demand for the home :
country 'S securltles Wlll haVe an effect larger than under
»flxed exchange rates Therefore flex1ble exchange rates can,
bat best, provrde oﬁlynpartlal 1nsulatlon and cannot 1nsulate

L4 R

. a.country from“real shocks,

t

. 1.9° The Importance,of;rnstitutional'Rigiditieslv‘t.

‘ Prev1ous sectlons of thr; chapter have bUllt up a

-vtheory of 1nflat10n whlch in many respects, 1s in accordance

w1th monetarlst-v1ews. Much of the rest of thls chapter will L

39

':deal w1th modlflcatlons, or suggested modlflcatlons, to‘thlse."ﬁ

"Vlew 'In part1cular,~1t w1ll be argued that’there are impor;

\s
tant 1nst1tutlonal rlgldltles to con51der whlch may lmply

ol .
that the short run Phllllps curve is falrly flat at hlgh

levels of unemployment Further, 1t w1ll be argued (and

thlS 1s 1n part related to the previous p01nt) that trade

'yunlons may,lln some c1rcumstantes, have an 1mportant role '

afto plaY 1n the 1nf1atlonary process. B

Gt : : . o _
n recent years a number of authors have argued

v

s

fh(Gordon4§ and Okun49 for example) that changes 1n the money

N supply may have substantlal and prolonged effects on. employ-lfvﬂﬁf'"

fhment and output when unemployment 1s above the natural rate,7d

e

7a v1ew much Ql varlance wrth the ratlonal expectatlons
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3

S
[l

. 1

’ hypothesis. In 1ts most.extreme form thlsvv1ew would argue
that the PhllllpS curve is: horlzontal above the natural rate
(Whlch is similar to the v1ews of extreme cost push theorlsts

’exceptlng that these would con31der the Phllllps curve to be
horlzontal for all levels of unemployment) or alternatlvely
that expectatlons are S0 unresp ‘51ve to decreased demand . ﬁ o
that in a senserthere ls‘a sta;le long term trade off _A_v |
more moderate v1ew would argue that, although deflatlonary'lill

g pOllCleS w1ll eventually succeed ‘in thelr alm, the road is
a: long and hard one For the case of the u. S k-at least,
considerable econogsgrlc support ex1sts for such a. v1ew,

b-,cOkunSO,é&or example, found sevén Studles allvsuggestlng

that hlgh unemployment rates would ‘have to be malntalned for

several years to achleve low, let alone zero, lnflatlon rates—-'

-~
..

1t is worthwhlle mentlonlng that all of the studles are con—'

‘~51stent w1th the natural rate theory 'i:._'“ S /

>

Slnce thlS thesrs alms to look at the effects of

prlce and wage controls 1n the battle agalnst 1nflatlon &he'”'
. L ' :
above seems to be 1mportant 1n a. dlscu551on of such pollc1es.

Were the 1nflat10n rate as respon51Ve to changes 1n the rate

;‘ ’ of growth of thiegmoney supply, as monetarlsts seem to suggest, ,
| there would be llttle pornt in 1ntroduc1ng pOllCleS whlch ﬁﬁét}f"

.to some extent at least dlstort the allocatlng mechanlsms of

‘vthe economy leen that 1nflatlon is falrly unrespon31ve‘to‘h;“;»’;h

'hu; reductlons 1n demand, at least OVer the short run, one 1s muéh':f*
. more llkely to cons1der wage and prlce controls as a useful _hi:'

form of pollcy, though such unresp0n51veness 1n 1tself 1s _?"'

v . v. . “
. A T
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-

.insuffic}v }n to 1ntroduce controls In what follows,

tI sélpf; : ook at these downward rlgldltles in more
est p0851ble explanatlons, &or,kw1thout

ndlng of thelr causes, 1t is dlfflcult to pre-

_they are a permanent.feature,of_economles or;a

berration.

-"\_
VG

One explanatron of downward 1nflex1b111ty of real

kS
3

wageS'( real wages will decllne 1n the short run) lS based
Jion”what knOWn as, contract theory It is argued that workers

afe‘more sk averse than employers (the latter by thelr very

.nature take a- more posrtlve attltude towards rlsk), ‘and fur-'

ther, that f# her exp11c1t or 1mpllClt contracts ex1st be— ﬁa

y

?tween the ,rOups whlch lead to: certaln modes of behaV1our

From thlS 1t 1s argued that flrms w1ll max1mlze proflts by

'-redu01ng the Varlablllty of workers 1ncome.

, .

There are two dlfflcultles here, the flrst is that
.{such practlses would seem to lmply that wages show upward as

well as downward rlgldrty, yet upward rlgldlty seems far less

’ s B e

‘!marked ”The second lS that there 1s also-a rlsk 1nvolved ln:
ftunemployment and unless workers prefer one rlsk to the other -y'
'}(one ratlonale is that the rlsk 1nvolved 1n unemployment 1s;-.g
i:preferred becahse lelsure has some value) ‘the theory is 1n—fx;'
fvadequate to explaln downward rlgldlty Even lf lelsure has]fyﬁ"'ﬁ
h;value to: emploYees the theory Stlll has problems, for, as yf}
{fGordonSOrstates, "When symmetrlc demand fluctuatlons are N

-fallowed, the hours of lelsure foregone in hlgh perlods out—'ﬂffl =

: welgh the less valuable ho&rs galned 1n low demand perlods
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‘;)’

E o

and tilt the balance back to a fixed income contract." .

Y 5,

“A second“argument Wthh explalns downwards wage -

rlgldltles but whlch does not 1mply upward wage rlgldlty 1s‘

;the follOw1ng; ‘Wage cuts, or smallervwage'lncreases w1ll
o

lead to a rather uncertaln reductlon in the wage blll, fozy;
‘ the flrm cannot predlct how many workers w1ll qu1t in |

consequence On the other hand layoffs (whlch seem to be?
predomlnantly a very short term phenomena,’ln the U. S

least) reduce the wage blll by a certaln amount Smely be—ﬁ
Jcause the flrm can’ dec1de who to layoff Furthermore, the

‘latter glves the flrm the opportunlty to retaln 1ts hlghly.:

Qtralned staff and to lay off those less tralned bodles whom‘i

Qlt values less hlghly (Implylng that there are flxed costs,'

as . well as varlable 1nvolved w1th some categorles of labour)
N B

~ For. these reasons lay. offs may seem, to the flrm, a preferable

L

‘ : BT o Co :
Ve

A p0551ble attack ‘on the aboVe argument could run

technlque to cuttlng wages »'xa

'as f6110ws;_ The attractlveness of the lay off means that 1n :

42

}the short run quantlty changes are more 1mportant than prlce .

'_changes _ In the long run, however, it could be argued that

qv

"vhthose workers who are subject to lay offs w1ll bld down the :

'Awage rate by trylng to get ]ObS below the gorng rate._ There

e

a_seem to be a number of reasons why thlS does not occur.‘_In‘ o

the flrst place, many lay offs are temporary - FeldstelnSl\V

\p01nts out that in the U 8. 1n 1971, about 85 % of workers

w

G lald off 1n manufacturlng flrms were rehlred by the same



jfirms. Secondly, attempts to uﬁdercut present wage rates
5
are llkely to be subject to re51stance on the parlt of al~

ready employed workers whether unlonlzed or not Th;rdly,~

¢ ¢

:1f_unemployed workers could bid down the_wagevrate the firm

'v=would:befgac%6«withlthe uncertainties layoffs were designed”
to'avoid; Flnally, it may be, as Solow52 suggests, that

(workers just_do not do thlngs like undercuttlng other‘
workers wages R |

The above argument 1mplles that the short run
',Phllllps curve 1s falrly flat 1n certaln ranges and the rd~f«/’l
factsthat 1t may be vertlcal in the long run does not o |
necessarlly imply a palnless adjustment process It 1s
:1also pos51ble that there may ex1st asymmetrles (orﬂapparent
tasymmetrles) in the expectatlon formatlon process Lessl.

work has been done here, but 1t is o0551b1e that ‘the Long

_perlods of expan31on 51nce the war have led to patterns of

"f‘wage bargalnlng based on, the expected p@rpetuatlon ogﬁsuch ‘

-fran expan81on Furthermore, there may . be, as - Scarfe53 p01nts
: e .

,aﬁ,voutr ratchet effects 1n the formatlon of éxpect tlpns,’for;'

Lo

- example the hlghest rate of 1nflatlon may enter s an»argu-
el . . .
n'ment in the prlce expectatlons functlon. iFlnally one ERETREL R
: e S , ~ L.
]:wonaers whether expectatlons would ever adjust suff101ently

:'dto lead to a negatlve 1nfl?tlon rate (and how long rt would

: ,take were they to do so) - 1f only because negatpve rates'~

“have nbt been experlenced w1th1n many people = llv1ng j ‘ "jfj=

AN

' -memory. LR T :fﬁ SR SR P
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1.10 The Role of Trade Unions: A Discussion of

Theoretical and Empirical Aspects
‘ &

2

It is often érgued, particularly, but by no means
always by laymen,‘that trade uniohs are the fundamental cause

of inflation.‘ The following section will attempt to evaluate

¢

this view in a variety of ways. Initially, I 'shall look at
thev;heoretical credentials of cost push theoriesvfpcusing
on a number of objectioRs often citedtby monetarists. Then,
I shall examine some specific theories which have been

suggested, following which I shagl present a more”general

N

theory which.I feel combines the best aspects of demand

orientated and cost puysh theories. Finally, there will be

4 v

an assessment of the empirical evidence.

[l

~4(53.)‘ The Role of Trade Unions a Theoretical Appraisal.

For many the role of trade unions in the process
of wage degsrminatiob is.fundamental;lfor others traée ﬁnibns
‘a:e merely'organiéations whicﬁ take part in the bargaining
procésé‘whilst in no way affecting itsfultimage outcome.
Some indeed haye argued "that tf;de'uniqns; becausé of their
bureaucraﬁié,nafhre may lead to lower Wage bargains at some,
or ali,‘leézls of demand‘{ihough in this case a lagged.res—r

Pongefis more iikely). ‘ g | e .

T

4

B .
In general, however, most monetarists would concede

 that trade unions cause wage rates higher for their members
than would be observed in atomistic labour markets, and

indeed there is considerabléd evidence fot this (see MulVey

i
i

>
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and Trevithick54 who quote a vqgiety of evidence). What

(o0
however is doubted is whether unions can cause an inflationary

N

process. Essentially the argument is that, like any monopoly,

a trade union will lead to é/ﬁigher price but not a rising

Gree of monopoly is increased (and in-

L%

creased union /foncentration has been relatively unimportant

one. Unless the

. .

in the last few years) the equilibrium wage rate will not be

o™~

affected.

e

, Although this point has Lntuitive appeal its
practical impoftance is open to question‘for even 1if ﬁnionsJ
do" maximize subjéi} tq constraints fapd this in itself is
open to g;ubt) theré iS'ﬁo reason tof%elieve the wage rate
will be stable. It ﬁas“been suggested that unions maximize
a utility function in which one of the arguments is income
feither ﬁqminal or»reai3. In this case, as Williamson and
Wood?:sr5 pﬁf it, "the wage riseﬂSSught will be such as to
equate thé margiﬁal utility of higher”income with the ex-
pected marginél\diéutility of gréater unemployment and of
longer strikes". Since a variety of factors‘may affect‘the
marqinal‘utility of income (expefience of other sectors or
.even coun%ries, for examplé), theré’is no feaSonfto believe
that the function the union maximizes, if indeed it ﬁaximizes

anything, is ‘stable.- A

[

!
A second argument often given concerning the’ in-
flationary role of trade unions is that, .although unions.
raise“their wages above the mgrket_level, they do so only ',

by pushing wages of non-union wotkers below the market level.

45



This is because the high union wages will create unemployed
workers who will bid down wages in non-union sectors. Under

thlS V1ew whatever gains are made by trade union members

A\

lead to corresponding losses for non unlon members.

t

j’ This argument seems to be more commonly advanced

‘_\"I/.s .

K

»

! ' . _ _ .
for the U.S. where only about 25 % of the labour force 1s

unionized; in Britain the proportion is around 40 3. It
seems unlikely that when such a large proportion of the
labour force is unionized there will be sufficient downward
flexibility (except perhaps over very long perlods) of non-
‘unionized labourers wages. This is espec1ally true when it=

is considered that there may ‘be emulatory effects in the non-

union sector,‘whlch can arise for a number of reasons. First-

ly, there are often organlzatlons in thlS sector, Whlch[
though not formallyfrecognized as such, act in a manner

3 , . p
similar to trade unions. ‘ secondly, employers may follow

union wage rates, to some extent at least, in order to remain

nonhunionized. Furthermore, wage agreements in this sector
may be determlned by independent arbitrators who_in thelr
evaluatlon take 1nto account union wage rates. Finally,
there may be government imposed minimum wages (or similar
leglslat1Ve dev1ces) Wthh 1mply wages are not entlrely
market determlned For these reasons, lt would seem the
‘level (and indeed the rate of change) of a substantial pro-
portlon ‘of non—unlonlzed workers wages w1ll not dlverge too
far from that of unlonlzed workers. It is doubtful whether

there will be suff1c1ent flex1blllty in the rest of the

-~
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labour force to counteract such upward pressures.
> ' K

Cost push theories can‘also be attacked, and often
are; on macro—economic grounds. For example,.it'is often

,argued;thatmunion pressure for higher wage rates (above'ﬁhe
market level) will lead merely to a once and for all increase

'in ‘wage rates with c0ncomitant higher unemployment, given a’

IAd

steady rate of growth of the money supply. Thus unions ‘can
affect the price level and thé’unemployment rate but cannot

cause a sustained inflation.

.

On theoretical grounds, if the mdney supply (or
~-ltS rate of growth) is unaltered it seems clearrthe argu-

~ment is sound at least in the; long run. In the short‘run,'

!

however, higher wage demands may, unless immediately offset

by sufficient unemployment, actually lead to a temporary

. e N ) .
incr ée in demand; this of course will continue only until

the full force of higher interest rates and declining wealth B

i

hit the economy. Once unemployment starts riSing and profits

AN

[

falling management will become less.w1lling to give into high
wage demands and unions, afraid of unemployment (w1th the
aSSOCiated danger of bankrupting the firm) are likely to

v.

’ moderate their claims, albeit\slowly, This does not mean;
-'however;’the argumentfstated above should be totally accepted'y
{%on'it rests.crucially.on the statement "given a steady rate

't of growth of the money supply It may be ‘the. case that the
authorities,-afraid of higher unemployment, Will attempt to

, validate the’ wage claims by increaSing the rate of growth

- of the money supply. They~may»temporarilyy in fact,“allow
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higher unemploymeht but when it reaches 1ntolerable levels .

(what is understood by intolerable may change over time).

3
I
(

adopt expan51onary pOllCleS, thus g1V1ng the 1mpre551on that

tHe.money.supply is exogenous-when in a sense it is not.-'
. ., N . - . . A ) ":L‘ ,‘

!

One must however, be careful here’since the-autho—

rltles are operatlng not in a closed economy but in an open

 economy w1th ‘eithet leed or flex1b1e exchange rates. Let

r

us consider the former case‘flrst. Under flxed exchange rates

 the authorities actions are'heavily, althOugh_(at least in

-vBritain)'not totally c1rcumscr1bed Therefore,’any*attempt

RE=

‘to validate wage clalms will lead to a balance of payments

deficit (on both the trade and the capltal account), in

consequence, wage clalms can be valldated only in the short

run, though agaln,,ln Erltaln, the . short run may last for -

/

_some tlme. If the authorltles do not: attempt to valldate

_wage ‘claims, workers 1n the traded goods sector may prlce

2 /'

: themsgdves “out of thelr Jobs as well as affectlng adversely-

company proflts. ThlS does not necessarlly mean that the

' ;balance of payments will go 1nto def1c1t for- 1f capltal

o dflows are suff1c1ently elastlc (and it 1s p0551b1e they may

not respond very much if the cause of 1nterest rate dlffer—

entials is hlgh wage clalms), the upward pressure on lnterest

rates may mean that the overall balance of payments does not

[g01nto def1c1t.; Nevertheless employment and output Wlll Stlll

_bereduced and these effects should moderate wage clalms”

Let us turn now to an: economy operatlng under

flex1ble exchange rates. If the wage push is: not valldated ’



) the halanceiof payments maypgo into surplus‘dr deficit'depen—
dlng on the relatlve strength of capltal and cuwfent account
effects.7 If the former predomlnate (1 e. thef%urplus on
the capltal account exceeds the def1c1t on the current ac-

' count) the exchange rate will move upwards, and, at least in
the short run, the 51tuatlon in the domestlc ecouomy w1ll
worsen - in terms of unemployment If on the other hand the
latter is domlnant the currency w1ll_be‘devalued and the~
wage claims w1ll be,:at least partlally, valldated .So,f

- although a flex1ble eXChange rate, in most casei, lnsulates
_the home economy from forelgn shocks, 1t may 1nten51fy home
dlsturhances.- | -

It is poss1ble however that the authorltles attempt.t
to*valldate wage push 1nflatlon, 1t 1s in thlS SLtuatlon that :
‘lthe dlfferences between a flxed and flex1b1e exchange rate o
bare more readlly apparent | By holdlng down 1nterest rates
the balance of payments w1ll go 1nto def1c1t whlch w1ll lead
to a deprec1atlon of the currency whlch in. turn w1ll tend to
gcounteract the effects of the hlgher wage clalms on emplOy—v'
'ment and output The depre01atlon of the/currency w1ll 1n-"

ten51fy 1nflatlonary pressure whlch may 1mply that a more -

'restrlctlve monetary pollcy w111 eventually ‘be 1ntroduced-

,g howeVer, a cost push 1nflatron could, under flex1ble exchange,-f

,rates, proceed w1thout h1tt1ng barrlers for a long tlme.¢:

- (b) 'SpecificJCOSE‘PushT%heories ‘

It.istnowftimeﬂtoyturn'tofSpecificgcost push;theories,_}

'
e



It will be seen that, in general these tend toaignore the
Wre51stance of management and, in part for this reason, the

role of demand factors (1t is, often 1mpllc1tly or exp11c1tly

assumed that monetary pOllCY 1s valldatory ~ some authors,
"however assume 1t to be 1mpotent) It will also be seen that
" many theorles are not readlly emplrlcally testable, a matter

Wthh w1ll be dlscussed 1n more detall 1ater

One theory,:whlch has been suggested by Wlles,se'
is based on the premise that much of economlcs assumes an_
Alldeallzed economy and compleéely 1gnores real world processes.
~In partlcular, it is argued that unions follow an almost
;;arbltrary pollcy of wage grabblng gulded perhaps by such

“ factorS‘as "new left"'lrratlonallty and the upsurge of left ‘
'_w1ng trade unlon leaders It is assumed that unlOns bid for-

real wages and that whlle money is necessary to valldate“’ }“

lnflatlon,{rn practrse 1t_merely acts-as a‘counter.

s

¢ Such theorles are dlfflcult to refute, however, th'"
'_phenomena they seek to explaln (wage grabblng) can ea31ly be
'»explalned 1n terms of the monetarlst hypothe51s and for thls

"nreason they should be treated w1th cautlon The apparent eber

:yupward escalatlon of wage clalms is perfectly con51stent
:~d1ncrea51ng 1nflat10nary expectatlons and the 1ncreased r le
ffof 1eft w1ng leaders may result solely because workers
v psuch leaders w1ll better defend thelr llVlng standards;‘ja
' Q[hFlnally, the ldea that unlons plck thelr wage clalms' |
w’fa hat seems unCOnV1nc1ng, more often 1t seems that t ese

~.cla1ms are necessary to malntaln llVlng standards o

Q2

50
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A different theo;y,-Often expounded by the'left;

sees 1nflatlon 'as one product of the class struggle. Essen—

)

: tlally workers push for hlgher wage rates 1n the hope of

, aChleV1ng a larger share of the -cake" but, because:proflts
respond,_lnflatypn and p0531bly unemployment result.” Although
thls theory may be appllcable to the behav1our of certain
'unlonsslﬁ.cannot I thlnk be applled generally, for were

‘ unlons really as class consc1ous as assumed they would make
’-.thls far Mmore clear than in fact'they do More often unlons
‘ratlonallze clalms in terms of;malntalnlng thelr members
‘standard of llVlng (dr 1n s1m11ar terms) '<In~fact it’ oftenz-

‘seems the case that the only tlme unlons act together is in-

,fopp051ng restrlctlons on free collectlve bargalnlng or other v

unlonz rlghts (thlS would seem to be the only tlme when

‘unlons have a common 1nterest)

Another theory Wthh has been expounded by chk557

'bls based on the concept of falrness.’ One-manlfestatxon 1S'the

‘follow1ng workers w1ll espe01ally after a long perlod of -
if,rlslng real wages, (for Hicks’ 1t 1s these and not money wages
’~dwh1ch matter), expect thls trend to contlnue and w1ll thlnk

hvthey are belng treated unfalrly if thlS does not happen -f

vithus we have the well known frustratlon hypothe51s.ﬂ Thls'}}g};;“

51

and other manlfestatlons wrll be dlscussed below (the Scan-’_y,‘“‘

,fdlvanlan theory,.dlscussed in an earller SeCthD can also be

”seen in: terms of thlS crlterla)
o . -./;;,--. v

& The frustratlon theory was a pOpular explanatlon of

fthe 1nflat10n y upsurve ln Brltaln at the end of the l960&r



2

-~ The slow growth of real lncomes ‘led to frustration on the
. . 8y :
‘part of workers who, to quote Ball (in . Laldler5 ), "sought
to reallze some real wage objectlves the frustratlon‘of which

‘_eVentually caused the Phllllps curve to sh1ft“~’

' The hypothe51s, though at. flrst 51§%t plau51ble,’n
/yhas been attacked on a number o{,grounds Flrstly, as argued
'_above, in a. flxed exchange rate reglme there are certaln out—s

VSlde oonstralnts wthh make extended wage push unllkely (these

R

.52

'iconstralnts may of course be falrly slow to operate) f SecOndlm’””

’uaccordlng to Wlles,-the prec131on requlred to dlscover changes
'jln real wages is beyond the abllltles of the average worker."n
jThlS argument I feel unconv1nc1ng,.workers may not be able to
calculate preCLSe magnltudes.(though trade unlons mlght) but
:would certalnly have some{conceptlon of the way thelr real
'wage 1s Changlng - thls is. partlcularly true in the late/l96OS
| when 1t appeared real wages were stagnatlng A flnal argument
'*ﬂsuggests that workers w1ll eventually reallze the changlng |

. ,' .
}’economlc 01rcumstances and adOpt more conCLllatory behaV1our,

S fw\\
'v7for, even under flex1ble exchange rates the authorltles must
3sooner or later attempt to stop the 1nflatlonary pressures v',v
”.resultlng from‘"frustratlon ThlS suggests that frustratlon ’

'f,may explaln wage patterns for a: tlme, however market forces_f7i

"*@WLll eventually make such a factor unlmportant.:,ﬂ7vshx'/

In some cases there may be a need for the real wage'

‘ff;to decllne and a srmllar Scenarlo of eVents to those suggested [

7h_above 1s 11kely 1n thlS case, 1 e., 1n1t1a1 trade unlon pres—V ARt

"fsure but 1n the long run a- recognltlon of the changlng
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'enVirOnment, fThevmgst‘obyious case where realywages should
‘fall, or at least rise less rapidly, is.following an adVerse'
_shlft in, the terms of trade, for in these c1rcumstances,f | le
'elther nomlnal 1ncomes must fall below thelr prevrous equlllb— :
rium path or goods prlces must rrse 1n order to re-establlsh |
'equ1llbr1um. ‘The - former seems unllkely to occur, thus prlces

must rlse, but 1f there lS real wage re51stance a wage prlce

splral w1ll be 1n1t1ated The above may be 1mportant to an

'understandlng of the 1mpact of ‘the 011 CrlSlS.k“

A further consequence of chks concept of_fairness
may be that workers respond posrtlvely to tax 1ncreases

Tradrtlonalgeconomlc theory has lmpllcltly assumed that

'7:'workers*are'neutral between prlvate and publlc spendlng;;
more;recentpllterature, e G, HotSOnS?, has argued that there'
B mayfhowevervbe 1mportant supply 31de effects Wthh should bef
‘3_taken 1nto account Broadly speaklng three such effects canhff
- be 1solated |
| (a) Substltutlon and income effects on the supply of
';.labour g These work in oppos1te dlrectlons, the

’ uformer to decrease the supply of labour:(when ta#es;hj
w~7y1ncrease) the latter to 1ncrease lt.; Ev1dence on 5:
“"the relatlve power of the effects 1n the labour
ﬁ;ymarket seems somewhat llmlted and often 1tdls |

the author s pOllthal V1ewp01nt Wthh determlnes,'b'

'jfor rlm, whrch effect domlnates

St

3o coeff1c1ent on 1nflatlonary expectatlons |

‘;;whrch 1s caused by 1ncreasrng aVerage tax rates

CA



(these may perhaps be due to inflation in a non-
indexed econOmy) when public and.privateygoods are

e .
not regarded as- perfect substltutes 60- This hypo— .

-

‘thesis 1s expounded by Jackson, Turner and Wllklnson6
and.may explaln why there is SOmetlmeS'observed'a"
tcoeff1c1ent of greater than unlty pn prlce expecta—_

tlons. ' o
(c) A counteractlng effect on wages caused by tax hlkes
: a

falmed to damp down lnflatlon - This p0351ble'perverse

':effect has. been: empha51zed by Hotson and also men-

"62

tloned by Bllnder and Solow. - If the demand for

"money w1th respéct to the 1nterest rate is low, and -

'-1f hlgherltax rates do not- affect the money supply,

'1t may well be that a perverse effect of some con51df

;'erable duratlon could occur though eventually one would '

expect rlslng wage rates to dampen demand suff1c1ently

to ellmlnate further perverse 51de effects ih

A conclu51on regardlng the effects of tax 1ncreases
bls 1n order here. «Tax 1ncreases may-rndeed further stoke~

',the flres of 1nflatlon though 1t should be remembered that

‘fthere are alWays actual and potentlal demand restralnts *if = SRS

h whlch may eventually brlng the process to a halt However,

;flt 1s p0551ble,-and in. Brltaln it seems very llkely, that ff'
- f..

1ncreasrng taxes have put con31derable pressure on proflt

ffrates._ ThlS 1dea, expounded by Bacon and EltlS,§3 may help

“3to explaln Brltaln s relatlve 1ndustr1al decllne partlcularly R

"fthrough the 196OS and early 19705 f If 1t 1s correct nuxe&%ﬁﬁﬂf:f}

»-.‘ E
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'taxatlon has been an 1mportant factor in wage - determlnatlon

64

'(see Johnston and Tlmbrell ). but rather less so w1th regard

to price determination.

chks concept'of fairness can also be'applied to
‘ relativities and ”although this-will;not”be_done here, it
hw1ll be seen 1n later chapters, that:this may be an important
.factor 1n explalnlng the often notlced post~ controls wage

)

and‘prlcefexp1051ons.,'l :"” ' e RN

{e) A'More General ModelfOf Wage\Push.Inflatfon

- ‘,1 ; L S j1'7»-_'» L

A-mOre general'modelfOf'wage.pUsh inflation“will
enow be sketched the essentlal p01nts are as follows. .Al—_
”though trade unlons may be max1mlzers it is doubtful whether oo
the functlonﬁwhlch they max1mlze is partlcularly stable.,y

IWhat may be the case 1s that they max1mlze a utlllty functlonby
}fwhere utlllty 1s affected adversely by hlgher income tagesu‘
;:.by unfaVOurable changes 1n relat1v1t1e$ and by a varlety of
1lother factors mentloned prev1ously 8 It 1s therefore perfectly

e

i.p0551ble that at varlous tlmes trade unlons 1nst1tute, or’
' attempt to 1nst1tute wage!push 1nflatlony and because a - i;ﬂu

;00n51derable sectlon of non—unlonlzed labour w1ll follow sult,- 1‘
‘wages w1ll b1d up Demand factors w1ll also have a role:to L

Efplaybhe \for as the unemployment rate decllnes the advantages

PO

: om a strlke seem to be greater and the costs f§7
nemployment 1ost 1ncome through strlke actlon)
“he management S: p01nt of v1ew re51stance

aut not necessarlly) be at ltS lower 1n -
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v
X

. periods of h1gh unemployment, (when labour shortages are
-

not most severe and when foregone prOfltS will- be greatest)

]and'will be increasedas the rate of unemployment 1ncreases.

1 - y
. Trade unions then may; for a variety‘of reasons,

attempt“to push up wages above market levels, however,rthelr‘l S
- power to do so 1s not unllmlted for thelr actlons are cons-
.tralned by demand pOllCleS It remalns to be'seen howtﬁemand

'lpollcles will operate Essentlally, as suggested the'

\(

| ,euthorltles may attempt to validate wage clalms, partlcularly

1f they deem the unemplOyment rate to be too hlgh They may
however only be able- to valldate wage clalms 1n the very

‘short run under flxed exchange rates and even under fleX1ble'

exchange rates may flnd the 1nflat10nary consequences of such

a pollcyrto be . too severevto_contlnue it 1ndeflnltely,‘ Thus
'",ln~conZlusion trade_unions'probably'have‘a'directeffect oni
_6angesvand ag indlfect_éffectvas well fby{inﬁluenclng demand
bipolicy) however:biﬁ*seemshunlikely*that'they»haVe as lmportant

a role in the inflatiOnaryfpr0cess:astis_often suggested.

»
’

(d) Empirical 'Evidenc,_é- .

The maln conclu51on whlch seems to have come out of

’attempts to test wage push theorles is. just how dlfflcult it

D

is to dev1se agEquate tests.: In the case of demand based

-y

ki

atheorles the essentlal arguments are ea51ly 1dent1f1ed, yet

\

1when 1t comes to cost push theorles there seems no consensus"

’on what the cOrrect arguments should ‘be (see for 1nstance,fv“
65)

vaurdy and zis
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In actual studies a number of methods have been
used, for'examplelchange-in trade union~membershipA(see

Hines66), dummy variable' technlques (seenGordon67) and strlke
. . . N . \ )

action (Ward and le68),_ All can and have been severely

critfcized. The use of change in trade unlon membershlp

seems subject to a number of faults. In the first place

the ratlonallzatlon for this varlable has been poor, secondly;'

1n the U.K., changes since World War II have been small often : .

llttle greater than changes in the proportlon of the labour :
uforce in closed shops or in movements between 1ndustr1es,,

these should therefore also be con51dered Frnally,'there

may be-some‘correlatlon between thlS variable and demand\' . ® :
. {1 ' /)
' varlables and the fact: that Hines found no such correlatloh -

e

Id

may be due to 1nadequate tests

// -

The use of dummy varlables is arbltrary s1nce 1t is
not clear whlch are perlods ‘of wage mllltancy and Wthh are .
-‘nota» Furthermore, thlS method does not allow dlscrlmlnatlon

between wage push hypotheses and other explanatlons for large
o

. unexplalned res1duals are automatlcally attrlbuted to wage o

push when thelr cause may be otherw1se. The'use'of strleSJ .
. [

-is also flawed In partlcular,the relat;onshlp between S ’

l

.strlkes and the rate of wage change is amblguous 51nce a

greater number of strlkes may 31gn1fy more unlon mllltancy,

Ve

Lo more employer re81stance, or both Furthermore, 1t 1s not ; '
'.-;clear why the number of strlkes, as. opposed to the duratlon

A .
“or the number of work days lost,’should be the chosen varlable. -

'
e S R R T : T R S . RN N
g SR . : . X o RN IR - o : I A



From all this it seems that attempts to test wsge
R
push theorles have, so far, been of little value since no!

(94
adequate proxy for wage push has been determined. .This does

- not of course mean that the theories themselves are of no
importance and in some cases (such as that of taxes where
testing is relatively easy) they do. seem £0 have some role

to play.

l\il Some Conclusions

This chaptér hés‘deélt with many topiés which havev'
been considered by'various authors to be important in dis~-
cussing the inflationary process. One of the main conclusions
seems to“befthét demand factorg do have a role to play and
this is so"even if one ,takes trade unions into account.. Fur-
_ther, inflatfonary gxpectations are of vital importance and
it hay be the case that demand factors are neutral with res-
pect to output in the long run. It'has also been argued that
any account of the inflatio;ary process must allow for the
existenée of the rest of the Wgrld and that,'whegeas under
fixed exchange ratés a country has little control of ité own
iﬁflation rate, under flexible e;chahge'rates it ﬁan to some

degree retain control. Finally, it was argued'that institu-

Y

\ .
tional rlgldltles and the ex1stence of trade unlons make the

process of demand management much harder than it would other—
wise be, and, in particular that these factOrs may 1nfluenCe

monetary and fiscal policy.
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CHAPTER II

WAGE AND PRICE GCONTROLS: GENERAL ISSUES

,.“‘:
-LZ Having’looked atvinfiation.and attempted’to'highlight,
'its main'determinants~we are now.in a pOSitfon-to look”at pri- .
- ces and incomes pollc1es as. a p0551b1e remedy (or morevrealls;”y
tlcally as a component of the remedy) for 1nflatlon.i ThlS
chapter, Wthh is- essentlally macro based, will: attempt to
show the galns Wthh can- be brought about by the use of con—-.
Aftrols and w1ll suggest reasons why these galns may not arlse
_fln practlce. The follow1ng chapter w1ll look at more spe01f1c}i
1ssues and will place more empha51s on cr1t1c1sms of controls,
‘,whlch have 1ndeed been numerous.- The flnal chapters w1ll look
‘ at controls 1n Brltaln from econometrlc and hlstorlcal v1ew—
p01nts respectlvely. | )

The format of this chapter w1ll be.the follow1ng

v There w111 be an 1n1t1al d1SCuss1on of why a/role may eiist\\\\\\g\\\
’:for prlces and 1ncomes pOlle, thlS attempt W1ll largely ‘be ~
_;based on an analy51s of the pollcy alternatlves for excess

Y

’vdemand 1n1t1ated 1nflatlon., Follow1ng thls I w1ll look at the :

L role of wage and prlce controls as a cure for 1nflat10n 1n a 12W7

3_closed economy, flrstly w1th regard to demand 1n1t1ated 1nfla-';.

o N

'"rhtlon and then w1th regard to cost push 1nflatlon.' Flnally,,the S

'f-analy51s w1ll be extended to the more reallstlc case of an open*

Je :



o

economy with both the fixed and flex1ble exchange rate ‘cases

belng examlned

'2.l_'A1ternative Policies of Coping with

the Inflation—Unemployment-Dilemma.

D E The 51multaneous comblnatlon of lnflatlon and unem-

ployment brought about the death of the Phllllps curve and to,g

many sounded the death of market explanatlons altogether.

That such judgements were premature was 1nd1cated in: the flrst -

chapter, for the expectatlons hypothe51s of Frredman and Phelps

has served to put market orlentated explanatlons back on the'

map. Indeed, lf such theorles are able to explaln 1nflat10n_’

in 1ts entlrety (and thlS is what many, 1nclud1ng Phelps andﬁ

Frledman, would suggest), one may wonder why. there should be

' _any need for contrOlS.u ThlS is the view of Carrl when he as-"

serts "the arguments advanced to support the p051t10n that

1

wage and prlce controls reduce 1nflatlon depend crucrally ons‘h

the ex1stence of cost or, prlce push 1nflatlon.g Since there is -

no theoret1cal support for these theorles of 1nflat;9n there ”

slS no theoretlcal support for the” prop051tlon that wage and

prlce controls w1ll reduce the true rate of 1nflatlon. ltﬁa

st

nesses and that there 1s somethlng of a pollcy vacuum whlch

con,rols mlght flll E That any such conclu51ons may need to be~’

modlfled

parent however,_I belleve that show1ng even a potentlal role‘}fvuf'

66 -

f Wlll be argued, however, that tradltlonal remedles have weak- B I

hen controls themselves are dlscussed lS readlly ap-'ﬁwlv



©

for controls is of some value.

Ka)&Livinglwith Inflation ~
\ L . :
"Policy'makers faced wlth hightrates ofjlnflation -
%”essentlally have two pOlle optlons open- (1) traditional de-
v mand restralnt measures pos51bly accompanled by 1ndexatlon ofv
some klnd (11) malntalnlng the economy at a hlgh level of
‘demand (though presumably not at a level suff1c1ently hlgh to i'

cause . acceleratlng 1nflat10n) and aIIOW1ng lnflatlon to run -

‘ unabated it is to:the latter I.turn flrst.,°i

A pollcy of‘learnlng to llve w1th 1nflat1on is usu?
-_ally justlfled on the grounds that the costs assoc1ated w1th
”1nflat10n are very small, certalnly far less than those of
unemployment To the laymen such a premlse may seem far from'“
“ahobV1ous, however 1t can be ratlonallzed in the follow1ng man-
'ner. If 1nflatlon is perfectly antlclpated, and further,llf erE
h”the correct adjustments to 1nflatlon are made,vthe costs of
'Llnflatlon w111 1n the short run, be very small Indeed thei
j_'only cost w1ll be the economlzlng ot.holdlngs on currency and'.f
‘h;non—lnterest bearlng dep051ts whlch arlse (glven that the de—lff
and for money 1s not perfectly lnterest elastlc) for 1nst1tu— ‘

./,

by tlonal reasons. Such coa%z may over a long perlod be sub—j_-d“

vf::stantlal 51ndE money balances growxover tlme) even when dlS—;$7A:g.w

"“flcounted however thlS 1s less an argumentﬂ@br'%ntrodu01ng de—:j.f7

‘hlldmand restralngﬁthan one for alterlng 1nst1tut10nal arrangements ntfiil



such as to allow the payment of interest on money.balances;

The above .scenario gives .credence to’ the belief

that inflation is avrelativelyVpainleSS‘phenomenon; a belief

2 ~

muchlat variance with that of the general public§3, In recent‘
years such .a v1ew has been under attack from a number of’ mem-
bers of the economlcs fraternlty (for example chks,4okun,5

F’Ackley,ﬁ and Walllch'),-for rea;bnsxwhich will’be examined _,.

below.

" The flrSt point to be made is that:nerfectly‘antlc;"
‘,.1pated 1nflatlon is. rather an 1dea11zed notlon.; IndeedA it.

is unllkely that 1nflatlon has ever been perfectly ant1c1pated

“(presumably dlfferent transactors have dlfferent V1ews on ‘the ;'
h'expected lnflatlon rate) and in consequence there w1ll bexgalnsl
»;and losses made in any 1nflatlonary process. It should also be
yyremembered that the varlance of 1nflatlon rates has been p031-'
antlvely correlated wrth 1ts average extent,‘whlch 1mplles that
";hlgher 1nflatlon rates w1ll make 1t 1ncrea51ngly dlfflcult to

g _ ,

: ant1c1pate future 1nflatlon ra;es.g

Secondly, even when 1nf1atlon 1s perfectly antlc1—hf
,7$pated 1t may be dlfflcult to make the correct adjustments."

Lfleflcultles may arlse through government de51re (Walllch 1n—'A

‘“,stances some examples),; ue to unoertalnty whlch may lead to

~;1mp051t10n of rlsk premlums, due to 1nsuff1c1ent knowledge,.‘
' _or to a varlety of other causes.“ Whatever the reasons there

;:.are welfare losses 1nvolved ‘ Thlrdly, the role of stable t;fi;a;'ggi



 prices in "customer markets" in disseminating information to
consumers has been stressed«in recent years .(Okun for ‘example

places attentlon on’ thls), thlS role is dependent, in consid-

" - erable measure, on a- falrly stable price’ level. The welfare

¢

'losses Wthh arlse from a fluctuatlng prlce level w1ll be fur—
'.ther 1nten51f1ed by any adjustment cbs\; assoc1ated w1th the
process of adaptlon (thls may ‘be particularly 1mportant in
the wage determlnatlon process) _The flnal p01nts I wish to
make are related to potentlal 1nstab111t1es 1nherent in aﬁy
,attempt to malntaln a steady 1nflatlon rate._ One p0551b1e
source of 1nstab111ty arises from the 1ncent1ve to sw1tch as-
set holdlngs away from relatlyely lquld assets to relatlvely
i;lllquId ones (or alternatlvely to increase consumptlon)\llke
capltal and land.ﬁ Such a- tendency w1ll act to 1ncrease the :
1nflatlon rate, and w1ll .1f suff1c1ently large, lead to in-
"bstablllty 9 ThlS p01nt may only be - 1mport@£% 1@thyper1nfla—'
‘tlonary 51tuatlons- however eVen a low rate of 1nflatlon ‘may
l,7be unsustalnahle lthoughﬁof:course there‘lsva consrderable,l

A

Aﬂielement §§§00njectUre here) “since it,may indicate‘to\the pubrl'

lic that the . government has:reneged on attempts to keep the.

N

,ty"Prlce level constant j Slnce 1t has done that, there seems.

f,llttle reason for the publlc to belleve lt w1ll 1f pressured, '

"malntaln 1ts attempt to sustaln a. steady rate of 1nflatlon.

f Such bellefs would almost certalnly 1ead to upward pressure

"_on the 1nflatlon rate. f



(b) Demand Restraint

|
4

.For a variety of reasons a steady rate of inflation
cannot_be viewed as an appropriate policy option In practise

»

there may be a case for malntalnlng a low steady 1nflatlon e

rate, however glven the welfare losses which would result from

1nflatlon rates of the level of those in the U.K. 1n 1974-5

w

~some alternatlve would seem to be necessary in thlS type of

situation. At thlsrjuncture.I turn to the more orthodox remedy

of ‘demand restraint.

Although pOllCiESgOf demand restralnt are llkely to'
be successful in the long run they can hardly be v1ewed as |
:palnless.l Typlcally, lt 1s necessary to create sustarned pe-
_frlods of hlgh unemployment ln order to reduce 1nflatlon. Thls—

Amay be due to the nature of the short run Phllllps curve (1 e.

most estlmates, though not all flnd 1t to bg curv111near and
L
,relatlvely flat in areas where unemployment exceeds the natu-

'ral rate), or to deeply rooted 1nflatlonary expectatlons, or
to both, whatever the reaéon 1t does seem that the. path of de—_

‘mand restralnt is a long and hard one. ;

I )

,demand restralnt 1nvolves unemployment the costs may not be
! AV
‘partlcularly great 51mply because unemployment lS no longer

o

”costly. In partlcular, 1f unemployment is seen as. a search

J
[

’phenOmenon,~as many,suggestf1t~1sqband 1f_1t is also real;zed‘- :

e

I
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s A p0551ble reply tO)thlS is. the follow1ng Althoughvpl'



that the unemployed are protected from many of the*economic
losses which they would previously have had to suffer, the

”state\of unemployment seems less detrimental than'might at

first be thought.

Arguments‘of-this kind,’inamy view, go too.far i
de—emphazing the costs of‘unemployment. In the first place,
the extent of search unemployment is not»as great as some
~ sources assert; 1t11s clear that a con51derable part of un-=
employmentbis, and has been,'involuntary unemployment-(mos€
notablyﬁln the 193d's) In the second place, although bene- ’jﬁ
fits protect the unemployed ffzm a large part of the economlc .
- losses they would_otherw;se suffer,(there_seengto be important

non-economic losses (e.g. social degradation, lessened:respect

\ ) : \j_

for economic and social insth%utions)'which should aéso bei~

\ .

con51dered Furthermore, unemployment hltS certaln groups‘
”'partrcularly severely (teenagers é%lnorltles) and 1eads to"

the danger;of 1ncrea51ng 5001al confllct - for example, the

-3

growth of racrst groups in Brltaln 1s, at;least partly, rela;

‘ot

ted to\hlgh unemployment rates. . For these reasons unemploy—.’
/‘fr

'

~ ment, although less costly than at one tlme, is Stlll a se-

rious problem.

’ Demand restralnt then rs llkely to 1nvolve con51d~»f
. . N |} v

lylalledged=to

- erable losses of welfare and 1nge:d~rs co

be polltlcally 1nfea51ble. Monet rists h ve often seemed :

'ounaware of- the problem although more recently many have

< 2
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‘

7 suggested indexation as a way of alleviating thekcosts. A
full treatment of indexation would‘require considerable spaoe
and\for this reason only a few brief points are made here. |
.In the first place indexation can reduce the costs of infla—
tion, at least for those who -are indexed: (if there‘is only

~partial indexation the unindexed remainder suffer'morefseve~
'~ rely), by allpwing the formulation oi contracts in real and

not nominal terms' Presumably, if indexation'could cover all

types of arrangements (social security payments wages, bonds

etc ) the costs of inflation could be lowered substantially

o

In the second\piace, indexation onvwages would make the ef-

fects of demand\ restraint on inflation more favourable, vis-

AN

a—v1s'those on"unemployment than is at present the case (this
\ .
is because expectations, at.least adaptive expectatlons, take

into account not just the'mpst recent inflation rate but a
weighted average of past inflation rates and therefore adapt

2 ?slowly to the lower 1nflation ‘rates which result from demand
& . .
restraint).

i
i

There are, however, problems assoc1ated w1th index—
¢ DNy ?
. Y
ation. For example 1ndeXation to the CPI will, 1n the face

‘of. a supply shock - (suoh as occurred follow1ng the oil price .

hike), intensify'and not ameliorate inflationary pressures'—

;a possible‘remedv might be -indexation to the"éDP'delfator.

I

Further, 1ndexation on wages may arise only partially, if at

L

vall through market processes ‘(the COLA schemes in the u.s.
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.for example provide for only partial indexation) and optimal
indexation - which may not be complete indexation - may re-

' quire government sanction. If this is the case indexation
is really a form of wage and price controls (it should be
noted that monetarists such as F,riedmariJ'0 do not support com-
pulsory wage indexation). For these reasons then indexation,
although probably desirable, is not without its attendant
problems, and’mafi unless made comﬁulsory,_not be able to re-
duce, to any great extent, eithet inflation or the‘intensity

of unemployment in a,period of demand restraint.

2.2 Wage. Controls and the Unemployment~Inflation Trade Off
— y
L

So far consideration has been given to what might
be séen as the alternatives to wage and price controls. it

has been argued that a strateqy of learnlng ta. 11ve with in-

 fla'tion is not a good one, that reliance on demand restralnt.

© aldne may lead to a 1ong and painful process of adjustment,
and that the use of indexation may not be'Sufficiently exten-
sive (at present this is certainly the case) to reduce, in

any 1mportant sense, the costs of ad]ustment This in itself

i

- of course 1s not suff1¢1ent reason to support the use of in-~

B

comes policies and at this juncture I wish to commence dis-
cussion of their use by showing how‘they may be able 'to make

 the infiation—unemployment'trade off less unfavourable.
‘ ! . v L

s

The model Which:will form the basis of much of the

73
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discussion is of the Friedman-Phelps type i.e. one in which
‘there is no‘money illusion. To many this would seem a strange
choice for it is often assumed that monetarist‘models allow
11ttle or no role for incomes policies and that such policies
_can only be of use in cost push situations (or alternatlvely
when there is a substantlal degree of money illusion). . The
view‘which is taken here is somewhat different, this heing
that controls may be more effective if the natural rate hypo-
thesis holds than if there exists oOStQQush inflation or com-
;lete money illusion. During‘the course of this chapter I
hope to 1llum1nate this rather unorthodox view, though. for #

the present I“shall concern myself with the role of incomes

.policies in a Friedman-Phelps world.

(a) The Announcement Effect

In so far as monetarists envisage even a potential
,role for_controis-it is ‘through what is called an announcement
~effect. -.This is the vfew of Walkerll when he states:
If there is a case to be made for wage and’ prlce
/ﬂontrols it is thdat. they have an effect on- people's
dxpectations. They are "supposed to make people
feel that the inflation rate will be lower in the
future and encourage them to plan accordlngly
In dlscu551ng the announcement effect it is. worth hlghllghtlng
£
‘two issues, its theoretlcal role and its emplrlcal 1mportance.
As regards the former,.I would argue very strongly that an -
/. jannouncement effect on. expectatlons is not the only ratlonal-

.

lzatlon for controls (the argumen%s w1ll be developed later),\
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neveftheless; I would still regard thé-existence or non-
existence of such an effect as an 1mportant issue for the
fo;low1ng reasons: (a)_x@‘such an effect does occur co&trols
would seem a very ﬁuch“less painful method of curing infla-
tion than would otherwise be the case (b) if, on the contra-
ry, there is no announcement effect it is likely that incomes

policies will be unpopular, at least amongst trade unions

N
v b.ﬂ

(this would also be the case if the announcement‘effect occurs.

but is small in respect to the reductions proposed by the pol-

icy) . For this reason the possibility of w1deSpread 1ndustr1al

action and government manlpulatlon arises; furthermore, there

o

is also the likelihood that there will be a surge in wage rates

between the date when wage and price controls first come to be

%
expected and the date on which they are enacted.

I‘now wish to discuss, briefly, empirical estimates
whlch have been made of the announcement effect As far~as
the‘U.K 1s concerned the sole ev1dence here would seem to be
fthat,provided by‘Carlson and Parkln.12 These two authors-nsed
the results of a Gallup poll over the period 1961-1973 to gen-
erate a series for 1nflat10nary expectatlons. fhe.poliiwas.a

,monthly one whlch asked (each tlme) 1000 1nd1v1duals whether

w

g;they thought the prlce level would go up, stay constant or-.go

"hdown From thls qualltatlve-lnformatlon Parkin and Carlson,

.,:

by maklng certaln assumptlons, generate a quantltatlve series

‘

’ of lnflatlonary expectatlons and th%n try - to flnd the model )

J
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which most accurately generates that series. For periods of

low inflation they find a first order error learning model the

: o

‘most suitable whereas for periods of higher inflation a second

" order error learning mechanism is preferred i.e. inflationary

-

expectations are purely adaptive. fhe main eXception to this
concluSLOn is the devaluatlon of 1967 whlch was dlscovered to
have had a marked upward 1nfluence on expectatlons- wage and
price controls on the other hand ‘had no effect with the pos-
51ble exceptlon of the CBL voluntary prlce restralnt commen-.

cing in July J971. Even here however,ythe order of magnltude

was Statistic%lly‘insignificant.

;s perhaps too early to come to define conclu-“
sions on therubject as yet the ev1dence seems to be too small

In partlcula doubts should be raised about a'method Wthh can -~

13

b

generate pre ise quantltatlve estlmates from qualltatlve data. vk

yat the 5% evel by a one talled test "

o N

;Further, the e are also problems 1n the accuracy of 1nformatlon

‘\F{‘

obtalned from survey polls (as u. K electlon polls have made .

clearh althdugh the extent of such 1naccurac1es may be small

Flnally; therevls some contrary'ev1dence from the U.S,A.:where
A ‘ : _

'»MaCGulre,l4 ba31ng hlmself on the L1v1ngston data, found the

B

'observatlon for l97l 4 was l 5% below the predlcted value, fur-

_ S
ther thls ﬂls 51gn1flcantly dlfferent from the predlcted val

(b) The?Rohation.Hypothegls T e
‘ § B . / . ’ ) . S ° - .‘ .‘ L i ) o ' i
‘ Asvindicated;above evidence onfthe'announcemeht effect



is probably 1nsuff1c1ent to make deflnlte predlctlons about .
Q

its eXLStence. For the rest of the chapter 1t w1ll,,hOWeVer,

v .

be assumed that such an: effect does not occur, in order to
:show that - lncomes pollc1es can work through. other channels
,Spec1f1cally,_1tgw1ll be,argued~that byrrotatlng;the wage’
'curVe lnflation will be'lowered‘beneathgits expected value

with a concomitant effect on inflationary expectations.

: The rotatlon hypothesrs, with whlch I Now w1sh to

deal, can best be 1ntroduced@1n an h1stor1cal context Tra-

‘,.1

dltlonally {n econometrlc work. it was assumed that controls

1\«

: would 1f anythlng, produce a Shlft effect on the wage equa— .
tion and thus the effects could be captured by the use of ‘an .

1ntercept dummy Varlable.’ leen'the follow1ng augmented‘

Phllllps curve w = al + a2U l.+ a3pQ, where w. 1s the percen:

‘tage rate of change of wages, U the unemployment rate, pe

prlce expectatlons and al, aé and a3 parameters 1t was assumed
i'that the:al coeff1c1ent mlght be lowered by the 1mp051t10n of
gwagefcontrols. However in a semlnal artlcle, Llpsey and Par—td
;kinl? argued that the effects of wage controls (and prlce con¥
trols as well) mlght be more compllcated than had hlthert |

BT

;been reallzed' in partlcular, the coeff1c1ents a2 and a3 mlghtﬁf“

3

R T
= .

be changed‘ ‘as’ mlght prlce expectatlons themselves. gﬂﬁm

-

vof thelr argument seems to be that the relatlonshlpﬂ '

_the percentage change of the wage rate and excess demand mlght

P

’ be weakened as a result of wage controls. In essence the wage

:norm (that rate set by the gavernment as -a. max1mum target for = |

s
Vo
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3 N I

, wage bargalns) may act as a bargalnlng p01nt and thus lead to

&
a flattenlng of the short term Phllllps curve w1th the 1mpll—-

catlon that at certaln unemployment rates 1ncomes pollcles
will have a restralnlng 1mpact on wage rate changes and at

others the pollcy w1ll, paradoxrcally, have a perverse effect.’

.5Before.drawing the implications oflthis theory it is
: , '
?necessary to show where the 1ntersectlon of the pollcy—off and

¥ ﬂpdllcy~on Phllllps.igives occurs. It Wlll be argued that
P

Kglven certain assum ons,: the prOt pOlnt w111 be at the wage,

S norm As a startlng pOlnt let us’ assume _the mlcro pollcy off

‘ - a0 ~1 e -
.equatlon 1s of the form wlt —_ai +,b;91t + 1 (where 1 indi

Y

'.cates the n 1nd1v1dual labour markets, we the expected rate
fof wage 1nflatlon, b lS a parameter and the other symbols are‘
as used prev1ously) . We now 1ntroduce a’ new parameter k Wthh

fmeasures the effectlveness of the controls, sp601f1cally k 1

7{1cy -on. equatlon w1ll become a horlzontal llne) and zero when

the pollcy is’ completely 1neffect1ve 1 - when the pollcy ond(’

_‘1and pOlle off equatlons are 1dent1cal : It can now be shown

‘bffwhen the pollcy is completely effectlve (1n thlS case the pol- -

78

h / . * ’

,jthat the pollcy—on equatlon w1ll be of the form wlt = k w + ,1,‘°

-1
t i

‘~In order to show that the two equatlons lntersect at the wage

'7,‘(1 k, )a + (l—k ) byu;

. Q’ .

,'norm we replace-w t and woz by wl and show the solutlon 1s the
'same for both equatlons. S ‘ |
1) w,,. = ay + b oot W ; the policy-off equation.. = .

it = %i T TiTie e T

LU

+ (l-k )w it where w 1s the wage norm g?ff
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2) "wf*, =k w o+ (1 k. )a . (1-k.) b.u~t + (1-k.)wS -and .

L,

therefore o AT » |
oy "‘ ’ .H‘ Ry g -1 : e';‘ : .:
: (1'ki?wit T Ukglag + (kg )byuh 4 (1okg)wy, o and

' therefore -~ e

* ‘ : : k ' .
W, = a. + b.u. l~+ wit,so 1t is’ seen that the two equa-'

_ ot 1 iTit
':tlons intersect at the wage norm. It should be noted that the

Tproof was based oh the assumptlon of mlcro Phllllps curves.

,"< ’ "

'rWhether such ‘an 1ntersectlon occurs w1th the macro curves de-

1pends on (a) the fOllOWlng aggregatlon condltlons holdlng (1)

M "

- that -a constant degree of 1nequa11ty of mlcro unemployment
rates prevalls, (11) that the pOlle 1s equally effectlve 1n

-each labour market{'nd (b that the pollcy does not change the

e

L‘slope of the curve other than by the prOt effect As regards

.

(a), the second assumptlon is rather a strong one, for example a

,1t 1s often thought that wage controls bear more heav1ly on the
lrpubllc than the prlvate sector. However there is no 1nd1ca- -
ftlon of the dlrectlon the blaS W1ll take.h Regardlng (b), 1t -

'bls p0531ble that the pOllCY may 1nfluence wage clalms more

when they are above the guldellne than when they are below 1t

if- thlS 1s the case lt can be shown (Reld16 shows thlS for a

" .

“llnear short run Phllllps curve) that the 1ntersect10n p01nt

'w1ll be below the wage norm ' he opp051te 1s also concelvable,

}‘ln whlch case the 1ntersectlon w1ll be above the norm (these :h=

\ . L

'

L and a number of prop051tlons:are dlscussed 1n con31derably more

‘“depth 1n Reld)



'So far I have argued that there may occur a rota—

Ly

~_tlon of the wage curve and th1s rotatlon w1ll take place at

-

. or around the wage norm. Some of course would doubt such a

‘_hypothe51s (for example see gpdfrey

“"*Godfrey s, as will be argued in a later chapter, provrde in-.

17. :
7); however, a number or

more recent studies 1nclud1ng those of Reld for Brltaln,
Canada and U S and Wllton et al for Canada have found em-~
plrlcal ev1dence of ltS ex1stence. Further, studles such as

adequate_tests:

Assumlng that the hypotheSlS is correct 1t is now .

"" ’

‘tlme to derlve the 1mpllcatlons for wage controls. To do so

it may be helpful to con51der the follow1ng dlagram._

_R?Uiof T ”«j.f‘-iifz;:" .>}~'_As can be 'seen the dlagram A

.~ -change | 0

'pr_should be treated w1th cautlon.,‘V?

s

‘wages .

@“ SR “’-1s d1v1ded 1nto three re—g
. ’wPOlle off curve Co

',,pdhty mucurve df *pglons;- Looklng at-reglonf‘vl

o

e :; S ﬂ;;a%“) 1t would seem that
S . Unemployment . ..
- ;ﬂﬁﬁi.'-%pollcy has a’ perverse ef~"

Natural rate

\'of unaqﬂoyment‘ 3;fect 1n thlS reglon (rea-fp}e}

»;Sdng why,the economy mlght bé‘ln thls reglon W1ll be\glVenhE{T%;
,-,Ai‘later) and 1ndeed thls f& the case. The pOlle by actlng, lnf?hf'
:ipart as a floor as well as a celllnq W1ll ralse the rate of jfft.
~nwage change above the level rt would otherw15e have been.:3:;1°i

“Llpsey and Parkln argued that thls has occurred many tlmes 1n;f,‘

s : - “'..

-,ffthe Br1t1sh case though for a number of reasons thelr study

vy




. o .
‘ The second reglon‘to 'be dlscussed 1s that of (a)
At flrst it would appear that 1n thlS reglon pollcy would be-
very successful in reallty thlS 1s unllkely to be the case.
.The reason is’ that in thlS reglon expectatlons w1ll contlnu-'

ally underpredlct the actual rate of 1nflatlon and labour 1s

likely to adapt expectatlons upwards through tlme. Any at-

ftempt to forbld 1ncrea51ngly hlgh wage bargalns 1s 11kely to‘5"j

be V1ewed w1th susp1c1on and thus while. wage controls may be
ey R

of use in a totalltarlan reglme 1n reglon (a) it is doubtful

A .

gwhether they ‘can be of long duratlon 1n more democratlc so-

'Cletles.. In'a senseothislls somewhat unfortunate for by set—

'tlng the expected rate of 1nflatlon equal to the actual rate.
-(whlch will " g1ve the long run PhllllpS curve) and by/further

equatlng wz, w1th w ’ 1t can be shoWn the long run: pollcy—on

7.
curve 1s nonvertlcal even when the long run'pollcyboff curve

is vertlcal ‘ Thus, 1f an’ 1ncomes pOlle could be'eﬂfectlvely

,sustalned when unemployment 1s below the natural rate *and

flf the costs -on the margln wer’

‘g ratlonale for 1mp051ng a

lpermanent 1ncomes pOlle However, as empha31zed prev1ously

Vthe flrst condltlon 1s'ex'remely unllkely to hold and 1t 1s_*"ﬁ

’doubtful too whether the second condltlon w1ll be fulfllled

L .MUL“N. e oo TR v;-a.
° . ".'. . o R v~,. . 3 D B R o ;I.”‘\ v"‘i'“‘ . : :
: There is a- thlrd reglon yet to be dlscussed - reglon
: K R

'(bj If a pOllcy is applled 1n thls reglon 1t can be seen to o

zlower 1nflatldn rates (and p0851bly unemployment as well de--ﬁj?uﬁ

I

-pendlng on: whether and how monetary pOllCY 1s 1nf1uenced by

81

'}always less than the marglnal
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w

‘the 1mp051tlon of controls) Furthermore, if expectations
are. adaptlvely based the 1nflatlon rate w1ll bé further‘

lowered as expectatlons are’ rev1sed downwards 1n the llght

of the effect of~the pollcy; -Therefore, 1ncomes‘pollcres can

s v

"be effective even if there exists no announcement effect.

82

Thls in essence 1s the argument which prov1des the N

:Strongest_support for controls_ Before proceedlng to the

P . .
next sectlon, a dlscussxon of demand management I w1sh to“

7:clar1fy two'p01nts. Up to now it has been argued that con-

; trols may rotate the wage equatlon by a proportlon of the-'

°

: controls off wage equatlon minus the wage norm, that propor—. o

tlon belng 51gn1f1ed by the coefflclent k However,llttle.

has been sald about the factors whlch 1nfluence the 51ze of

the varlable k It w1ll be argued thatyﬁhe maln 1nfluence

£}

1s the seVerlty of enforcement of the pollcy (types of

. pollcles w1ll be dlscussed more fully in the next chapter),e

e. g a wage freeze 1s, a prlorl,.llkely to rotate the wageiyf'_”

equatlon more than pleas by the government for moderatlon.ffg'

ot

i The 1mpllcatlon therefore 1s that k may vary from pollcy tovf

pollcy and even w1th1n dlfferent eplsodes‘of the same pollcy,a_jga

the econometrlc ramlflcatlons of thls w1ll be empha51zed 1n aflyfw

a:

o —

1'5ft fﬁ The second po;nt is the follow1ng, an rnCOmes pol-i

':',

}cy can be successful even though the wage norm 1s broken by

: /

most or all settlements, 1ndeed 1t is extremely llkely that **f :

LR

"such w1ll occur. leen thls observatlon 1t 1s 1ncorrect to

P

Sy
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call a policy unsuccessful merely because the wage norm is’

continually broken.

2.3 ‘Demand Management and ‘Controls

¢ -

The precedlng sectlon put forward the view that in-

£

comes pollcles can, under certaln condltlons, be successful

;;1n'the flght agalnst 1nflat10n “In terms of demand manage—.

-ment 1t was suggested that 1f the economy operates under con-.

‘s.trols unemployment should be. kept above the natural rate but

-,iﬁthls, 1f the authorltles w15h to keep the economy w1th1n a _
}}certaln area they must be sure what the area“ls 1 e.,know ‘

-

below that rate at Wthh the- pollcy on and pOllcy off curves'

o

”iilntersect, rn other words‘someAmeasure ofvdemand nestralnt is

A

: necessarys-for the;suCCess of a.policy;vhowever[.this should

L 1
_not.be'too_severe:

EaS N

°

Py
.

In what follows I w1sh to hlghllght a number.of

.. "

1ssues related to the problem of keeplng the economy 1n, what o

w1ll be called, the target area,fand then I shall deal brlefly'h

1ywrth how the optlmal pollcy should be determlned_ f_.b'"

LR

' : o . 1

The flrst poxnt to be made 1s an obv10us one and is

9 ..' " ﬁ' B ";

e 3

f?reasons earller dlscussed) the determlnatlon of the targetdsefl

fj}area may be more dlfflcult than 1t would flrst seem to be

N

W e ';:iAI.Tgf;hfa;f;fﬁsl*

7(the relevant Phllllps curve.; leen that the pollcy on apdfh'fgslif7

;;pollcy—off curves may not 1ntersect at the wage norm (for flﬁf;f"”



which suggestspthat the economy should not be allowed too
. near the_unemployment‘rate corresponding witH®the wage norm.

A second point is that the value of k will not be
known prior'to*the commencementyof the policy‘and can only be
guessed at (the estlmate should be relatedato the strlngency

l w1th whlch controls are to be applled) 1f however-the value :

L 9

o of k turns out to be other than expected i. e. the 1nflatlon

A"words, the authorltles should keep a close eye on the way the

“-economy behaves and frame

e p’

‘or hlgher than predlcted demand - pollc1es must

(2%

trate‘ls; ower

be adapted‘ak ordlngly, for the feedback effects (of a oo
low or hlgh 1nflatlon rate) on output make 1t more llkely

~ that unemployment w1ll move out of the target zone. In other

(Y e m ey

oL

Upollc1es én the llght of . thlS beha——>
L o

.;‘v1our (lags in the operatlon of monetary and flscal pollc1es

f.make,the authorltles task all the harder) o

: T A . . e

. K S : : S o AT : 4333,. -
Thlrdly, 1f the lowest attalnable norm 1mplles an

£

‘unemployment rate very close to the natural ratellt may be [[.:t

;adv1sable not to 1mpose a pOllcy.v There are’. two reasons for M

’r. R
-

‘thls.‘(a) technlques of demand manaqement may be 1nadequate ’“:'

foto keep the econonQ?w1th narrow (undeflned) llmlts.. In other .

Rl

*{flwords whllst there can be llttle or no doubt that the author-,ta

fifltles can control the general course of the ecgnomy they may

'flhave 1nsuff1c1ent 1nstruments to flne tune 1t, (b) 1f losses ff':_ﬂ
""due to lnflatlon are welghted very hlgh relatlve to thoserof

:tﬁjunemployment an 1ncomes pollcy, 1th a hlgh wage norm, may




L

lead to losses greater than would otherw1se occur. ‘In couf-

]
tries such as the U. K where tradltlonally unemployment has

\J
L3

been seen as the chlef fge th;s argument may however not be
“too 1mportant.

The foreg01ng has 1nd1cated that it may be less o

Cw

B easy to keep the economy within the target area than would at

~which they are actlng, (b) use economlc rather polltlcal '

&

I

s

.85

f$

first seem to be the case. " How . 51gn1f1cant the Varlous 901ntsﬂ

are is dlfflcult to- gauge though it may well be thought that
\ ’

if the authorltles (a) have knowledge of the cqﬁstralnts under-

/. ' -

_con51derat10ns as thelr gdlde for actlon and (c) are opera— .

# o

tlng on a relatlvely flat short ‘run Phllllps curve (1n'whlch
-e‘w

,_case the unemployment rate a55001ated w1th the wage norm w1ll

~and not major stumbllng blocks.

S ‘ ; \ e
should be determi ed, glven controls are to be 1mposed. ThlS;

. e
g

.

'7;25r;_il7;1 The analy51s will commence by con51der1ng optlmal

N

B T

lls a complex matter and I shall do noj 0;

though 1t mlght be dlfflcult to do so W1th any degree of

'
LT

- a

be further from_the natural rate) these are mlnor problems L o

,', . . N : .".. .
e 0 N . .%\

| The second 1ssue ;s how the Optlmal demand pOlle

h1nt of the method whlch should be usedu.'d'how thlS optlmal

i

pollcy Wlll dlffer here from the case where demand restralnt

.,.

;alone ls,used, [”:fl»'f .._;J;; 'hjlff i e o g;_

pollcy when controls are not 1mposed The problem 1s to mln—lﬁ‘k”fn

"n
1mlze losses (1t 1s assumed here losses can be calculated

B3

eere‘than glve a o

v
v
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precision in p;actise) which will, in large part, be a func-
tion of 1nflat10n, unemployment subject to the constraints

imposed by tbe economic system. Given certain assumptions,

—~
,

it may well be possible that a unique solution can be reached,

Nan

which will determine the optimum trajectory for:-the economy

to follow.

The 1ntroductlon of incomes pOlle will compllcate
L\

1
the analysis sllghtly In partlcular, the constralnlng ¢

eqguation will be changed (e.g., if one of these equation

" . -1 e on P
was of the form wt = a + but + wt it will now become wt =
' kw + (l=k)a + (1~- k)bu -l + (1- k)w ) and the loss functlon P

must be modified to account /for the costs of incomes pOlle

It should also be noted that 1f the optlmal solutlon suggests
‘that unemployment should be kept above (for all or a cbnSLder—
able: nart of the tlme) that rate concomitant w1th the 1nter~
sectlon of the pOllCY Oon and policy-off curves (thls rate’

nay change as the pollcy 1§ rev1sed) it is probably best that

the policy should not be 1ntroduced
i

It is hoped that the foreg01ng gives some indica~-
tion of how optimal demand policy can be derlved In order
'to obtain prec1se estimates it would of course be necessary
to attach welghts to the components of the Toss. 1In so far-
as any comparlson can be drawn for demand management with,
and W1thout controls it would seem that the .optimal trajectoryd
under controls would involve both less unemployment and a

[0



quicker reduction of inflation that if controls were not

imposed. This is because contrals, by 1owerfng inflation,

can maintain employment (we .are ignoring distortions here)

above the level Wthh would. otherw1se have prevailed even if |
they are accompanled by somewhat tlghter demand management

(the degree of tightness depends on the success of controls .
and the feedback effect of‘lower inflation on output). |

o ‘ _ _
2.4 Possible Modifications to the Rotation Hypothesis

*

It has been suggested) in the previous two sections,3

that incomes policies can, under certaln condltlons, have a
,FS)E'tO play 1n the battle agalnst 1nf1atlon Some, would

argue, however, that the potentlal beneflts of 1nc0mes

//;po%%%§es have been overstated and suggest a varlety of argu—
ments to-support their case. In the follow1ng 1. shall dlscuss ‘f3
a number of . arguments Whlch 1mply that the beneflts of con-f
btrols‘have 1ndeed been overstated (the follow1ng chapter w1ll
suggest there are also serlous costs assoc1ated w1th controls)

if in fact any beneflts do occur at all.

(a) The. first three points:deal-gith expectations.f The
rotation hypothesis}jasfusually described,;is based on -

adaptive expectations and itlis worthWhile'seeing3hOW‘dif4 B

ferent forms of . expectatlon formatlon affect the concluSLOns

\_/

reached‘ The 51mplest case i3 that of statlonary expecta—_'

tions as descrlbed by the'or;glnal Ehllllps curve.' This
. -, o - ) ‘. ’ . - ) ‘ : ' T - (,-\)
case, which few would consider realistic, is: glven as 1t

<



":/. NN

.
o f

represents the alternatlve extreme to the natural rate

hypothe51s- if there exists some degree of money 1llu51on

1one would expect incomes policy to have a mlxture of the :

effects suggested by. the natural rate hypothe51s and the ) '

>

original Phillips" curve,~.

ln the case of the na 'ate hypothesrs\zncomes
pOllCY, by rotatlng the short run Phllllps curve,’ lowered
1nflatlonary xpectatlons, thus, ceteris parlbUS, hav1ng a
permanent effect on 1nflatlon CIf, however, expectathns

are//tftlonary incomes pollcy can have but a tran51tory

Ve

///Phllllps curve as soon as the pollcy 1s remOVed f, in

¢

fact mOnetary pOllCY (or flscal pOllcy) 1s not tlghtened

follow1ng the 1mpos1t10n of controls 1nflatlon w1ll be
G : . h) \

,rate of 1nflatlon durlng the control period w1ll lead to an

Py

1ncrease in employment and w1ll thus lead to a leftward move-f

e.‘ment along the Phllllps curve) For these reasons, then
‘controls can be more successful in a world where the natural

l rate hypothe51s holds than in a world of statlonary expeéta—f

-

Whlle few suggest thé\non—expectatlon augmented =

‘ Phllllps curVe as a reallstlc case the ratlonal expectatlons

['model is often serlously suggested If _1n fact,.expecta—

. <»33\

effect on inflation, since the economy returns to the . orlglnal-‘

J temporarlly hlgher when controls are removed (srnce the lower‘
: R

vtlons are formed_ratlonally, 1n the sense of Muth (quoted 1n"

' 88
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Chapter l), there would seem to be llttl ~néed for controlsf-

or role’ for them to play.‘ Transactors ‘will be gulded by

the fundamental economlc dr1V1nq forcesdl&
. ,? R
polrcres) and w1ll act . so as' to. make the -

onetary'and flscal
: 15 &' PN -4 C E
ffectstf monetary

'and flscal pollcles fallwentlrely on ‘the price leVel'even -

A

_in. the short run. . Cpe
{, o

’ lhe\ratlonal expectatlons hypothe is offers -a
strong challenge to 1ncomes policy. However; in. Chapter l
it was argued qulte strOngly that the hypothe51s is un—'“u“
A.conv1n01ng,lcerta1nly in the form presented b'.Sargent and
Wallace.v ‘In recent years mllder forms of the hypothe51s
_have been proffered however,i Ven 1f one acceo‘s these as‘h
;valld,.the predlctlons drawn from theLr use, as 'eidlgnhas
'ashown, are not 1ncompat1ble Wlth the view that waie controlsb

- can work

It 1s also p0551ble that expectatlons are_'”
purely adaptlve and w1ll (1n the post~controls perlod‘ be‘
‘based purely on observatlons of the pre controls perlid

'Were thls to occur, the result,w1ll be, ceterls parlbus, that

’lwhen controls are removed the 1nflatlon rate w1ll be nlgh'r 17 ;h -
,than 1f they had never been 1mposed Thls case mav be of 7’

fsome lmportance ln the case of a freeze and may have an

.,"x

'-element of descrlptlve power 1n other srtuatlons as well

'lhoweVer, 1t ls Unllkely that thlS manner of expectatlon

‘,formatlon characterlzes all perlods of controls..v



K (b) A second type of argument - not entlrely unrelated\

‘to those above - is: that controls may be effectlve whllst

uq»\

'tfln operatlon but thelr effect is purely tran51tory and that

T n‘t

i

hsooner or later the‘ﬁnflatlon raie W1ll return to that rate
V;predlcted by the pollcy ~off curves... In other words,.ln the

yperlods follow1ng controls (or in that pEECeedlng controls -
:5fa p01nt Whlch w1ll be empha51zed in a later chapter) the rate\
';of wage change w1ll be suff1c1éntly above the otherwise pre—;i

;}.valllng predlcted value to "make up for lost ground" On
o ; _

”che ba51s of thls argument any econometrlc assessment of b

-,

'~controls should 1nclude some perlod gf time before and

.

fgafter the Derlods of controls to measure afcurately the

tjeffects of controls. R - K . 5 T

The wage exp1051on hypothe51s can be supported by

&

h;a number of arguments It is, however, worth notlng that a :
:lsudden upsurge of wages follOW1ng a perlod of controls is |
‘lnot sufflélent 1n 1tself to show the effect of controls was
uftransltory Thls 1s because, 1n the" perlod follow1ng con—
-trols; the wage determlnatlon process once more becomes
ﬁfCOntrolled by collectlve bargalnlng and the eCOnomy w1ll
»revert to the steeper pollcy~off Phllllps curve. More then
'?13 meakt'by the post controls exp1051on hypothe51s than t""
fthls, and Reld notes a number of reasons why such an eXploslon

o

‘may occur

lcal pOllCleS were 1nappropr1ate (for reasons to be suggested

\\,.:.._- E -

In the flrst place 1t may be that monetary and fls—~;*3a



later), as would seem to be the case durlng the fourth phase
of the U. S controls,-and that-a-wage'exp1051on is a ne essary

‘part of the return to ec0nom1c equlllbrluml In Britain,las

W1ll later be shown, controls have, all too often, ‘been seen

v 8s part’ of the strategy of "g01ng for growth" and this seems
\ :

|
\

to constltute one of the fundamental reasons why they have

L 91

1

often_ ot been successful ‘-3.‘1 S ‘, .\v oL : \

: - N S
exp1051on\1s that 1f an 1ncomes pollcy whlch hold wage'costs
’down does not lead to commensurate effects on prlc\s, in‘the

. perlod follOW1ng the removal of controls nomlnal wag S - w111

)

'A'second reason for expecting arpost—contrOls wage ‘

rlseusuffuclently tozmake up_for‘the“fall rn.real“wages.[ Even_

if prices‘do reSpond’to'wages'onelmight ekpect there to be a

"jcon51derable tlme lag 1n Wthh case there mlght Stlll be - an

,'explos1on followrng the removal of controls Many would: argue
N .

that the‘proflt mark—up is falrly constant over tlme and thus

the above argument has llttle explanalory @pwer . Thls 1s the‘

20

v1ew of Welntraub and Walllch (though Walllch has somewhat

“reV1sed hlS v1ews) when they argue prlce controls are super— o

}bfluous Others would argue that the mark up 19 subject to
ShlftS through tlme, for example U K proflt rates fell n
»sharply through the 19605. If the latter v1ew l$ the correct‘

'.Lone there would seem to be a case for prlce controls. -

There 1s another reason too why a wage exp1051on
/"'

ffmlght occur and thls 1s not brought out by Reld - Fr quently l,gf'b

.y‘v-
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R o ) ’

'pduring periods of controls either the wages in some sectors

"~ : x

lare pushed down relatlve to -those’ in other sectors or the

D ’

wages of some income groups suffer more than those of others

(or‘both) If e1ther or both these effects arlse there may

be actlon on . the part of the affected groups to. restore:

a

differen lalS in the post—controls perlod That the‘groupS‘
whlch "galned" from tontrols may attempt to malntaln thelr

newly acqulred dlﬁferentlals makes the SLtuatlon the more

B compllcated and has led one" author (Godley2l) to suggest
- that controls may, up to date, have had a perverse effect‘ |

: on 1nflat10n For the Brltlsh case Godley glves the example

-of publlc sector workers whose wages were most effectlvely

' -controlled (in the late l960s) by government pOllCleS and

E shows that although 1n the short run the relatlve pos1t10n

'of these workers was adversely affected, in' the long&run ‘such

'was not the case (one mlght‘add that other factors may have

hjbeen 1nvolved here, for: example the 1ncreased demand for

A fpubllc sector emPlOYees) bf‘- _ -?'g-fﬁ

/-

‘ All in all then one mlght expect at least some :h
S § Lo

type of wage exp1051on follow1ng a perlod of restralnt

“g.although the magnltude of the eXplOSlon may depend on the

ba:nature of the pollcy in operatlon.? One mlght also expect o
:,tsome sort of wage bulge between the date on Wthh controls

{fcome tO be expected and the date on Wthh they are enacted
_h“for workers (unless the announcement effect 1s very strong),a

ffln expectatlon of a slower growth in real wages, w1ll try and

92
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" make up the ground they expect to ‘lose under controls. Em- !
pirith evidence.on the'matter is scarce, howeVer, Reid f1ndsv

in the case of the Amerlcan Guldellnes in the 19605 that the
effects of controls were not usurped in the post controls

| f7perlod. On the other hand he finds that in the perlods

-5

“following Phase I and IV the galns‘madekwere reversed.

_(clbIt was SUQQesféd,eaElier thatdif‘controls are'to;
whaVe any . likelihood of.success they.mustfbe accompanied by: o
approprlate demand pollc1es, many would argue that demand ff
k’pollc1es are, for a- varlety of reasons, unllkely to - beHJ
~appropr1ate; In the flrst place,‘the v1ews of polltlcrans
and economlsts on the causes of 1nflatlon are not,‘ln general

synonymous. To many pollt1c1ans controls are seen as the

-

“natural pollcy to flght lnflatlon, Wthh is lnvarlably blamed

on the 1rrespon51b111ty of monopoly groups | EVen when con—

RS

trols are. accompanled by apprOprlate measures of demand res—*
' %

| tralnt, pollt1c1ans (and the publlc too) are llkely to5__'
attrlbute any success 1n reducrng 1nflatlon to controls and

. may in subsequent perlods reverse the restrlctive monetary fl .
V"and/or flscal pollc1es | In other words, 1t 1sqargued that
’ftthoseuinstltutlng controlsnhave 1nadequate knowledge of thehl
'gteconomy and fall tonsee that controls can at best be a. : |

"‘complement for demand restralnt but cannot substltute for 1t

N

ThlS v1ew 1s certalnly conv1nc1ng regardlng many

perlods of controls 1n Brltaln (for example under the Heath df .



16}

- gOVernment) More recently, hoWever, there has been\\hyleast

a part}al acceptance,'on the part of pOllthlanS, of the
tenets of monetarlsm Speeches made by leadlng pOllthlanS.
_on demand management 1n the last couple of years show ‘some
,understandlng of the dangers of operatlng a too expansronﬂry
'pollcy - somethlng Wthh certalnly could not be sald about"“

'

_:most speeches of an earller v1ntage. If, 1ndeed there 1s

’both by pollt1c1ans and the eCOnomlsts/who gulde them, there

'f‘may be less reason to fear the possrble comblnatlon of wage

. ?

'and prlce controls w1th 1nappropr1ate demand measures than
1s commonly suppOSed whether thlS 1s the case, and whether
‘.fpollClES w1ll be wrser 1n the future, is yet to be seenn

Some would argue that governments are less 1nter-

ested 1n economlc stablllty than 1n Uopularlty ratlngs and

w1ll lnltlate 1nappropr1ate demand pOllCleS even when thelr B

S

an- 1ncreasrng awareness of the way 1n Wthh the economy works

R
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"attendant dangers are fully comprehended. The p01nt here 1s o

. 'that tﬁe government w1ll operate on the 1nformatlon advantagel

Tt has (or thlnks 1t has) over the publlc to galn polltlcal

'vpopulgggty The temptatlon to do" So,alt 1s argued- Wlll be

partlcularly strong prlor togelectlon t1me when expansronary ﬂ?j”::

__monetary and flscal pollc1esfcomb1ned W1th controls may be
J'able to sustaln a hlgh leveljof employment and a low level
:'of 1nflatlon untll after the_electron The consplracy ;,1~'

'ftheory of government —fa theory based.on rather dlfferent

Sy ,f-
1

zrpremlses to the ratlonal expectatlons llterature - has become ;Qv‘



. <j"‘ | | ;-‘ ’i_. c ;;V.
an 1ncrea51ngly pOpular v1ew (see for example, the book b{'
:Buchanan and Wagnerzz) however, I thlnk 1n thlS case it |
attempts to explaln more than 1t is capab]e of d01ng A To
be sure such a theory offers a satlsfactory explanatlon of .
some aspects of governments behav1our,ryet 1t seems. much more
A plau51ble to surmlse that (for example) Britain's worst |
. perlod of 1nflatlon was 1n1t1ated by ec0nom1c nalvete and
not by any de51re to fool the publlc Furthermore, in many‘
cases .an. 1ncomes pollcy is not even necessary to galn the _
,ldesxred poiltlcal support, for expan51onary monetary pOllCY
.seems to affect output long befpfe tschncomltant 1nflat1—'v
‘onary tenden01es reach thelr max1mum 1nten31ty, ‘For.thls B

.reason there would seem no need to 1mpose controls even if

the government S motlves are. mlsgulded

o . ‘ . - e -

More.conVincing'to my'mind is7the‘argument whiCh

'stresses that OVer expan51onary demand poll 1es may be part
| ? :

"of the prlce the government must pay to get trade unlon sanc—:n

<

‘tlon“for,control._ Slnce thlS issue w1ll be dlscussed 1n the
yfolLoWing.chapter,_I w1ll not 1llum1nate on it at thlS junc—'

1-".,'
1

(d) A flnal argument, Wthh may temper the conclu51ons'

[

”:freached from the dlscu551on of the rotatlon hypothe51s,

'tisuggests that COntrOlS may 1ncreaseqthe danger of the economy

A'tovershootlng the set unemployment rate target,:as demand

'rllncreases fOllOWlng a perlod of restralnt On thls v1ew

'“fPOllCY makers can have a certaln 1nfluence over the economy

LI

\
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but thlS 1nfluence is 1nsufflclent to manlpulate the economy

as they deSLre, therefore, there is a danger that too fast

an approach towards the unemployment target w1ll lead to - ‘»L

overshootlng Slnce cdhtrols allow a faster approach the

danger is. 1ncreased w1th the poss1ble 1mp11catlon that

w1dely accepted monetarlsts for ex uple often defend thelr‘

controls lower unemployment and 1nflatlon durlng thelr
X
enactment but only»at the expense of 1ncrea81ng them 1n

fut\re perlods. o '-.,,
EE

The 1nadequacy of demand management technlques is

¢

k% monetary growth rule on thlS ba51s It is - not entlrely

o

clear, however, how serlous are the dangers and whether

/,

Scarfe23 exaggerates them in his dlSCUSSlOD of a wage and

» prlce freeze. Even 1f the dangers ‘L as'potent as he

/

3

suggests one may Stlll contend the conclu51ons he reaches

<

do not hold : To my mlnd the prlme functlon of 1ncomes poll-'

Cles is to elther lower the 1nflatlon§rate more qulckly at a f

: glven rate of unemployment to lower the unemployment rate

¥

s -'“.

at a glven rate of 1nflatlon. Qr some COmblnatlon thereof
For any one of these alms a’ pollcy could operate, and be fﬁh'”mb

con81dered useful w1thout any attempt to 1ncrease the speed

_fi of the system when 1t lS mov1ng back towards the natural rate“**

L3N

of unemoloyment An example w1ll hopefully make thlS p01nt

clear.ﬁ Modlgllanlzf asserts that optimal monetary pollcy

o..

;;w1ll for a tlme 1nvolve keeplng unemployment at a steady

rate above the natural rate = the partlcular rate 1s of



'the pollcy 1s contlnued too 1ong : Such a danger is also.

course determlned by ‘the form of the utlllty functhn. If

s

controls are lntroduced one may now aim for a lower 1nfla-
tlon rate as avtarget or alternatlvely, perhaps; gold un-’
employment at a lower rate ‘than prev1ously before beglhnlng )
the movement back towards_"full e ployment" . On the path
back the pOlle can be drOpped ‘or, preferably, phased out -
however it Wll] if, successful haVe made the ad]ustment to
a 1ower rate of‘lnflatlon less palnful than would otherw1se
have been the case._ Hav1ng Sald thlS it should be reallzed
that‘the danger of overshootlng 1s present, partlcularly if

\

present w1th some types of lndexatlon schemes. N .
i . : T S

. . N
oL ‘ o 0

*2.5 Price Controls "»hh o . R Fs - S
ce T L'v _ R . s IR S

N

the Brltlsh Prlme Mrnlster Callaghen as saylng "Pay restralnt

-wage controls are acceptable only 1f they are accompanled bv S

prlce controls. [;

3

-

effect1Ve than are wage controls and nmay’ have more serlous

I

deletarlous effects On resdurce allocatlon. Nevertheless,
. o o . :
they may have an 1mportant role to play 1f only because they

may be a" part of the prlce pald for unlon cooperat;on wlth

"'; /\t

97

%,

Prlce controls are,th my mlnd llkely to be less L

wage controls On thls*matter, Brlttan and Lllley%f quote I

ﬁ'and prlce controls, 1n the eyes of the ordlnary people of

thlS country go together " In a 51m11ar veln Radlce and

Llpsey 6, wrltlng from the trade unlons p01nt of V1ew, arguev !

o:_‘ o

- 2 o
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f On an analytlcal leyel one ~could argue that prlce

L

PR

" controls brlng a flattenlng of the {elatlonshlp between demand
'and prlces, analogous to the flatterlng of the short run

PhllllpS curve. For-such.an effect,to exist prlces must»be

0

.dlrectly 1nfluen¢ed by demand preséure (an issue Wthh w1ll

-

EEEEN

’be examlned in the next chapter) ‘which’ means that most prlce

equatlons in ec0nometr1c models are. 1nadequate to assess the

‘)

effects of controls since these equatlons are based on normal

~ ) 7
L. -~

: cost.pr101ng.

.Prlce controls may also help by keeplng the rela-

-

'tlonshlp between wages and. prlces constant and therefore, -
dpregent or dlmlnlsh the magnltude‘of the post cohtrols
'exp1051on.- ThlS 1s probably tnelr most valuable role. of
-course these controls can: be.lnstltuted in a more strlngent'

“"ﬂ&rm than wage controls and thus (ceterls parlbus) put down—i o

'ward pressure on proflt rates, however, such a pollcy w1ll

]p~\t‘,

vlead to sérongly adverse effects (whlch w1lb be outllned 1n

i

the ensulng chapter) unless of course wages respond fullv

?to thé rélatlve fall in prlces. In the Brltlsh case thlS

Pl

B wﬁuld seem most unllkely, ev1dence here, cIted by Bacon and’
Elt1527 suggests that'cons1derable shlfts in: the share of
”_proflts do occur. For the Unlted States the ev1dence 1s

’5similaré\thus Gordonzs wrltlng on. the controls in that
: country says. ' ««,'ﬂ"'f" Qf:g SRR, '5"};v"* e

“ ' ’ : bl
\ &

”,*Controls worked not by7moderat1ng the behav1our
_,of wages relatlve to prlces, but rather by - T
. -squeezing profit margins sufflflently to hold S e
' prices below their free market levels This. is 0



o

not a 51tuat10n that can be expected  to last .
1ndef1n1tely, and hence the very fact of short
run "success" for the controls program guarantees

its 1ong run failure.
{

2.6 Controls‘and Cost Push Inflation

Attentlon so far has been c0ncentrated on demand’

1n1t1ated 1nflatlon, both cost push i®flation and the less

plausible case of profit push inflation (profit rates in

-

most industrial countries have tended to decline in recent
years) have been ignored. Most, though not-all, supporters

of controls have seen inflation as the product of union or
‘ ""O

bu51ness pressure. In part thlS is due to a mlsunderstandlng

(in partlcular a failure to recognlze that a comblnatlon of ™

rlslng inflation and unemployment is not 1ncompat1ble w1th

@ monetarist analysis of inflation); nevertheless, as argued

. n o . ) ‘\\g
in Chapter l,:cost push inflation may be‘an\important

.
hl

'phenomenon Whatever the case 1t will be argueg here that

controls may be-less effective in controlling cost push

inflation than is*common}y supposed.

In the previous chapter a number of theorles of
cost push 1nflatlon were examlned - profit push lnflatlon,

however, was ignored since it appears to be so much at odds

. wWith the observed facts. One such theory was that whlch I

entitled arbltrary mllltancy where wage clalms were,: 1n
essence, picked Out/of a hat. Another more convincing

theory is that which suggests real wage frUstration is an
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1mportant factor in-wage determrnatlon (for a detalled des-
crlptlon, see Chapter I, pp. 51-53). 1In both.cases the
authors suggest as a solutdon the imposition of controls.
In thedry thére would seem little doubt that controls.could
be of use, and, since demand restraint is thought py many
to be ineffectual in such Situations, should be imposed. In
practise onewoonders ouite how successful controls would be,
since }t Seems to be an‘open question whether unions would be
preparedhtO‘allow governments to lower the growth rate of
‘their real or nominal wage rates (and maybejeven cut real

wages). It is quite likely that, unless governments can
- . . . - , ) (;‘)\ !

RN

~convince ‘unions of thé need to reduce their wage bargains,

and/or public suppor for controls is sufficiently strodg
to force union acquiescence, controls will soon become
obsolescent If they remal%)ln ex1stence there w1ll be

severe, soc1al conflict, furthermore, ewbgﬁlf agreement

, <

o

e~

with the unions is gbtained the costs, in terms of con-

cessions, is likely to be very high.

- Controls then may be less effective in such a
situation than might &t first be séoposed - these conclusions
may be even more applicable to'inflation resultino frOm
class confiict (thouéh again the importance of this type

of inflation seems to be often overstated). Indeed it may
be preferable to use alternative policies. One such alter-
nat1Ve is the institution of measures de51gned to put

llmltatlons on the powers of the trade unlons, such measures,
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to ‘the estentNattested by hlstory, seem to have 11ttle chance
:of success (the 1ntroductlon of the Industr1a1 Relatlons Act.
in Brltaln 1s 1nstruct1ve here) The other alternatlve is to
use c0nventuxml demand restralnt measures with the hope that
these will succeed. In theory the costs would seem to be
high, however, there Seems some ev1dence that the forceful
use of demand restralnt was effective. 1n the U.S. (and in
other countries as well) following the oil crisis. ThoSe
countries in which wages responded most strongly to the price
hike (Britain, Sweden and Italy) werevthose;Where monetary’r
policy was most conciliatory (on this matter, see Gordon®’) . -
.f_Prices and incomes policies may have a role"ini
combating-realéwage.reslstance (or similar‘tyhes‘of cost push

1nflat10n), nevertheless, that role hardly seems an assured

one. In the case of ‘inflation caused by attempts to malntaln'

. or to establlsh relat1V1t1es (for example as descrlbed by the

Scandanavian model) a prices and 1ncomes oollcy would seem
to be an agt of folly. There 1sstrong ev1dence that wage'
dlfferentlals are remarkably stable through tlme‘(at least
,1n the short and-medlum runs);,ln the Brltlsh case Godley:
‘shows.that while in ‘14 manufacturing lndustriesbwage rates
rose'by‘an_average of l75v%‘between l963 and«l974,ini10 of
.these the rate of increase was within two percentage hoints R
of’that'figure (the largest divergence was in shipbuildiné |

whererhages:rose by‘lQl %.lQ Any attempt to_interfere with '

differentials.wouldhseem to be destined forbfailure; foxr, asg

SN



has been prevrously 1nd1cated the lost ground w1ll sooner

or later be made. up, and 1ndeed the contractlon of dlffer—
_‘I

entlals would Seem to be one of the more dangerous features

o

of the recent controls 1n Brltaln. It might be nice to

believe a country, in a flxed rate reglme, can malntaln an
v

tlnflatroh rate below the rest of the world by creatlng in-.

crea51ng dlfferentlals between wages in the traded and non-

- traded goods sectors, to belleve thls could happen Seems to

requlre an extraordlnary degree of gulllblllty

~
+

The last type of cost push 1nflatlon to be dls-“

cussed 1s."tax push" 1nflat10n I argued (in Chapter I).

[y

- that workers wages are. in all leellhOOd 1nfluenced by tax

it )

effects though the preclse magnltude seems in dd&%xp To my ,

' mlnd the role of wage and price c0nﬂrols is analogous in
this srtuatlon to the case of real wage re51stance - 1n |
theory controls can work, in praotlse they are unllkely to
/do so. Certalnly controls were in operatlon for’ most of
‘the 19605 and were unable to prevent proth rates from belng
squeezed to a marked extent (of course, -the causes of the

'_squeeze are varlous 1nclud1ng perhdps the effects of prlce

controls)

“All in all, ‘the role for controls may be less”\‘éi‘.

1mportant in coplng Wlth cost push than w1th excess demand

, 1n1t1ated 1nflatlon. Feellngs to the centrary stem 1n part

~

:from the unw1lllngness of most monetarlsts to admlt that

102



/.
*prlces and.lncomes controls may, 1nltheory at least help
when 1nflatlon is a monetary phenomenon, and, in part from T_

, e
a certaln nalvete in examlnlng controls in cost pus

situa~-

s

tions.

-

2.7 Open Economthonsiderations

It is tlme now. to examlne the role of controls in
c 4

.an‘open economy both under flxed and flexlble exchange rate
reglmes. As regards th‘ former the flrstlcnapter p01nted out
that a flxed exchange ra e regime w1ll serlously c1rcumscr1be.
a country S ablllty to d termlnellts own 1nflatlon rate; |

For .a- varlety of reasons (commodlty arbltrage, 1nternatlona1
fmonetary flows, the 1nternatlonal multlpller and 1nternatlonal

expectatlonal effects) large dlvergences between countrles

vlnflatlon rates w1ll occur only 1n exceptlonal c1rcumStances.';;"

")'-‘ -

’rleen these restrlctlons it mlght be asked what. role can

".'wage and prlce controls play 1n such a: context.: In fact

‘four potentlal roles ex1st._ Flrstly, a country may attempt,
,lby runnlng a trade surplus and sterlllzlng monetary 1nflows,

‘to run a rate of 1nf1atlon below the world level If 1t

”“Qmmakes such an, attempt 1t may use controls to help it achleve'

S 7 RN ,
: thlS goal ,nSecondly, a country may have ‘a balance of payments

def1c1t as the result of operatlng too perm1s51ve demand yim
:\‘pollc1es, controls may be one’ of the pollcy tools used to‘fil

ﬁrelleve the deflClt ; Thlrdly, a country may hope, that by

:ﬂnnf1nna1lv w1den1nc the dlfferentlals between wages in the



inflation than would otherwise be the .case; in this case
controls could- be imposed on the non-traded goods sectors
-Finally,,tax'push or other types of»cost push‘inflation, to .

the extent that they squeeze prOfltS, could prov1de a case

SR

'for the lmpOSlthn of controls.
o '\

Slnce the last two cases were dealt w1th earller,

104

' ,attentlon w1ll be concentrated on the other cases In the S

._flrst case the role for controls 1s llkely to be, at best,

a. temponary one. Sterlllzatlon §whlch W1ll put upward

-.pressure on 1nterest rates) can_ robably only be used tem—l

porarlly and furthermore opp051tlon partles dould argue that -

Lo

.the balance of payments surplus is denylng agents'some of

fthe goods to whlch they are entltled Flnally, 51nce prlces i

‘of traded goods can leerge onlv to an extent from WOrld

"levels (see Chapter I) the burden of adjustment must fall m; -

yjon other sectors (elther thlS or prOflt rates 1n the traded

'ngoods sector must be 1ncrea51ng OVer tlme) GlVen the

8-

' 1nflex1b111ty of relat1v1t1es 1t 1s llkely that a low level

-

of demand w1ll lead to a lower rate of employment and not

"fto a lower 1nflatlon rate.i”a

LA

2 ~!;

The second argument for wage and prlce controls'dﬁbf}ff7sff

“1s more conv1nc1ng An economy may, for a tlme, have an_j_uﬁuvf-

v71nflat10n rate hlgher than that of the rest of the world due o

;sto a thh level of demand (at least 1n relatlve terms)

4‘1‘

riEventually a comblnatlon of forces such as the balance of

-fpayments def1c1t and the low level of exchange reserves may
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'persuade the authorltles to lower the 1nflatlon rate to a
" level compatrble with that of the rest of the world : Indeed

4because the hlghpr lnflatloh rate w111 1ead to-a hlgher prlce g

P

"level the country may be. forced to run an. lnflatlon rate
lower than the average for the rest of the world for a tlme. -

-,Demand restralnt may be suff1c1ent by 1tself to achleve the
-

Vtask however,'the addltlon of: controls may lead to a qulckerff‘
o/
and less palnful process of adjustment. COntrols 1n such a .
S

‘h51tuatlon can be successful and the rotatlon hypothes15'- as
jdescrlbed earller - descrlbes how they may operate.’ This, ls,.ﬁV
xto my mlnd the only 51tuatlon however in whlch controls can

:work under flxed exohange rates.-o
Turning now:to the flexiblezéxchange'ratefcasegit:'
8 . ST e e
- Can be seen that in many WaYS the OPeratlon of controlsfunderf“_

'thls system w1ll resemble thelr operatlon 1n a closed economy

L

"The econOmy can now determlne 1ts de51red rate of 1nflat10n
-:and controls can be used as part of a package of measures

,”to lower the 1nflatlon rate when thlS 1s de51red There are
ﬁtwo maln dlfferences, however, between thls and the closed yjf

'feconomy case. The flrst dlfference 1s that a flex1ble

;fexchange rate reglme, as LaldlerBQ p01nts out rmplles that

jmarketoforces aig(ln control of the exchange sector of the

4

-'economy For thls reason any excess demand 1n the controlled

fsector w111 Splll over 1nto the uncontrolled sector,'and by ».;ﬂ"‘”

ffor01ng down the exchange rate (relatlve to what 1ts level

) \
/I T

would otherw1se be), galns in- the controlled sector Wlll be,vffﬂj’f“
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in part, counteracted by a hlgher rate of 1nflatlon in the
b_uncontrolled sector. Arguments of thls type will be’ dls-

vcussed more fully in the follow1ng chapter,vhowever,_there ‘is

" no reason to belleve, asyLaldler asserts, controlskare close

to non—sensical under:flexible-exchange rates'because such
an argument apolles, 1f it applles at all,—only to prlce,;:
‘,{Controls."It should be noted. that dlfflcultles of thlS .
_‘type*wlll also OFC@%‘IH the flxed exchange rate case (to
Jthe extent they apply ln the flexrble rate case) for controlsl-f

~‘1n thlS case would merely change the tlme proflle of the.‘

'llnflatlon r@te and would leave 1ts overall extent unaffected

d The second dlfferencerelates to- the large fluctua—"

:tlons Wthh take place between relatlve excﬂange rates.hr
t‘Iyplcally, 1t has been observed that the exchange market is-
3fcharacterlzed by large sw1ngs 1n the relatlve value of |
currenc1esv If a country s currency is subject to a large
_$fall 1n value thlS w1ll put upward pressure on.prlces and mayf;;h;
lead to hlgher 1nflatlonary expectatlons.v If the countrydls fV
clrunnlng an 1ncomes pollcy (as part of 1ts antl 1nflatlon e
'blscheme) that pollcy may come under pressure as a result of hf{fdh
;hthese eveﬁ%s It could of course be argued that 1ncomes -
'f;pollcy w111 anoke confldence 1n the mlnds of speculators,ald:.‘
f:however,‘the ev1dence does not favour such a prop031tlon.}hlnool

FAR 7

tiBrltaln the exchange rate fell markedly 1n 1976 desplte con—fﬁ-7'h

)-4

fftrols belng in operatlon, although 1n thls case controls

‘qurv1ved even though subject t0ostrong attack from some L '



"quarters The 1mpllvat10n would seem to be that the 1mpor-

tance of thls p01nt has, to some extent% to be determlned.

2;8f_Final'Remarksf

ThlS chapter has dealt w1th a’ varletv of 1ssues

‘related=tovcontrols. However, because there are many lssues

3

ﬂyet to be dlscussed an. assessment of the merlts (or other-

'W1se) of controls wrll be left untll later. '
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-\ . CHAPTER IIT

WAGE- AND PRICE CONTROLS: SPECIFIC ISSUES

;e

3.1 Introduction -

The use of wage and prlce controls has been very
vpstrongly attacked by a. number of authors in- recent years It
'}1s argued that not only are such pollc1es based on 1ncorrect
.gtheoretlcal underplnnlngs but that they may cause serlous o
'fdamage to a’country s economlc and soc1al 1nst1€utrons as
4fwell Some, 1ndeed ,would go so far as to say that many of

:Brltaln s economlc problems arlse from her persrstent use of
lwage and prlce controls 1n recent years._ ThlS chapter w1ll
lltln large part, address 1tself to the p01nts the crlt;cs have.v

'h;hralsed and w1ll argue, that,desplte the 51mpllst1c way such
<tp01nts are often stated there 1s 1ndeed a strong casevto be
‘hmade agalnst the use of controls.; In order to "set the scene
v'hithere w1ll be a short 1n1t1al sectaon on: the Varlous types of o
i:”rcontrol scgpmes whlch‘can be 1mposed.h,..‘ . BT

L8 A_ '."‘ P
: R T e

32 nypes 'of"'véontrol' schém‘es- tf:- SR

The concept of wage and prlce controls (a concept
ff,whlch 15 used synonymously w1th 1ncomes and prlces polfﬁy 1n

f'thls thesrs) refers not to one partlcular pollcy but to a

£

L e L E ( ‘-_.
T;jvast number of dlfferent pollc1es Wthh all attempt to '

'?f*dlrectly lower the rate of growth of wages and/or prlces 1n hf:~”

,‘_:‘}:

'G, - ‘g Lt ( .



the'economv.v Th, t the word contrbls dEscrlbes a heterogeAJ
'neOUS group of me sures is a p01nt which should not be T
.llgnored for the beneflts and the costs of any perlod of k.
'controls are, in con51derable degree, related to thelr nature;

Wlth thlS ‘in mlnd the follow1ng sectlon W1ll attempt to dell—-

_‘neate dlfferent%’ypes of control schemes and shed some llght

on’ how these dlfferences may 1nfluence the assoc1ated beneflts

: R4z
and costs: o

= One method of categor1z1ng wage controls (and price -

dﬂcontrols) 1s accordlng to thelr degree of “formallty“ 'Such

.

"va procedure is used by Burtonl who enumerates the follow1ng :

3«

seven categorles

: Qlﬁlk“Government exhortatlgk for voluntary adherence ép

b S

deS1gnated patterns of behav1our 7

24 ¢"The.survelllance,.analy51s.and”public expOsurepofp‘
‘ . . L v

’unde51rable wade and prlce movements._,g‘*

3. “Actlve governmental denunc1atlon of non=- cooperat1ve”~

v‘.‘.

behav1our '~;u_g_;‘;3'

UGN

4. ":"Paradlgmatlc behav1our 1n\\hg publlc sector

wf5;f "The extractlon of cbmmltments to voluntary coMpf&—
R ance; - _ffJE” ’ |

R AR : ‘ ‘ LR
6. "Governmental 1nt1m1datlon and deterrence. R

.

ljgp'"The use of legab powers and sanctions

. '\}
3

:,The flrst two named are based entlrelx on a paSSlVe mode of

:n‘behav1our by the government —'1ett1ng the facts spggk for

"fthemselves" d The thlrd and fourth 1nvolve more actlve 1nvolve—'u

8.

fﬁﬂment w1th the fourth 1mply1ng the government uses 1ts pOWer as't

Yoo

AT SR



an employer to inrloence public sector wage claims. fThe
fifth (which was tried between March i974 and July 1975 by
the 'incumbent Labour government)‘relies on the government's
ability to extract agreements from the unions that wages
wili not\exceed“certain levels, while thegsixth accompaniles
this with the threet of tougher measures (in the form per-
haps of a‘freeze, higher unemployment, higher.taxeS) if
guiﬁelines are not adhered to. Finally, the seventh category

. ? o
. is the only which is, .strictly speaking, compulsory. Policies

of this type are accoﬁpahied with>legal powers which may

include the power to fine, or, in some circumstances, even to

.

imprison. .

Ty ) B ‘
The above index shows one way in which polities

can be aistinghished. However, since most recent policiesv
. have been of Type 7, yet havé been by no means homogeheous
'in nature, some further crlterla for dlfferentlatlon seem
in order. One such criterion is concerned w1th the degree
control schemes give scope for exemptions. On the one hand,

one  may have a system which has leg

spacking .and in whio%.
.there is'little‘or ho rd8om for ekehp%}ons while on the other
there may be policies which too have legal backing but which:
g1ve a variety of grounds for exemptions (e g., for produc-
tivity increases, for iow paid groups and in the-eventof
lahour'shortages)[ In fact it is typieal for ahy pefiad'

of a'policY to have'én initial "very tight phase"'which is

succeéded by phases which allow more and more exceptlonal

‘cases (perhaps in an attempt - some would say a futlle attempt -

5



‘to replicate the functions ofd the market).

J

;~ | A further respect in Mhich|dontrol schemes may
differ is the degree of severity with whichbtheyﬁare enforced.
- In gome senses of course this is very similar to the first
"criterdon, in others this'is less so. .For exaﬁple, the last

phase of controls under the Wilson government (from 1964- -

1970) was put under attack by the unions yet lndustrlal actlon‘

.
was far léss severe than in the last phase of the Heath

government s\controls because the latter gQVernment was pre-
pared to stand up for he pollci to a greater extent than was
the former. More gemgrally, it seems the longer is any’

N 4
‘perlo& ogycontrolsxgieoperatlon the greater, in general will
be the pressures agalnst it, Thus, the degree to which the
governﬁentvis-prepared to stand up to union andAbusiness
action is‘important in determining the likelihood of(success
and even more so the degree’ of conflict which will arise

‘(a point which will be substantiated later).

Wage cOntrols can'differ‘(-‘other senses, for
exahple.in the degreelto whichbthe norm is based on abSOlute
or percentage terms/r an importagt point in consiaering the
e xtent to which ailocative distortion Will‘OCCUr. Eurther,
vin recent years various “novel" types_of incoﬁes bolicies.

"~ have been suggested the most 1mportant of Wthh is the Tax
Based Incomes POllCY (TIP) whlch w1ll be dlscussed brlefly,
later. Although schemes of tth k1nd can be classrfled as

. o

Type 7-'and also.as policies Whlch, in one sense, HB not allow

exemptions this does not distinguish themIClearly from other,
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o

very drfferent, policies which too can be similarly classi—
fied. 'Ehat is distimct about TIP is that it attempts to
use the market in order to avoid’ the all%cative.distortions
assoc1ated with conventlonaf‘pollc1es whlle offerlng, at
least in theory, the possibility of exerting a substantlal

downwards bias on~wagq settlements.

Price controls,»lihe wage,controls,‘can'be dlffer—
entiated by the extent tO‘whichbthey are voldntary-or legal,
by the degree to which they are enforced (if legal) and by
‘the room they. allow for exceptlonal\cases It should be noted
. however, that prlces can be controlled 1nd1rectly through
proflt marg;n controls; these it will be-argued are.llkely
to be less effective in lowering the measdred~inflation rate.
but are also less likely’tofcanse,Severe allocative dahage.

Controls then can be of a variety of different
types. However, categorlzatlon is of more than tr1V1al
Alnterest 51nce the type of - controls 1n operatlon 1nd1cates,

A /

to some extent. at least, the degree to whlch wages and
prlces will diverge from the levels ‘they would otherwise '
have reached; Typically, it would'befexpected~that controls'

which’ aée based on legal sanctlon, have union and bu51ness

support, are. strlctly enforced by the government and. glve

11

.

little scope for.exemptlons w111 brlng greater;beneflts, in

general (and greater costs too), than when one or all of
these condltlons is not fulfllled As will'be5seenfinlthe

"succeedlng chapter pollc1es whlch are voluntary often have

HirrTa Ar wA infFluanma An wama Ar rrice detarmi natlon_
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3.3 Distortions to Market Slgnals and Resource
Misallocation i

(a) A Simple Economic Model

The most usuaIIObjection'to the use of controls
| is that they are incompatible with effective‘resource‘allo¥
cation. To\illnstrate this‘point, the following'Section :

o

- w1ll present a 51mple model oﬁwthe economlc system and show
how resource mlsallocatlon Wlll result Qrom the/lntroductlon‘
or controls. A furtherlsectlon‘w1ll modlfy theAmodel to-
make it more‘“descriptively realistic" and’consider controls
in the light of the modifications. | |

- The simplestimodel consi?ers,two setsiof oroaniia—"
tions households and firms; both it is assumed are maximiserSi,.
' of well deflned objectlves operatlno in a world of certalnty;f
’ Households (who, it is supposed, act to max1mlze a‘utlllty ;t; 1
functlon); in dec1d1ng the amount of any partlcular good | &»
=f7they4purchase,'take‘into account, among'other»things,-the'
prlce of that good, - the prlce of other goods,.tastes and
1ncome. Theory predlcts that (1f the income elast1c1ty
of demand is p051tﬂye - Wthh is con81dered “the normal case)
as the prlce of the good in. questlon rlses, less of that
,good and of goods complementary to 1t w1ll be ﬁurchased
and spendlng w1ll be sw1tched towards substltute goods.lv
rePrlce therefore acts as a 51gnal to the household to alter
"the comp051tlon of 1ts consumptlon bundle, a hlgh prlce

(1n relatlve terms) ShlftS consumptlon away from the good
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in question and a low price shifts consumption towards it.
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Firms, which are assumed to max1mlze<érofits, will ~

'hlre a factor until the marglnal quantlty produces a return

equal to- 1ts prlce ‘ Since in thls model we assume perfect

,\competltlon, the flrm W1ll face a perfectly elastlc demand
'.curve and Wlll produce untll the marglnal cost curve 1nter—

A sects the demand curve from below An increase in demand

will, by ralslng prlce'above ats prev1ous level,act as a
[+ S . -

_more,.producers of other goods, Wlll be attracted 1nto the

1ndustry by the prospect of economlc proflts to the extent

: that 1n the long run these proflts w1ll be ellmlnated

If we now cons1der the two sets of organlzatlons
_ , IRk
ln conjunctlon,'a number of powerful conclu51ons can be drawn
In partlcular, one can galn some lntultlve understandlng of

the seemlngly 1mplau31ble notlon that a system whlch allows

flrms and households to make de01s1ons in accordance w1th

)

thelr own des1res, can achleve an. eff1c1ent, and under cer— v

taln admlttedly rather restrlctlve COHdlthnS, an optlmal

allocatlon of resources.P,An 1ncrease 1n demand for any

v51gnal to produce more of the product 1n questlon.' Further—-_

' partlcular product w1ll by ralslng the prlce of that product
S

’encourage consumers to consume less and producers to produce

'rbe suff1c1ent to keep supply and demand always equal to each

the product :Ln questlon. L . . . -

'"ﬂmore of the product, thlS w1ll,~except in exceptlonal Casesrjnfﬁv

bother.p For thlS reason there w1ll never be any’"shortage" of o
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That the prlce system is’ able to achleve an effl-
cient allocatlon of resources is remarkable, what 1s even’ -
more remarkable is that it is an almost 1mp0551b1e task for

-~

any centrallzed authorlty to- repllcate tﬂbse functlons.-
leen the vast numbers of goods on offer andhthe even more 'h
vast number of 1nterrelat10nsh1ps between the demands\for'
these goods (the demand for any product w1ll be 1nfluenced
by the - prlce of many goods as well as 1ts own - prlce), the_
'1nformatlon and resources necessary to.repllcate the prlce
mechanlsm would: need to be 1mmense and.are probably un-~ -
'obtalnable ThlS 1s what Grayson2 haszln mlnd when he statescvf'.
that the North Amerlcan economy 1s the. most sophlstlcated

~

) : 1nformatlon system that the world has ever seen"

1

(b).The Effects of Controls in the Abov‘e‘:Con‘tex_t‘_ -

| The ana1y51s w1ll commence by looklng at the allo-:w

catlve dlstortlons whlch can arlse from the use of prlce S

e

oL controls. The case of a prlce free%\/ls examlned flrst

There are two cases to be con51dered here, the flrst 1s

°

where the freeze allows prlce 1ncreases whlch are compatlble:;fffrf_?

(we are talklng 1n aggregatlve terms here) Wlth those Wthh e

market condltlons determlne, the second 1s where the freeze

does not allow such 1ncreases.v At an 1n1t1al glance one would

suppose the farst case would av01d any allocatlve prOblems,,dFTV

. ...

howeVer, thls need not be so for many 1nd1v1dual prlces w11l

rlse faster than the aggregate rlse 1n prlces and therefore nay

R

'y rlse faster than the freeze permlts (there 1s some ev;dence
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on this point in an article by Poole3), Therefore;'although
‘ln'generalbtheafreeze'willbhaye no effect;~1t is llkely that
it w1ll be effectlve in a number of spec1f1c cases The .

lmpllcatlons for those goods for Wthh the freeze is effectlve‘

i

will be examlned below RETE , e .

'é The case, however, whlch is most-usually consldered
'Gby opponents of controls (srnce 1t lS more amenable to'the -
"conclu515ns they w1sh to draw) is where controls hold the
fnlnflatlon rate below that needed to olear the market one'f
example where thlS would occur is. where controls.are 1mposed
»/ln condltlons of tXpan51onary mOnetary pOllCY and are 1mposed
| to llmlt prlce 1ncreases to'below the observed 1nf1atlon o
e rate | Controls 1n these c1rcumstances would be expected v"’
to-cause allocatlve dlstortlons,_unless thelr effects can be
?_avoided 51nce the resultant lower prlce 1nd1cates to con~f5,
sumer to‘purchase more than the equlllbrlum quantlty and to
the producer-to produce less than that quantlty.k,In mamy
cases controls can be av01ded,’1n partlcular, as Carr4 p01nts if
out,° prlce contro%g only'flx prlce to the quantlty of the
'good the other dlmen51ons are left free to respond to."
‘economlc cond1t10ns.1< For thls reason one mlght expect
quallty deterloratlons, perhaps through the use of 1nfer1or rf{”“‘"
"fﬁ materlals,.a lessenlng of quantrqror the charglng for“ir;jﬂljabf}.
if'j serv1ces\wh1ch had preV1ously been complementary w1th the‘v .
:purchased good (the above author prOVldeS a number of

examples of these phenomena) That eva51on may be able to

bypass the effects of controls and glVe the prlce 1ndex an



'izo

) \.
artiflclal downward'bias'(a bias Wthh w1ll be removed when
"controls are taken off) is not in doubt however it should
Ah;be reallzed that there are costs as‘hell as beneflts asso—
‘c1ated w1th such a strategy-- these lnclude the allocatlon
;of scarce talent to flndlng means to- av01d controls., Indeed
it 1s unllkely that complete eva81on would be the optlmal |
strategyagdr the firm (even 1f such a strategy were practl-
’hjcable) partlcularly 1f the products 1t produces are relatl—“y

’.Vely standardlzed For this reason, although to some |
h{extent, there w1ll be tendenc1es for the effects of controls
li'to ‘be av01ded 1t is unllkely that thls eva51on w111 be total
gIt should also be noted that eva510n may be much easier &f
less strlct forms of controls are 1mposed and 1ndeed 1f

' controls are voluntarlly" 1mposed evas1on may be open and

k';}complete rather than surreptltlous and partlal e

s

To the degree that eva51on occurs, controls w1ll

‘7not dlstort the allocat1Ve mechanlsms of the market system
NN

' ”'JThere is con51derable reason to belleve howeVer (both a:

"fprlorl and emplrlcal), that eva51on w1ll not be complete

ld*;hand thlS 1s the case to wh1ch I now turn.» It 1s when }ff‘diffjf o

Lo

'“;controls are effectlve that thelr effects can be most harm—f'nd

fg{fui; for thelr very effect1Veness w1ll tend to lead to:ﬂi

"h-lncreases 1n the quantlty of goods demanded and reductlons‘f.ff

"Jd‘ln the amount supplled To the extent that there remaln

:h,unCOntrolled QOOdS these shortages may not be too severe'

f(one example Of an uncontrolled sector, Whlch was. 1nstanced B

”-earller, 1s of 1mports in a flex1ble exchange rate reglme)
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~although the Utlllty of. c0nsumers Wlll be below ‘the optlmumu

level - since some of the excess demand present 1n the con—

R RS Z” -

trolled.sector w1ll be transﬂ\fred to the non- controlled
e sector where prlces rise faster than would have otherwrse_
"been the caée.: If, however, all products are controlled
2shortages”will,develop and the more effectlve are - the con- -
trols the more - severe w1ll be the shortages‘ These w1ll lead
to an 1ncrea51ng amount of tlme belng spent on maklng pur—'\
7'1chases and is llkely to lead to partlallty in the’ allocatlon
of goods (Wthh a well functlonlng market mechanlsm av01ds)
Further, because workers\are unable to buy all the goods they
o nomlnally demand therehwlll.be an 1ncent1ve, espeC1ally i
the controls are expected to be of long duratlon, to reduce C
‘ the supply of labour wthh in turn Wlll reduce output and
\Sxt_g further 1nten51fy shortages = thlS 1s the case: of the supplyf
| ' multlpller analyzed by Barro and Grossman 5 Flnally, there.'
"d‘.lS also a llkellhOOd that black markets w1ll grow up (there fsf},w
-are. numerous examples of black markets in the Communlst
l'.,vcountrles) w1th thelr attendant problems;‘ It lS also
‘p0551ble that these and the other eva51ve measures w1ll leadw_gf}j
Thh to decrea51ng respect for thef"rule of the law" whlch w1ll 'ofodbi

spread 1nto other areas.

Under certaln 01rcumstances ratlonlng may come
?=*5] 1nto force and thlS w1ll further restrlct consumer ch01ce

"(partlcuIarly lf p01nts are 1ssued on a good to good ba51s)

-~

Any such scheme w1ll be costly and w1ll be subject to poll-ff
tlcal manlpulatlon'—’those w1th the most polltlcal power are’_f?

O'




‘likelyfto fareﬁbest'under a system of*rationing.“

These are some of the allocatlve dlStOIthnS prlce
controls can brlng .about and no doubt there are many others
| Whlch have not been mentloned At thlS juncture I w1sh to.
N deal brlefly w1th one type of\dlstortlons Wthh have not - yet
been examlned Prl e controls make the complex process of |

7

\ N .
dlssemlnatlon of ‘in ormatlon less efflclent, for on the one

~hand: consumers can n

{Jonger 1nd1cate to. producers whlch
\.products should be prbduced whlle on the other there w1ll no}
longer be an 1ncent1ve for producers to produce products as ?5
hi efflclently as p0531ble. It seems very llkely that the autho—"
rltles w111 1ncrea31ngly haVe to 1ntervene 1n the process of . N
resource allocatlon (for example to allowt"spe01al" prlce 3
1ncreases) and thlS Wlll lead to further detloratlons 1n
allocatlve eff1c1ency, 51nce déClSlOnS -in one area are

llkely to haVe ramlflcatlons throughout the economy Further—'"hs
F‘ more,vthe very fact that certaln prlce 1ncreases aredallowed
‘whlle.others @re not W1ll lead to an 1ncrea51n§ feellng of
fd‘anUStlce‘and\may explaln mhy controls become 1ncrea51ngly

\ v g : 1. ,,a_-
‘;~unpopular the longer they are ln Operatlon ' Overall then

>

llkellhOOd decreasrng respect for the government whlch
': : ' : SEAES
"1nst1tuted them i

however 1t 1s rare for prlce cbntrols to be 1mposed w1thout

controls w1ll lead to 1ncrea51ng 1neff1c1enc1es and 1n all 'fnfj”“*iﬁ

The abOVe has con51dered the case of prlce controls fﬁfﬁ-ﬂ

accompanylng Wage‘COntrols and 1t 1s to the latter I now ;fp_f Lot

; turn., Essentlally the case of wage controls 1s largely
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’-analogous to that of prlce controls." There Wlll be 1ncent1ves

~Ly’

for av01dance - perhaps through adjustments 1n hours @prked

~or in overtlme payments - and thls may occur even 1f there is

no llkéilhood of shortages (employers anﬁlous to avéld unrest

‘,‘may attempt to pay 1ncreases srmllar to those that would other—‘

. _w1se have been obtalned —-see Flemmlng ) Furthermore, 1f

controls are effectlve there w1ll be an excess demand for s

z-‘labour,‘whlch Wlll be partlcularly acute in areas where WOrk

Jis relatlvely standardlzed (these problems w1ll be 1nten31f1ed

NS

'by changlng patterns of labour demand such as oc urred

follow1ng the 011 CrlSlS) Flnally, 1f controls are framed

‘f'ln absolute terms-- a tendency wh1ch has become lncrea51ngly

' A
prevelant in recent years - these dlstortlonary ffects may o

fbe serlously 1ntens1f1ed On the one hand workers ln :
Gg"marglnal" jObS may flnd themselves prlced out of the market

--f€or the norm tends to act as a floor as well as a celllng),;

Q .

"whlle On the other there w1ll be an excess demand for workers

'_filn hlgher pald ]obs (and p0551bly a reduced supply —?through

W?;ln Wthh resource mlsallocatlon can arlse at both the mlcro

"};;and macro levels when prlce controls and/or wage controls

"fnemlgratlon or an lncreased preference for lelsure)

7:3'4 Wage and Prlce COntrols vsS. Wage and Proflt f{bﬁt.?{{_dkff,i‘

Margln Con;rols.i A Prellmlnary Assessment

The prev1ous pa%es have 1nd1cated a varlety of waysifuﬂ5

"/‘

'ﬁare 1mposed and are ln some sense blndlng The present ,

'v-f
JRNP

':fﬂjsectlon w1ll dlSCUSS the effects of a comblnatlon of wage and

.),.~

Jffprlqe controls and then Wlll tontrast these w1th a comblnatlon
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of wage and profit margin controls. IR
° In part, the effects of wage and. prlce controls o
T

S will depend on the relatlve severlty w1th Wthh the two are
enforced,' Cons1der flrst the case where the two are enforced,

'w1th equal severlty ’ In thlS case the mlsallocatlve effects ’

of prlce controlsrw1ll be somewhat 1ess 1ntense than ‘other=

[ ‘o
>

'w1se Since proflt marglns are squeezed only to the ex&gnt
(and thlS may - be qulte con51derable) that the prlce of 1nputs
~ .
..in the productlon of goods rises faster than the allowable

_(}nputs may beilmported goodS'or alternatlvely

ed from %ohtfgls)‘» In the extreme, and 1mplau—‘

AN

vwhere thls does not occur and where there are
”tlal ShlftS 1n relatlve demand through tlme, the =

stortlons caused by prlce controls w1ll be relatlvely
- < : v S
ough there w1ll Stlll be macro.dlstortlons 51nce'

, , & _
’.pricei=are rlslng more slowly than 1s compatlble wrth the

ate of money growth There w1ll also be an excess

h

ldemand for labour wh1ch makes the contlnued operatlon of

' 7controls extremely doubtful

N

When prlce controls are enforced more severely

f;than are wage controls allocatlve dlstortlons are llkely tO'pA%gm
*nbemore serlous partlcularly those of an 1nter temporal klnd ;er;~~

;7(arlslng from reduced 1nvestment - an aspect whloh w1ll

'\

7ﬁdlstort ons are also 11kely to be of 1mportance leadlng to
S R L e T L T N R e e B
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‘fmany'ofvthe inefficiencies described‘above.

- S 7
S A _ : : j .
Profit margin controls are usually preferred to

s

- price controls on. allocatlve grounds though 1n the case where

'iwages are not controlled ghey may do»little,.if anything; to

-

control 1nflatlon., Indeed if. wages are not controlled',

dlstortlons may be qu1te small for as. Darby8 p01nts out'x
i

thlS method of control permlts a %ure 1nflatlon in whlch

Jg o
.

prlces and costs rlse in proportlon. Only where the

e -

ratio of net 1ncome to cost rise sharply should the>v¢

K

c3a551c prlce COntrol effects be expected

: Proflt margln controls may, however, cause ablocatlve dlstor—

tlons and for a varrfty of reasons In the flrst place, 1f

o

accompanled by effectlve wage controls, in thlS modelgat least

there w1ll be a shortage of goods - 51nce prlces can rlse less

qulckly than 1s con31stent w1th the prevalllng monetary and

flscal stance In _the second place,,there are good reasons :

-

why prOflt marglns should dlverge for the purpose of eff1c1ent

%
resource allocatlon 1n both the short and the long term.v_As 3

regards the fofmer prOflt marglns should dlverge, temporarlly,

Tp :
from thelr normal levels follow1ng an 1ncrease in demand for{ﬁ

'Ed'a partlcular product (thlS 1s the case of changlng patterns;°

quorgthrs._ Controls w1ll dlscourageveht’ prlse of a rlsky

of demand) any attempt to control proflt marglns W‘il, to\

the extent 1t 1s successﬁul, 1mpede eff1c1ent resource alloca—‘

o ~_,n. P

tlon 1n such c1rcumstances.. As regards the latter certaln

Qe

/ .-
1ndustr1es are sub]ectpto»a greater rlsk factor than are

others and a hlgher proflt margvn‘ls necessary to\compensate'

125

Ty,

PR A

Yy



. ﬂf ¢

kind and will.therefore'raise’the‘natural rate of unemploy-

" ment. ; _1’_.

~ R

- p
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A further type of resource mlsallocatlon which mayo

’ar1§e from the use. of phoi;t*margln controls is the ﬁollow1ng.

' dlmlnlshedplncentlves.

o . . A
Proflt margins tend to be phased w1th the course of the bUSl—
s .
ness cycle (1>e‘ they tend to 1ncrease durlng the upsw1ng,~

» VG‘

'or 1ts 1n1t1al portlon at least, and decrease durlng the o

. w—

.downsw1ng) ,1f controls are 1mposed 1n the downsw1ng and

contlnued 1nto the upsw1ng proflt rates w1ll probablyffallt

v

.“'below the levels they would otherw1se have reached (assumlng

ap

i_that c0ntrols d1d not allow proflt marglns greater than those

-whlch had prev1ously existed when they were flrst 1mposed)

«

For thlS reason, there is- the pds31bllfty of a lower rate of

3

!

3wcap1tal accumulatlon due both" to llquldlty con51deratlons and

'Q‘; - ' Y]
) . . o . .

4

W

ﬂdvﬁ_‘i 3 ; h:f o )

vo L

coa.

#the economy ﬂp whlch there is llttle, 1f any, p051t1ve rolevf

_3for controls to play @nd 1ndeed where th
[fserlous problems of resource mlsallocatlon

"wsectlon w1ll look at rather more reaa'
N t"‘ .

.C -

/
o

%" }
"1r use can lead to

The follow1ng

‘th models to see

‘.how sensrtlve conclu51ons are to the assumptlons on whlch

-

»‘fthey are based In partlcular two related p01nts w1ll be

-4

Qéempha51zed l Markets do not, 1n most caées, operate as . .f7fd”:3
‘thhe model suggested 2 Controls may be blndlng yet stlll‘

**allow prlces and wages (con51der1ng these categorles in ¢ ,7:'

[

"3.5  Controls in”the'Contekt‘of ImperfectpMarkets?,.n S

‘y 1dératlon so fax has been’ glven to\a model of.d‘
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aggregative terms) tO‘risé at the market equilibrium rate.

-

(a) The Determination of Prices and Output

The analysis looks at more realistic models of

price and output determination and examines the role of con-

trols in these c1rcumstances. Before coming to the heart of

ls

the analysis attention is brlefly focused on the behaviour of

a monopoly under controls.

. .—:',\ )

Earlier we assumed thaﬁgfirms were perfectly com-

-assume the firm to be a monqpoly. Essentlally, a monopoly

;7

W1ll,‘ceterls paribus, produce less output than a perfectly
competltlve firm and charge d hlgher prlce When subject to
controls. output will in fact 1ncrease (w1th no associated

shortages) aS{&png as the prlce flxed is above the,- lnter— .
sectlon of the" marglnai cost curve and the demand .curve (and

§ average variable costs). If price is.fixed below

this level ontput may still 1ncrease, howevery.§hls will be
accompanled szshortages o Thus, 1n G partlal equlllbrlum

framework, controls on a monopoly may be beneflclal in terms

\"of resource allocation. ° Since, however, we are assumlng that

/

\markets‘normally;clear.shortages w1ll occur if controls are

=7

_1mposed on monopolles (and this will be so*even 1f all firms

are monopolles)‘for resources»w111"flOW~towards the monopoly

"leaving fewér resources in .the rest of ‘the economy. The

»

s1tuatlon of labour monopolles (trade unions) is in theory

analogous though 1t was argued 1n Chapter 1 that wages in the
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~

.

non- unlonlzed sector are unlikely to respond in entlrety to

deVelopments taking place in the unlonlzed sector,

The monopoly model predlCtS certaln conclusions
| dlfferent from the perfect competltlve model however, the
overall message is the same, this’being‘that brice controls,
if generally binding, lead to shortages. The view taken here
howevet, is thatsthe monopoly model, . 'even more go-than the
perfectly competitive‘model is not geherall& applicable to

t : X ‘
real world situations and an alternative is therefore sug-
gested. Essentially, this'alternative suggests there are two
market forms which will, be entitled flex,price'and fix price
respectively (fix price is understood to mean that prices are
rigidly fixed but that they ad]ust at dlscrete intervals) .
In the former, behaviour is similar- to that characterlved
in our earlier model for the firm will 1n the face of a
demand shift, adjust ltS prlce such as to<equate, at all times,
actual and de51led stocks.g Put simply an increase in demand
w1ll lead to an increase in price wlth this latter increase
acting as a 51gnal to‘lncrease productlon.

)

-

_ | -
It is important to realize that markets of'this

kind pertaln only to a subsectlon of the economy and 1ndeed

g ‘untll recently there was a belief in some quarters’ that such

markets dld not exist out51de economics textbooks. That such

-a presumption.was incorrect is not in doubt but the tact that

’1t was made Ain the first place serves only@to 1nd1cate that

flex Price markets are not,representatlve of the economy in

ES

general In reallty these markets seem to be concentrated

1
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mainly in asset markets, primary commodities and agriculture

where, in general, supply is fairly inelastic - at least in

&

- the short run.

‘Manufacturing industry, however, seems to be
characterized-by‘the fix price market. 1In these an increase
"in demand will have its initial impact on outpuﬁ/and only

/”/‘;

later, if atdall, on prices (of course,‘there Gill_be in~-

direct influences on prices throughfthe labour market).
Thus, in periods\of high demand stocks will tend to decumulate

and in periods of low demand stocks will accumulate with the

k'implication that, in general' supply and demand'are not
v equalized The ratlonale for the slow response of pglces
to demand fluctuatlons is not entlrely clear though on the

" one hand Phelps . and Wlnter9 attrlbute this to 1nformatlonal

10

costs whlle on the other Okun empha51zes this 1s part.of

L4

an attempt by the;firm to influence the customers search
behaviour. | | |
P ST : o , oy

‘Some have argued (Godley and Nordhaus =) that
orlces are 1ndependent of - any dlrect 1nfluence of demand r
.factors.v It is shown that when costs are normalrzed - ;urged
of cycllcal elements - demand has been a statlstlcally ln- -
cslgnlflcant‘factor'1n_exp1a1n1ng price changescln Brltlsh |
,manufacturing industry,“althOugh it felalsoleeen that the
'.coefflclent on normal costs is 51gn1f1cantly below the >
, expected value of unlty (thlS latter result can be explalned

in a number of ways,_for example, it may be due to decllnlng

-'perlt rates). The Godley and Nordhaus concluS1ons have hxm
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subject to a varlety of cr1t1c1sms (see for example Laldler

Qand Parklnl ) on both theoretlcal and emplrlcal grounds.

*Regardlng the former, it is not clear what the- ratlonale for .

normal eost pr1c1ng 1s, for unless normallzed costs and

eXpected costs are 1dent1cal (thls presumes that cycllcal

'fluctuatlons are thought to be tran51tory) the latter would
' seem to be preferred explanatory varlable. Turnlng now - to el
‘_the emplrlcal Slde, the 1n51gn1flcance of demand seems to ‘be

:dependent on the use of " normallzed costs, for when actual

o -

costs are used (whlch Wlll be below normallzed costs ln the
cycllcal upsw1ng), demand is usually found to ‘be. srgnlflcant f:

indeed some authors (see Smlth ) have suggested that there _ v

is a natural rate of capac1ty utlllzatlon? Whether theso

‘reasons are Suff1c1ent to re]ect the normal cost hypothe51s

is not clear, for 1t dOes seem strange that the upward pres-

sure On prices from the effects of pOSltlve excess demand

vshould be Just suff1c1ent (at least in- StatlStlcal terms) to

cancel out the downward pressure on prlces from reductlons o

in actual costs per unlt.: The flnal verdlct on. the role of

;demand on manufactured goods prlces 1s thus somewhat ln doubt

‘\
at least ‘in the Brltlsh -case., "

'MV

f

(b) The Use of Prlce and Proflt Controls 1n
Fix Prlce Markets ' :

i
i S

Slnce demand and supply are not always equallzed

-\.‘

in le prlce markets 1t 1s concelvable for controls ‘to be'

\

blndlng whlle there 1s Stlll excess supply throughout the

A\

v
\
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economy ; thls seems to have been a feature of many perlods
hof controls in Britain. 'If, however, controls are 1mposed
1n expan51onary c1rcumstances one would Stlll expect short-
Iages at the macro level (and the micro level as well) w1th
the result that waltlng perlods wrll be longer than would -
otherw1se be the case (even in normal crrcumstances order
| books.will be lengthened dunﬁngathe'upsw1ng); ,;_,v -
Turning'to the‘mlcroklevel lt.isbnotfentirely
clear‘how controls w1ll affect supply in thlS case.tllnrr
ordlnary c1rcumstances, if. demand for a partlcular product

1ncreases relatlve tb that of - other products, output w1ll

-

:\respond flrst and prlce only later, if at all - whlch wrll

:_lead, as. noted above, to 1ncreasrng waltln perlOdS. Prlce S

controls w1ll 1nten51fy the shortages, lf on»' because they

"1ncrease demand for the product in questlon, tho gh the res-'
ponse of supply may be small 51nce prlces do not ac

to 1ncrease producthn

Even 1f the negat1Ve response of supply to con—
o _trols 1n f1x prlce markets 1s small controls‘can Stlll causef

-sserlous damage both 1n condltlons of excess demand and excess

/\ I

'fwsupply (thls 1s leav1ng aslde the consrderatlons noted above)

mf;If a certaln 1nput becomes more expen51Ve the flnal good prlce h}"

AR

g_w1ll also 1ncrease (51nce costs, at least normallzed costs, S

: w1ll be passed on in hlgher prlces) and for thlS reason less

4

2
rd

S

jiof the good w1ll be consumed If pche controls are used

'rthere w1ll be a reduced 1ncent1ve to conserve on the con—‘-"

o

ffsumptlon Of the good in’ questron.f Furthermore, prlce controls
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hunless accompanled by wage controls, are llkely to lead to a

dlmlnlshlng share of prOfltS whlch 1n turn w1ll dlscourage

,'1nvestment (thlS w1ll be analyzed later) -‘thls ‘is perhaps;f"

'.tthe area in wthh the use of prlce controls in. Brltaln has

had . 1ts most serlous effects.

Earller 1t was suggested that 1f proflt marglns

'”-were controlled, lnstead of prlces themselves,»the conse--

'quences would be less deletarlous. Such a c0nclus10n 1s true

: 1n the flx prlce market as well as the flex prlce market

'DlStOrthnS Wlll not be ellmlnated however, and w1ll be of~h

s

'the same type as hlghllghted earller, e g controls act to;.'

'dlscourage rlsky enterprlse and may lower capltal formatlon yk

‘fh,ln the UPSWlng ‘-.,?:év‘ffa.; 7ff7jf'7f'fd;fff:¥737‘v

?SC)f;WagewControls*ln~Imperfect”Markets.hl’

4 S

Although the orlglnal model may have overstatedrrsmyn__

‘the resource mls allocatlon caused by prlce controls (1ts5":

,gjconclu51ons seem appllcable to flex prlce markets and WOUIdtyT"'"°"

'“bhelp explaln the shortages of some ba51c types of foods 1n

wlfg?the Communlst countrles, for example) a more reallstlc model
'"e‘strll suggests the role for prlce controls 1s rather llmlted

ffIn the case of wage controls I shall argue that the 1ntro-~’

'7{duct10n of more reallstlc assumptlons may lead to 51gn1f1-”

"~“~cantly conclu51ons about - the de81rab¢lltY Of these ContIOls';

i

ginevertheless, they can Stlll cause serlous allocatlve damage.k

S if used 1ncorrectly 'f;fff o ;u_;}‘ﬁ?eb _
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SN

4.“

In the earller model 1t ‘was assumed wage controls .
.were 1mposed 1n condltlons where they were 1ncon51stent w1th _?,

;the glven rate of monetary growth.4 However, thlS ‘is not the :

BN
-

'fhonly case 1n Wthh they may be 1mposed for, as argued in: the
hflrst and second Chapters the labour market is characterlzed
dby sustalned perlods of excess“supply caused by the siow

‘1hresponse of Wage settlements ‘to’ demand restralnt (there may
yof course be other causes as well) | For thrs reasonult s

- qurte concelvable thatxwage controls may be effeCthe and an

vh;the glven rate of growth ofhthe money supply and 1ndeed thlS:

I"was the maln case~1n‘wh1ch T arguedr(ln the prev1ous chapter)-iﬂ

('f;they may have a role to play ThlS does not 1mply that wage

"4:controls w1ll not in practlse cause allocatlve dlstortlons, ;o

:_j(ln the case where demand pollc1es are expan51onary these,@j

o .

"“w1ll arlse) rather 1t 1mp11es that 1n certaln c1rcumstances
-‘r’..

vvfhthe macro dlstortlons they cause may be very small &f 1ndeed

:'there are any such dlstortlons at all The p01nt here 1s ift

(

hithat 1f wage controls are used as a. complement and not as aa7i7ﬁft“=

1ﬁsubst1tute for demand restralnt, they can, w1th some quallfl- y[fff:g
{catlons, be con51derably more useful than some would suggest._

'_5In such a. 51tuatlon prlce controls can be used to malntaln

[

a::relatlve shares w1thout attemptlng to reduce proflt marglns -

B KA

:ithlS seems the1r most approprlate role 5

Some opponents of wage controls would arguejthat»‘h
’-1n such a sxtuatlon, although at the macro level wage controls

o seem an'acceptable form of lelCY at a. mlcro level thelr use G
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will”cause distortionsb 1f controls are.framed 1n absolute
’.terms (as may be necessary to galn.unlon.support) thls 1s-'
‘certalnly a valld argument, and should not be llghtly dls~l:
T*mlssed On the other hand .1f controls are framed 1n per-
‘icentage terms the dangers may be less 1ntense for, as has
wibeen prev1ously p01nted out dlfferentlals seem.to be
'frelatlvely stable, certalnly far more SO . than can be eXplalned o
‘:by market factors alone.f ThlS does not mean that there u&%%f{fq%‘
'be no problems lnvolved two examples where dlfflcultlegl?

Y

_'arlse Wlll be glven below.

One dlfflculty, Wthh was partlcularly apparent
__1n the perlOd follow1ng the 011 crlsls,wus where large changes ';fi*

fln commodlty prlces nece551tate changes in relatlve wage

iy

‘Apatterns to restore equlllbrlum ’ It may well be, that even'

’.

glf controls are/not 1mposed, such changes would come about

:ivflf at all only Very SlowlY, however, when the group concerned

'ffreallzes 1ts changes p051tlon (as dld the coal mln%fs 1n 1973)

”plt w1ll push for 1ncreases 1n 1ts nomlnal wage Wthh may put
”*;pressure on any controls pollcy - Apart from the allocatlve'fz‘

'.ﬂaspect, the gOVernment w1ll be put under con51derable pres-'jﬂf»érif
5_sure by the concerned group and may be forced to make an
'Qﬂ,exemptlon as: a spec1al case Thls, however, w1ll make other

I/ : g T

:groups feel they are belng unfalrly treated and may lead to

A

B hlgher clalms from these w1th the result that the pOlle

becomes under 1ncrea31ng pressure.;,

»1iff o S o _,‘,'. 'b::-ﬂ;f

One may of course argue that the above 1s some—' =

'what of an exceptlonal case and that, 1n general thEre,lS:
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. no need for large shlfts in relatlve wages, thlS leads to
: v _

’ the second p01nt‘. It. seems that 1n almost every perlod of
: controls there has been some group wthh has suffered or

Ibelleved 1t has suffered as a result of controls and Wthh

-

1s prepared to take lndustrlal actlon, 1f necessary, to back

.up its case. Proponents of controls can p01nt out the partl-

‘*cular group c0ncerned 1s somewhat specxal yet 1t seems that

;~»1n almost every case there 1s some- spec1al case to be con- .

';51dered and further that once thlS group has achleved 1ts'f‘

©

o falms thlS leads to a flood ofarlval clalms (an analogous

H'argument can be applled to prlce controls) Whether thlS 1s
xlnherent 1n controls themselves or 1s due to the way they

jlahave been applled 1s not clear, what does seem clear 1s that ﬁffl

‘*[ffor thlS reason (and for other reasons to be dlscussed 1n a :

3

'hrlater chapter), permanent controls, even 1f deemed de51rable,

ﬁa‘may be unenforceable f‘fﬁf_.vf}sza“;gfih_f.f,'i;g;f”fjfa;f;ﬂéiﬂ:

% (d) ' Some Interim Conclusions =~
e In so far as any conclu51ons can be reached these
[

Bt ould seem to be that controls do 1ndeed haVe allocatlve costs o

;:'the extent of whlch w11l depend on the type of controls used,-

1the severlty w1th whlch they are enforced and the condltlonsih'f
o 1n whlch they are used.. ‘In some cases the effects of controls

?fmay be partlcularly 1ntense (a p0551ble example 1s 1n Germany

'“fflbetween 1945 48 though thls eplsode 1s open to other 1nter—'7t3

'},pretatlons) though more normally 1t 1s d1ffrcult to assess

'fThow severe are. the costs 51nce they are not usually readlly
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’apparent : What’does seem apparent is that controls of any
O Iklnd are llkely to run/into problems and that these problems

' Wlll be lnten51f1ed the longer controls remaln in Operatldn._ir

| ””Thls, however,'lmplles not that controls should not be

- used but that controls cannot (and almost certalnly should

R /. ‘
,“chls type of pollcy has been covered thoroughly 1n a recent

ﬁfa“Journall4 I w1ll deal w1th 1t but brlefly, one p01nt, how—*f .

gnot) be used on a permanent ba51s._ In fact,‘the overall ,_p““

conclu51on tb thlS sectlon 1s that 1f the only dlfflcultles
. ~

-fassoc1ated w1th controls Were of the klnd mentloned above

”f‘there would Stlll be ‘a case for the use of controls glven fl'

14,that each partlcular scheme Was formulated w1th suff1c1ent o

P

"fhi‘;t;‘hrpigffgsgk~ -

'”‘care,

"gfl.ﬁ'fTak BasedﬁIncomes Policies.. '

R

L L

Varlous schemes have been suggested Wthh are’;,:"
b7u;de51gned to avoxd the allocatlve problems conventlonal types,7:

““jof controls cause,lof these the most popular lS TIP Srnce

“fever,'should be made clear and thlS 1s that s1nce TIP has,f?iiﬁ

s

.twnot been app11ed as yet (though the present controls ln

Nunr,_:ﬁuﬁegﬂn-;_“:-‘

. uw_ A

‘ “;fBrltaln have such elements) many of 1ts supposed qualltles;r'“““**'

‘for defects (1t 1s obv1ous from the Brooklngs artlcles that

'»«fauthors are by no means unanlmous on the galns and costs

';fassoc1ated w1th TIP) may in fact be 1llusory

Lo

'Vf Under a TIP scheme there is a set norm for wage

-ancreases whlag.can be legally exceeded as long as the flrms



71c0ncernedi are prepared to pay an extra lncrement of tax,v
jthe 51ze of whlch ls dependent on the amount the norm 1s

Qlexceeded by ThlS 1t 1s suggested w1ll stlffen the back-

’.

. 15
bone of 1ndustr1allsts" to res1st excessrve wage lncreases.

r

"Slnce the nopm can be l-~ally exceeded 1t 1s suggested that

—

5 _many of the allocat1Ve dlSt!;tlonS 1nherent 1n conventlonal

N u.). .
‘f.vallClQS CanybequpaSSedrg-f

l‘ B

F‘ﬂ There are several grounds on whlch TIP has been y';g-f
i*_cr1t1c1zed In thézfﬁist place lt 1s suggested that'the'iﬂi
admlnlstr%tlve problems %ssocrated w1th TIP would ‘be in-

'fsoluble,zthls cr1t1c15y/w111 not be con51dered here.:dA:"

‘“second llne of attack ar u‘s that there w1ll be a tendency

Hj,for flrms to Shlft the extra tax they have to pay by raLSLng

7*’pr1ces and therefore TIP W1ll have potentlally perverse

)

’-f;effects.z Whlle 1n a monopoly model _as’ Isaard16 p01nts out,;;':

HVEhthls shlftlng would not occur lt 1s p0551ble that in’ a world

o S

lbf,of uncertalnty, as Isaard agaln notes,fshlftlng of some order MR

o

'5.of magnltude 1s llkely Perhaps the best defence of TIP from ?;'G“ﬁ

?“f"thls argument 1§$glven by Seldmanfl7 WhO argues'that although

‘I“ffshlftlng may be a problem ln the short run, 1n the lOng run

'#ilt 1s less problematlcal 51nce 1t requlres not just a higher-goﬂ°l”h

'5_fcorporatlon tax rate but an 1ncreaslng tax rate,vso 1f TIP

b

bpycan be a long term pOllcy (Wthh Seldman suggests 1t should

t-htbe), the effects of shlftlng may be relatiVély mlnor., If on

\';_ﬂ a. problem

the other hand 1t 1s used ln the short run shlftlng remalns f'oﬁﬁ""

w
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1rd cr1t1c1sm p01nts &ut that whlle TIP pro—

it js3. 3% no such 1ncent1ve for workers, unless one con51~?5 e

ders proflt rates affect wage bargalns. If proflt
rates not 1nfluence wage bargalns llttle may be galned
espec ‘as the tax galned w1ll be redlstrlbuted to flrms

in*Orde av01d aggregatlve effects on 1nvestment A flnal

h.crltiCi, ould suggest that although TIP may 1nf1uence wage y

. W

';thus proflt rates w1ll tend to lncrease.b leen unlons

such 1ncreases 1t 1s llkely that prlce controls Ry f

T.(w1th al 1e1r concomltant effects on resource allocatlon)

‘?hilw111 haVe to be 1mposed whlch negates much of the purpose {

bhfﬁils subject to a varlety of problems

..“ifempha51zed these problems may be, at 1east«part1ally, Of

onf TIP 1n the flrst place (see, however, Walllch18)
These crltlclsms are not meant to 1mply TIP cannot
Th;work for\there are many p0551ble counter arguments, rather g?,-’

fthe 1mpllc§tron lS/fhatTTP 11ke»any;other form of controls,};ffv°‘”“

:Agaln 1t Should be 'ﬂ7i~"ff;f e

A

N

| fjtr1v1al 1mportance were TIP to be used

©. 3.7 The tong. Te'rm_"E.ﬁfec‘ts"”_of-’f*Wage Vah'd'-'fP"i?iéé”’c’o'nt’r'di's’j;f{.;_ L

'“”fgloplnlon, 1mportant llne of attack on the use of controls.,;fo

In recent years there has been a new, and 1n my

'QfThls v1ew recelved\uts most/clear statement 1n an 1cono-”'?gf.ff5

p T

'fclastlc artlcle by Llpseylgiand whlle I belleve that at tlmesf;»ﬁﬂf
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*he presents seem fundamental to a dlscu581on of controls.

,about;

:’system ltself 1s removed Llpseyoempha51zes as an example

3(though he does not prov1de any ev1dence on the p01nt) rentﬂ‘v,

‘f7f5~cause when they are applled in. flex prlce markets-(partlcu—f'ﬁ

'Vﬁflarly 1f they remaln 1n operatlon after the rest of the

Y f'l39

’ _he overstates hlS case for the sake of dramat1c1sm the v1ews

Z'LiPsey_afgues that the major'problems'associa;egw

-w1th controls are not the short term ones of resource mls—

allocatlon and admlnlstratlon costs (the latter has been“

flgnored 1n thlS thesrs), for 1mportant as they may be, they

_are mlnor compared to the long term eff%cts controls brlng

L The flrst of these effects 1s that ce;;jin elements~;,-»

of controls may remaln ln operatlon long after he controls

lv L

J“}controls whlch he argues w1ll become 1ncreas1ngly dlfflcult'fﬁf"

‘°-to remove the longer they have remalned in operatlon.-.Theth,‘K;’

.\,;‘

'7¥ygeffects of rent control are well documented elsewhere, and

i ° ATl '

'Trfgcertalnly show very clearly thefdangers prlce controls can- s

X /

= TS Lj‘ﬂ;»\’

ffffﬁcontrol apparatus is removed 'f Indeed one author (Llndbeck
*QQuoted ln Llpsey s artlcle) has been led to say "In many cases

"fﬁfrent control appears to be the most effrc1ent technlque known

’w.ifto destroy a c1ty -‘except<\6f\50mbtn.**‘—ﬁéﬂrfffﬁwe;_333;;5”

Even more serlous 1s the way controls can 1nfluence

fgffthe dete m1nat10n of economlc and soc1al pollcles.f'Iniffff‘ 5f}~"'

¢

Jf;partlcular,'lt seems that contrd}s are unpopular amongst ffrﬁg»:',
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rather more detall ln Chapter 5) y In the flrst place unlons

(later such a rOle was glven to lmport prlcesba and 1ndeed

5;many would Stlll v1ew them 1n these terms ThlS lggatself

;_many causes,.but 1t 1s not unreasonable to;suppose that

trade unlons - thOugh not always w1th the populatlon at
. s . ®
large —-and these w1ll demand certaln "quld pro quo measures

gaining.» leen thlS scenario the government has essentlally

two choaces open ' (a) to 1mpose controls on unlons and hope

that publlc oplnlon w1ll be suff1c1ent toapersuade unlon~
P

leaders to ablde by them, (b) to prOV1de sufflc:ent' 1ncen—

a

t1Ves" to. galn unlon support Both\methods, have been

attempted in Brltaln both can have very serlous»consequences{

140

.1n_retur eptance df restrlctlonson collectlve bar- e

@ -

o

- -T”Q
method Controls were used as’ part of that government >

_ strategy of "g01ng for growth" and many con31dered them as;

“_p The Heath government (1970 74) attempted the flrst -

.a- key element of a sen51ble pollcy package, the 1nterpretatlon

glven here 1s otherw1se (these tOplCS w11l be addressed in.

were v1ewgd as the culprlts bf the 1nflat1%nary PrOcess ;ngv,,t

‘.f:_/'. &

FRl

'h:ls one of the dele;arlous effects of controls, for all too

~often one sectlon of soc1ety 1s blam d for somethlng whlch |

,._‘“‘v ; o

o 1n no small measure, lS not 1ts fault, The sharp class f<5""'

.,-‘i

';d1v151ons, and general dlStaSte for unlons, 1n’Br1ta1n has

o

Eventually, as 1s well known, theiHeath controls

:Ecculmlnated 1n the mlners strlke of 1973 74 and the ensulng

3‘;51

"ugcontrols have been one such cause._.:Q g ;'..{’,'»¥__;.fxﬁ-f;*"
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General Election of February 1974. That controls can have

such a strong influence on the political affairs of a country
must be 'seen as one of tHeir most serious faults particularly

‘ -v i . .\'\ . . .
.as it obscures attention from policy choices in other areas

i

of the economy (the present Labour government seems headed

-for a situation‘slmilar_to that whlch faced thevheath,govern-
ment despite ‘its attempts to cooperatermith union wishes) and >
leads to an election based/onﬂissues such as "Who rules the

»country?" (\

The inference of the above appears to be that an
attempt to enforce controls on parties against their will

(this despite the fact that the Heath government did in fact

}

"accompany wage controls with fairly extensive price controls)

‘is unlikely to be successful,uat least if it is often attemp-

ted,‘and may lead to serious political repercussions. It is
therefore, worth looklng at the alternatlve strategy, i. €.,

that of adoptlng a conqmlaatory strategy towards the- unidns

v

'w1th the aim of acquiring their acquiescense towards controls.

At first glance such a, strategy appears to be a

less pa1nful alternatlve, however, 1ts conSeguences may be
more,damaglng than those assoclated-w1th "unlon bashlngq ‘ : ,
The reason is that/unlon support w1ll in all llkellhOOd be -
{dependent on the grantlng of many conce551ons ;nd these
.concesglons will become 1ncrea51ngly unpalatable the more -

- S
‘tlmes the strategy is- attempted Such conce551ons may

Jnvolve the use of rent controls, closed shop leglslatlon,

. . %
T e -0



~on inflation will be less favourable than has pre&ioUsly

natioﬁalization or a variety of other measures (some of which

will be examined below); even more important, for our pur-
" . : \ ' '

poses, they may involve the imposition of more expansionary

| demand policies than would otherwise prevall If this is

. T ,
1ndeed the case (I shall argue in Chapter' 5 that unions do
demand exggijzonaryypolicies though they are not always
successful in achieving thelr goal) the effects of controls

a
been suggested partlculaﬁly if the government is forced to

jlfwer unemployment below the natural rate. For this reason

econometric assessments may give an over favourable estima-
tion of the benefits of controls.
’ v G - N -

? ¢ '

° ,‘Another "quid pro guo" meggure which may be in-

Bl

' sisted‘up0n is ‘a  reduction of inequality (again the Heath

N

government attempted to do this even though controls did
not have union support). As has been argued earlier this

will, if successful, lead to‘higher unemployment and may

“&lead to dissatisfaction{ barticularly among thdse;groups

most affected (Llpsey suggests a lot of the recent wave. 3
o \

of middle class mllltancy in Brltaln has at'its roots the |,

fact that thls group has suffered most from the lmp051tlon
A

of controls) Furthermore, 1t seems unde51rable that“lncome

_dlstrlbutlon shoulg be determlned by unlon'dlctates and not’

»

- be -democratic processes (some of course would suggest lncome

'dlstrlbutlon should be left- toimarket forces) partlcularly as

union V1ews on income dlstrlbutlon may not accord with those

: of the general pOpulatlon.

A
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The final "quid pro quo" measure tq be discussed

‘:here'relates to the use of price controls. It is argued

that these, by reducing profit rates, may have a serious
adverse effect onhinvestment levels. In' the earliest periods
of British:controls, the emphasis was on curtailing the

growth in wages (indeed meaningful price controls were nqt

used until 1966) and,‘therefore, the argument is of little

o

of controls. \More recently it does appear controlsvhave put

e

downward pressure on profit rates (for'example'during the

o

.period March 1974- July 1975 when, in part for this reason,

real wages rose very 51gn1f1cantly), Llpsey argues that thlS

is fundamental in explalnlng the "1nvestment strlke" hotice~

P

’able in the U,Ke'at that time and further suggests, that

. because the assured life of a government is much less than

that of the capltal stock, there are pOllthal gains to be
made frqp pursulng such a pOlle ThlS argumentAmlght be
countered by assertlng that the effects of prlce controls

on prOflt rates are trans:tory and the latter Wlll move back

to thelr orlglnal leVel when controls are removed. The

- dlfflCulty here 1s that 1f controls continue to_ be used as w

-

regularly as they have been 1n the U K. in recent years,‘

1nvestment will be curtalled for long perlods'— as 1ndeed

!

on the capltal stock (recent eV1dence suggests that the

143"

relevance - indeed, capital was in many cases, the beneficiary -

. it seems to- have been - whlch wrll exert a downward 1nfluence“‘

government has become aware of such dangers and further L ~¢f

that proflt marclns are not’ as low as they Were at one tlme)

N

&

—~J



Thus, even if profit rates return to their'former level
once controls are removed (whlch may take tlme 51nce upward
movements of proflt rates may be countered by uoward move-

ments in wage. rates) the capltal stock will be lower than

it w0uld otherw1se haVe been. Furthermore, the expeetatlon"

_that prOfltS Wlll come under control 1n the future may act
' " to further dlscourage 1nvestment even when controls are not

in operatlon. ‘In theory of course, many of these problems

144

‘ic0u1d be av01ded by the use of margln controls but glven the

recent experlences of the u. K., it may well be that polltlcal

¢

: cons1deratlons mllltate agalnst the use of these and towards

the use of conventlonal prlce c0ntrols.
: g o

- These are juSt a sample of the measures unlons may

demand ln return for -control over wages- one’ of the lnfer—

R

&
/ences whlch can be draWn from thlS is well expressed by~

Llpsey in the follow1ng passage ) -

Z'The paradox1cal result 1s that, whenever they
persist for very long, wage~pr1ce controls that
were first instituted to: control the power of .
-unions end. up by giving unions a degree of power
they could never otherwise have hoped to attaln —[
and mlqht never even: have asplred to T S

.-

o Certalnly the ablllty of unlons to 1nfluence

economlc and soc1al pOllcy is somethlng whlch should cause SRR

,Jconcern. In tmaflrst place, the pollc1es Wthh they suPPort‘itp, s

v'are often based on mlsconcelved ratlonallzatlons (as regards ~;é“

‘,'arent controls for example) and furthermore,'mav 1n some cases,'

'_serlously attenuate democratlc forces Secondly, even 1f onef:

U;supports UP to- date the POllCleS they have been 1nstrumental.{b-ﬂ“'b
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in gettlng put on the statutelbook- there is no reason’to
:belleve one will contlnue to do s6 in the future.‘ Frnally,‘j
the>very fact thatlunions have.such a role-in‘the decisionv.'

,maklng process should of 1tself be cause for concern, for

'1t seems_ to throw the whole process of democracy into second

'place. R
tb.ThéSe.are not.the_only.long term effectS'controls
- can cause’~tThey serve, however,'to indicate that the damage

jcontrols may cause need not necessarlly, be a short term
phenomena and in my v1ew prov1de the most conv1nc1ng
arguments with whlch to attack the use of controls.: Indeed,
Heven if the beneflclal effects of controls could be shown
"to be more than just tran51tory there would Stlll seem to
bela.very strong, and in my oplnlon overwhelmlng, casej
b_agalnst the use of controls. Thls 1S'the essentlal con—r
_Clu51on of this. chapter, a conclu51on which. w1ll be, for

a o
'the most part, supported by the ana1y51s of the flnal

.lchapter of thls the51s |
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'4.11 Introd@ction

| - e
o CHAPTER” IV

WAGES AND PRICE CONTROLS: «
THE ECONOMETRIC EVIDENCE FOR BRITAIN. . = . o

The prev1ous two chapters have attempted to outllne E

"’,the poss1ble galns and costs assoc1ated Wlth the 1mp051tlon

of wage and prlce.controls; Thls chapter w1ll look at a."

number of attempts to quantlfy ‘the galns, and 1n order.to

»and when 1t 1s reallzed that the costs 1nvolved (these ZQV

uffwere outllned 1n some detall 1n the preV1ous chapter) may?f

: do so, w1ll 1llum1nate on a number of the econometch pro—
'blems 1nvolved It w111 be seen that assessments have, on '

“:lthe whole, found such pollc1es to be largely 1neffect1ve,-

‘ntlnot be 1ncon51derable, thlS mlght lead one to be somewhat fhf -
7less than sangulne about the 1mp051tlon of wage and prlcelf RSN
_t:controls.‘ Such a conclu51on, however,.ls not entlrely jus-xtt;;f
ifitlfled from an examlnatlon of the econometrlc ev1dence alone,iﬂlv
?{;for much of thlS is. seVerely flawed 1n a varlety of wafs.fifhbnﬁmf

4-}Furthermore,zthe relatlve fallure 1nsprev1ous perlods may be

f{;due to a lack of understandlng of how wage and prlce controls .
jafwork - thlS may change 1n the future Put 51mply, econometrlcioid
ly’ev1dence can shed some 1lght on the past record, 1t does not
7';necessarlly conStltute a flnal verdlct of the merlts, or

if_otherw1se, of controls.

R T T R CHPE A
KT
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)

ThlS chapter will have the follOW1ng format
1n1t1ally there will. be a dlscu551on of - the general form of
the wage equatlon and then Varlous arguments of that equa;
-thn w1ll be examlned in more detall Folloﬂ&ng thlS, .

rmethods of representatlon of the effects of controls will

be examlned and 1t will be suggested that the’ rotatlon
bj.hypothe51s (descrlbed in Chapter 2) is probably the most
: gsatlsfactory Thereafter, there w1ll be a brlef dlSCUSSlon o

uof the prlce equatlon and an assessment of a number of'w

:;n-econometrlc models whlch deal w1th the Brltlsh case.‘ Flnally,"'c

'there w1ll be a brlef summary

'ff4{2{eThe.Role”of~thehWage]Equati8h7?

Any attempt to quantlfy the effects of controls

”_fdnecessarlly 1nvolves counterfactual predlctlons, for thlS

'7',reason 1t 1s 1mportant to haVe a model whlch 1s capable of

hfﬁmaklng such predlctlons.r The most usual cholce 1s one whlchw,:?75‘
_ _ v / .

~

",cons15ts of a wage equatlon of the augmented Phllllps curve jbffs[f

”ftype and a prlce equatlon (many StudleS contaln just a wage'v,7“7x"

‘._g.equatlon - the p0551ble 51gn1f1cance of thlS w1ll be ex_‘3‘f'5

'-;fplalned later) based on normal cost pr1c1qg 3 There 1s,}:’.ﬁ

\J
however,'an alternatlve to thls model, an alternatlve whlch

has been suggested Wlth some vehemence by authors such as f-'f

»'§f0i} and Darby2 These authors suggest, that 51nce monetary

(and p0351b1y flscal)varlables are the fundamental dr1v1ng

force behlnd ‘the 1nflatlonary process, 1t is these whlch

S S
3 should be con51dered ln as assessment of the effects of

=
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dcontrols. It Wlll be argued below that the case is not as
clear cut as these authors suggest and 1t may well be that . i?h.

'the cOnventlonal model 1s preferable desplte ltS aSSOC1ated

'_problems. In part ‘the reason 1s, that although the llnk

.:between the mOney supply and 1nflatlon may be qulte close
.1n the long run, 1n the short run the relatlon 1s a poor |
;one and probably 1nfer10r to that prOV1ded by a comblnatlon ‘:Viff
;of the augmented Phllllps curve and a prlce equatlon._.In
ﬁpart also the Phllllps curve can be seen as’ a strudturalA

f!equatlon In a- larger model, a; notlon Wthh has been developeddiV

umore thoroughly by Gordon3 and Llpsey4,; If thlS 1s the case'gf.‘“

“:and 1f that -curve is. stable (or structural changes can be_fx-ﬂ

hldentlfled), a monetary model 1s unnecessary to represent’ﬁy

'y“-fthe effects of controls. 5

'd433cTThe“Determinants¥Of7the'Wage-Equationdi

leen that the “tradltlonal" model 1s adequate

'“@cigfor the purpose 1n hand I shall now dLSCUSS what I cons1der hf;”

k4

"ﬁuto be the most 1mportant component of that model = the wage

';ffequatlon.; The 51mplest formulat10n of thlS equatlon relates,fd:f

V'ffor reaSOns dlscussed in. Chapter l percentage changes 1n

‘jtwage rates to- an excess demand varlable (usually unemploy—;'f

\1hf*ment) and 1nflat10nary expectatlons._ The ground will not

'be relterat% . ere, however some of the econometrlc problems_l.;“A
o a55001ated w1th each of the varlables w1ll be outllned 51nce:._f7'

'these are often 1gnored 1n-econometr1c assessments.;'
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'As regards the dependent4var1able,“a‘commqh‘formu—"(ﬁ g
latlon is the prOportlonal change in the wage 1ndex ‘over the o
fcorrespondlng guarter of the preV1ohs year, i e., (w.‘f‘wt_4)‘
h/ tl4‘ However, as a number 3 authors hav? emphasrzed, | -k
'thls 1s the correct formulatlon only 1f certaln rather res-.
| trlctlve assumptlons are fulfllled The assumptlons Wthh |
xlmust be fulfllled are the follow1ng (these sre stated by 2
/bngowley and Wllton ) o _;;g;i;j jv.ff “‘j' '
| ‘l llﬁ_"Wages are set‘annually for all workers ahd once
l:,establlshed, remaln flxed untll the next annual

':negotlatlon and settelment..;M§{‘
j'ﬁéif "éhe labour force ls lelded 1nto four.dlstlnct
F:fblgroups on-. the basrs of the quarter 1n Whlch thelr
ijgannual wage negotlatlons and settlement take place.
”"fEB;f;"The ratlos of all seasonal groups 1n the labour 'ff"
iiforce to. the total 1abour force are constant i
B 41ff"The percentage changelln wages for each of the
v;ﬂi;four seasonal grouPs 1s a llnear functlon of the'i:7
lg-g'same’set of explanatory varlables w1th the same 7.t:]fﬁtf’
*thflgfparameter values for each'group.;.vj?pfl5lx'”tv"l
lfl?fs;:p"The relatlve chahge 1n the aggregate”wage.rate
;lghls‘apprOprlately approx1mated by a moV1ng average
iforcthe relatlve changes ln the wage rates of theA
lfour groups;:a o e B ‘
For the'most part authors have, elthervexpllcltly orvlmpllefb

é]ic1tly assumed these condltlons are fulfllled and have pro-lf

ceeded to use the Overlapplng Annual Wage Change method w1th



'f,they flnd that many varlables, whlch appeared to be hlghly

o 152
"Ordlnary Least Squares estlmatlon technlques | However, as
'inowley and Wllt0n6 have p01nted out,.thls procedure w1ll

| lead to autocorrelatlon and 1n many cases t statlstlcs w1ll

'.be art1f1c1ally 1nflated Usrng Generallzed Least Squares

',l51gn1flcant under O L. S ; become 1nsrgn1flcant lncludlng

'the excess demand Varlable ) The 1mpllcat10ns here are Of
vcourse obv1ous, for 1t would seem that manlpulatlng demandl‘,ipy
:‘may be a futlle (and therefore 1ncorrect) pollcy 1f wage £
"fsettlements do not respond (demand can, of course, affect'
| prlces through other channels) . Indeed, Rowlev and WlltOnl
. ;go S0 - far as to suggest that Canadlan econom:c pollcy may
have been based On totally 1ncorrect premlses.hfﬂfv”vdri{fﬁ_; f'<{ ?n
S : _Vy _ N T Co - ékfjéx. -
A number have challenged the Rowley and Wllton > "
“;fgonclus10ns and for a varlety‘of.reasons These are llsted.
qfchj? (a) Slnce the Rowley and Wllton estlmates flnd not only f;~w”
B ;J;the demand varlable but in. many cases all varlables “F:;'“jl:
?ipto.benlnslgniflcant: the‘;esults seem 1mplaus1blevddw :
jlto say the least In oartlcular, 1t would ‘seem. |
éhe most casual emp1r1c1sm, workers do,vlnbﬂxiag:iifq“
‘ take 1nto account past lnflatlon rates.:_ bt;
wage bargalns ”ﬁ:fyaﬁsz;v;if;hfjtfiir[gffifyifil o
wage}change.modelsv(whlch aré{'hawévéf,];f;fi’”’”"
n- the same assumptlons as the OAWC mpdels),?;rh;“f'

5often = thouéh not always = flnd the excess demandfh:'““
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varlable to be srgnlflcant.< In‘thislconnection

7
. see Reld s assessment of incomes pollcy 1nuCanada.,
. . .

(c)° Most 1mportantly, estlmates based on the lndlvrdual

contract}data, Whlch avoid the problem of auto-

_ correlatlon ‘and do not v1olate the earller assump;v
thnS, have round the excess demand va;rable to beh'
srgnlflcant. Although GLS, estlmators should be_"
deemed superlor to those of 0.L. S they must be'

consrdered 1nferlor to the dlsaggregated c0ntract

data.' Examples of studles Wthh have used contract e
8

o
1

data are those of Rlddell, Sparks and Wllton9 and
HammermeshlO t?’ flrst two are Canadlan studles,‘

‘ y»ithe~last named-Amerrcan). K
{l ) ' . !.._' ‘

";From all thlS it would ‘seem the c0nventlonal formulatlon 1s

. }ito unant1c1pated 1nflatlon) and the fact that 1t has not

'lngowley and Wlltonll found that when varlable welghts are Th” ‘

1nc0rrect but that G L S estlmatlon also prov1des problems‘"

‘fThe preferred method would seem to be to use. contract data

[
I

"(espec1ally as thlS allows the use of a "cateh up" varlable -

a varrable whlch shows the response of 1nd1v1dual contracts_;_

,»,vrs., i ¢ . \,[.

*;Ibeen applLed 1n the BrltlSh case casts some doubt on ‘the jfijx

f@assessments of ébntrols whlch have'hltherto been made.:f;i‘udﬂ
: B R _ : e “H_W;'

So far 1t has been assumed that the assumptlons

bﬁ:-llsted earller are upheld In practlse it seems that these
RSN B ".“ .
*.;are unreallstlc_ and furthermore when reallstlc assumptlons ff

I

'Qfare 1ntroduced COnc1u51ons can be srghlflcantly affected



d';Sumner_gg\_yard 7 paper, ba51cfweekly9wage rates changed

‘ .'fllS s whereas weekly earnlngs changed by 169 %

A,
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(\
: v b . \ :
" used with G. L.S. estimation technrgues most varlableS'
ubecame 1n51gn1f1cant (more recently they have-prOV1ded a L

{

\

-set of 33 p0851ble Phllllps curve relatlonshlps each u51ng
;[a sllghtly dlfferent spec1f1catlon - most though not all, ¥ -

find. unemployment to be ln51gn1f1cant at the lO % levellzl

o .

" and- 51m11ar results are found by Ashenfelter and Pencavell§3 f
i
'u51ng the Q.w.C. spec1f1catlon - A varlable welghts scheme

N ! oo

'has, however,,not been applled to Brltlsh estlmates On

' controls”thls may be a further reason to treat such estlmatesv,v‘

Wlth cautlon.” T : ] ER ;"», o | ﬂj'[ .'dﬁﬁ

( (2N

: A flnal p01nt should be made concernlng the depen— . .j‘
Edent varlable and thlS is that the results may Stlll depend

’ﬁcrltlcally on the way the percentage change 1n wages 1s

-

measured For example, there is the questlon of whether '

’””one should con51der weekly wage rates or- hourly wage rates,

[
')

‘or ;ndeed whether 1t 1s earnlngs Wthh should be con51dered

o

4gyJudglng by the dlfferent formulatlons Wthh appear 1n the ..
‘fllterature (see for example the v1ews of Gordon]j4 and 0115
Mi’the 1ssue has not been settled yet and w1ll not be dealt
g'w1th further here. ThlS, however, lS not to deny 1ts:w

51mportance, for example, Godley16 has p01nted out that 1n

"tﬁe perlod 1956 1971 Wthh was that chosen 1n the Parkln,;if

o

G0

'“;fx The foreg01ng has glven a taste pf'the probl‘v”

01

,(

fiassocrated w1th the dependent varlable, yet there are~



quite major problems associated with the independent vari-
ables. The excess demaﬁd variable has provided a number of
difficulties for the econometrician, some of which will be

instanced more fully later. One difficulty is related to

- the choice of that variable. Generally, the unemployment

rate is the most common choioe, however; this is only the
_ , v . I o

correct variable if there‘exists a stable relationship be-

tween it and the vacanoy rate.(tﬁis matter was discussed

in the first Chapter). 1In particular; over the course of

-

the cycle the relatlonshlp may not be. stable (explalnlng
Observations of counter- ClQClese loops) and more 1mportant
for our purposes there may ooour structural changes which
will lead to shifts in the unemployment-vacancy relation-
ship.' The latter have been particularly important in

recent years and will be alluded to on a  number of occasions

in this chapter.

Most authors have'realiZed the importance of an

expectatlons variable in the wage equation. Even the early7'i
. assessments (those of Ph1111p318 and Llpseylg) included the

past 1nflat10n rate though its implications:were not fully

recognized'. --The past 1nflat;on rate is, as later authors
have notcbeen slow to point out, the correcq specification
.only in the case where inflationary expectations\také just

that rate into accdunt. There is iittle,reason to' suppose
that this is the case in the real world. Furthermore,'even
if the past inflation rate is approprlate, its 1nclu51on

‘will lead to simultaneity bias. In general most authors

4



have con51dered this to be of minor 1mportance though R81d20

does manage to avoid it.
N a:

W

, ‘As hlghllghted earller, the actual method of cal-
culatlng the expectation series is open .to some discussion
and a number have suggested reasons whyAthe associated coe-
'fficient may be biased in a downwards directioq‘. An'alter-
native would be to.use dlrectly observed expectatlons, such
a procedure has the advantage of testlng just the one- hypo—
thesis as opposed to the joint test. made when expectations
are modelled. One 1nstance where observed expectations

are used is 'in the paper by Parkin, Sumner and Ward21

though, as’ I shall indicate, there are reasons to belleve -

this may lead to 1ncorrect conclu51ons.

-What 1swapparent from the above is that there are
al varlety of problems 1n deflnlng a wage’ equatlon for the
pollcy off perlod and furthermore, that many papers do not
come to grips with these problems. Given the nature.of thls
thesis, I have not attempted to deal fully w1th the polnts
raised, rather the 1ntentlon has been to highlight reasons

ko

for which prev1ous work can be cr1t1c1zed and to suggest
\ “
dlrectlons which future work should take. .I shall emphasize

a number of these points later when attention is turned to a’
varlety of assessmentson the effects of BrltlSh wage and

pr1ce controls.'



(AT,
’ \

4.4 - Representation of the Effects of’ Controls - The
' Case of the Wage Equatlon ) . -

i

Even if an. accurate policy-off equatlon can be
formulated the measurement of controls can Stlll be mis-
‘leadlng if 1ncorrectly attempted. Broadly,speaking, three
: methods are used: | | ; |
a'l. Simulations based on predlctlon errors of the wage

equatlon 1n‘the on—perlod
2. The use of shlft‘dummy variablesf
3. The formulation of a policy—on equation {or some
similar approach) either for the whole'policy—on.~
period or for each separate perlod of control;]
" The flrst two methods w1ll be accurate only if the structure
is unchanged between the pollcy onaand pOlle off equatlon,
otherw1se (1) the estimated slone of the policy off curve

will be too shallow and (ii) the overall goodness of fit

w1ll be lower than it should be. Ifnh wever, the norm acts

to restraln settlements above the‘nor;*(and has a perverse
effect on settlements below the norm) there w1ll be a
structural break.  In econometrlc terms, for the mOdelz

W =a + bX +. e, where w is the percentage change in . the
wage rate, X is a set of explanatory varlables and e 1s*an
error term and a and b are parameters the dummy variable
'method is correct 1f the a parameter is the only term affectec
If on the other hand, b var1es or the values of the explana—’
tory values are altered the dummy and 51mulatlon methods

14

" arerlnadequate._ Slmulatlon methods are subject to the :



]

4
further criticism that they provide no test of statistical

significance. ‘ -

hed

An alternative method of assessment, as suggested
in the second Chapter, is to consider the possibility,tﬁat
the wage curve hay be rotated in an anti—clockwise‘direction

9

during perlods of lncomes pollcy —_w1th the- prOt p01nt at

-

.or about the wage norm. Such a suggestlon emanated from an
article by Lipsey‘and Parkinz_2 where a separate equatlon was
fitted for the pglic¥~onvperi0d..While in many ways prefer-.
able'to the preulous methods, there are-feasons to,believe |
that this.procedure is also inadequate._ In particular,'it is
assdmed‘that: | | | |
(a) in each period’of controlsjthe norm nas setlat.the
same fate; © |
(b)- that-all periOds'of controls Were~enfofced with
' equal severity - a hlghly unreallstlc assumptlon.
‘To cabture more accurately the effects of controls a model
fmust be able to allow for the dlfferences between dlfferent
periods.of controls for it seems that there maf be;more
;diversitﬁ between different'periods-of contfols than betweeh
some perlods of controls and those of no controls.‘ Inter-lf
estlngly, Parkln, one of the authors pf a later study, has
4apparently turned hlS back on the rotation hypothe51s for

just this reason.

‘The p01nt of view taken here, however, is somewhat

dlfferent from that of Parkln and is lnihne W1ﬂ1that advanced

. . . . .
! . . . .2



‘byiRefd.23 Although the original formulation of the rota-
tion hypothesis was inadequate it is possible to refine

that formulation so as toTallow it to make good oredlptions
about the effects of controls. To do so it is necessarynto
:recognize‘the diversity_of‘effects between\periods_(and even
sub-perlodS).of'controls and then to outllne‘a method‘whiCh
can allow for;this dlversity.‘ Such a methOdeill beriS7
cussed later‘in thls chapter. | |

s

4.5 The Price Equation

'

The price eguation will:be~examined in less. detail

than the wage equatlon prlmarlly because I feel it is 1ess

' 1mportant to an understandlng of the effects of controls.

‘That thlS seems to be a common oplnlon 1s reflected by -the 1
relatlve pauc1ty of emplrlcal assessments of prlce controls
compared w1th‘those‘of wagejcontrols. This should’not, how—‘ ]
eVer\be‘understOOd to implyvthat the'prlce equation can be

"1gnored there are a number of reasons why it 1s of some
value.‘ Most 1mportant are (a) it is often suggested that
controls lead to a reductlon, or a slower growth ‘1n real'

'j wages. If such does occur one (and that thls leads to a post—u
controls wage bulge) would expect the pollcy off prlce emumlon
to be subject to p051t1ve predlctlon errors (b) lf prlces are

| 1nfluenced by the level of demand 1t 1s poss1ble for a’ rota-?:
tlon to take place of the prlce equatlon - analogous to that :

of the wage equatlon.‘ One mlght add. that 51nce most prlce

equatlons have been ‘based on normal cost pr1c1ng they cannot
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show such a rotation, (c) it is possible - particularly for
a governmentﬂof the left - to put the burden of controls on

prlces and leave wages to be determlned largely by collectlve

bargalnlng In such a case, wages may or may not respOnd
‘ Y

and the 1nclu510n of a prlce eguatlon would be of 1nterest

lln this regard It may 1nd1cate why the controls (1f un- -
: N o o

'successful) falled.
-’

R In the lrterature ' the main method of assessment
" has been by dummy varlable methods, however, the use of dummy

’;varlables is even more 1mplau51ble here than for the wage

equatlon. Essentlally, for dummy varlables to be srgnlflcant’

,ﬂproflt mﬁrglns must fall progre551vely through the perlod of

;controls and Femain. at thelr depressed level durlng control- "]

B

off perlods. Varlous attempts have been made to dev1se more
satlsfactory methods and these w1ll be lpoked at below. One |

) method agarn used by Llpsey and Park:Ln24 is to deV1se *"'
\ separate pollcy -of £ and pollcy on prlce equatlons, thesef

&

whey flnd to be 51gn1f1cantly dlfferent.’ Another methog ’:r'gk

u ed by Godley, Coutts and Nordhaus25, argues that prlce
——cdhtrols will dlvert prlces from thelr de51red level by 1vf>2‘,; o
_som fractlon of that level mlnus the gu1de11nes, thls

j'beln dependent on the severlty Wlth whlch the pollcy is

fform lated and enforced : Further, they assume that the

leverllon between the desrred and actual prlce 1ncrease
jw111‘ pproach asymptotlcally a 11m1t and that when thev

'pollc 1s removed prOflt marglns w111 return, ceterls parlbus,
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to thelr orlglnal level ‘leen thls last assumptlon it is

«lclear price controls cannot of themselves affect 1nflatlon

‘ except tran81torlly; and while the model may be of value -

when accompanled by a wage equatlon 1t does,_ln large partL’

assume conclus1ons whlch should be proved - plau51ble o

though_these mlght.be. . . . |
T _ : D e

Before concludlng thlS sectlon, I w1sh to draw

h‘attentlon to two reasons why such an equatlon may glve an i
’_over favourable estlmate of the effect of controls Flrst—
'ly, an equatlon is accurate only 1f there are no- quallty
deterloratlons or—other unmeasured dlStOrtlonS, yet there may
be reasons for these to occur (these were. suggested in Chapter o
.3).‘;If they do, there W1ll be a dlvergence between the | | |
' measured prlce 1ndex and the "real" prlce 1ndex the latter
~be1ng hlgher than the former, therefore,'assessments of |
llmdcontrols w1ll overstate the long run{lmpact onbthe prlce
:'flevel (such an argument 1is. also appllcable to wage controls)

- ‘,“‘
o

‘A second p01nt 1s that the prlce equatlon may be

%(7based only on manufactured good prlces (s1m11arly the wage

¥7hequatlon may deal only w1th a sub-sectlon of the labour

Sv}vforce) or a s1m11ar categorlzatlon. It could be the case fhldd

"‘;that excess demand Wlll seep over 1nto uncontrolled sectors»,jj-fv:

n with the result that the prlce of non estlmated substltutesp‘

bl_W111 rlse more than would have been the case had controls_fﬁ‘f
'uunot been 1mposed (the oppos1te‘1s the case w1th complementsfr
'though substltutlon effects are usually more 1mp0rtant) »

VThus, the effects of controls w1ll agaln be overstated

T



4. A Dlscu551on of Some Econometrlc Estlmates

-of the Effects of Controls 1n Brltaln

. The follow1ng w1ll look at a number of attempts
to quantlfy the effects of c0ntrols in Brltaln.
vllst 1s by no means complete it contains many'of the most -

1mportant estlmates and should glve the reader an 1dea of

-

the conclu51ons reached

: Sm1th26; '

Ty

Smlth s paper was part of a Brooklngs collectlon
:‘on the Brltlsh economy

’ assesses the past record and also dlscusses alms and 1deals

i

~of controls ‘in! the Brltlsh context.'
7papers 1n thlS area the perlods chosen as controls -on’
fperlods have 1n large part set the scene for later.work L
(1nclud1ng the estlmates of Llpsey and Parkln and Reld |

ffwhlch w111 be consxdered later)

;;outllned here

Period

fi]Perlodj

T:ﬁ'fPerlod

Perlodw

C Period'

‘ftfPerlod

5
6

'}It 1s obv1ous that

-far more strlctly than 1n others (for example, 1t 1s in-

:ﬁsome doubt whether the 1956 perlod or the 1962 1964 perlod

19561
1961 3
1962; 3
T1965 1

1966 3:1

ln some

per:ods controls were operated

The flrst assessment is that of

-

The paper entltled "Incomes Pollcy

S

*1950 3p;h'
1956: 4T13?
:1952;2”01;.
.1§§423r,f:bpn.e..
1966:2
:1967 4f'd

Though the
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AScone of the earller-

nd for thlS reason w111 be :
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should be con51dered ones of controls), though because Smlth
: uses a separate dummy for each perlod thlS is, not too”

severe a problem

, The.wagedanddprice‘equations’are_the,follOwing;'

[T | | | PO JUREN IR o
_y w(t) = a + bu (t) + CP_r(?-t) + eP‘F-(t 1')' jr_iri_li + Vl_(t)‘;.'
N S S 6 i e
: ?r(t)“%,g +.hw(t) + 3P (t) +,hQ(t)L+viilMiIi +}v (t)_.f'

where w is the rate of change of wages, u is the unemployment
RN (D -

rate, ﬁf is the rate of change of retall prlces, I is a dummy»‘

'varlabf%>'fm is the rage of change of manufactured goods -

prlces, Q is. the rate of product1v1ty growth (labour produc—--

-t1v1ty),;vl'and~V2-are error terms and all the other symbols e'“

i o
'are the assoc1ated parameters., ’
Many of the cr1t1c1sms outllned prev1ously can be
ralsed agalnst the above equatlons.; For example, the wage

'f equatlon 1s probably mls spec1f1ed 51nce the present and

prev1ous rate of prlce change are entered and not prlce

expectatlons.r Furthermore, there are almost certalnly auto-'ifffk:?

e s
correlatlon problems, resultlng from the four quarterly

v;;:mov1ng average methods (Smlth also conducted some tests
. Wlth a quarterly overlapplng deflnltlon) Flnally, the
whole dummy varlable methodlls open to serlous Crlthlsm #”
for reasons whlch have been explalned T S

In splte of these weaknesses, the“conclu51ons‘are
of some value for 1n many respects they are SLmllar to thosec

Y
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reached by Reld who uses a more reflned technlque to repre-
sent controls._ It is found that wage and price controls .
.‘were most successful in’ the 1948 1950 perlod when the growth
1n Weekly wages (Smlth also conducts tests w1th hourly e
wages and earnlngs) were reduced by over two percentage
p01nts. In the 1966 67 perlod there was a lowerlng of
weekly wages (some other serles showed larger quantltatlve
effects) by about 1 1/2 5§ and in other perlods the effects
were 1n51gn1f1cant or even perverse (for example, durlng 7
the 5th perlod) In general then the conclu51on is- of
at best,/avfalrly‘glmlted 1nfluence of prlces and 1ncomes'h'
pOlle, an. 1nfluence whlch may be even. smaller 1f the pre-}
P

and post—controls bulges are adequately accounted for.

{
4

ot

;;:LipseY'and“Parkintﬁd'

. )
i

The Llésey‘and Parkln model 1s one. whrch has_liffd
aroused con51derable 1nterest and 1n facty_serves as- the’
;}j:central artlcle 1n the Parkln and Sumner book on Incomesip"'
| POlle 27' The model is agaln based on two equatlons suchl.
ihh;that:evv : _ : . S o SN :

‘a + bw(t) %ﬂ(t + dQ(t)

. M.

g

.;%ﬁghere N 1s the ggrcentage change 1n trade unlon membershlp,
mf% change 1n money supply, and all other characters are as i

- deflned prev1ously
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: the pollcy on and off perlods and thus re- estlmate equatlons

165

They flnd that there 1is a structural break between =

. for the_pol;cy—on‘perlod.. From these they conclude that. ati

‘their most’effective'controls,reduced wage changes by about

3% (this oc'cur‘re in both 71949 and 1966) and at other ‘times’

vactually ralsed th m above the pfedlcted level by as much as

bﬁ4'%;' These are startllng conclu31ons and may have 1nfluenced

the Conservatlve government 1n 1970 in 1ts-de01s1on not‘to

1mpose a formal pollcy The model 1s, waever, subject to

} many flaws,.some of whlch w111 be outllned below.“

,h.(b)ﬁ

,tlon.u

Ehe’dependent variable in‘the'wagedequation3defined

~,

-as (w - t 4)/wt 4 leads to fourth order aqunnxﬂa—"'

"\r

Lhe unemployment rate 1s entered llnearly, though

'ﬂ:"Llpsey and Parkln flnd thlS not to be 1mportant

h¥(§{f

Kl

@.°

The wage equatlon does not have a. prlce exPectatlons

[{ varlable, rather the 1nflat10n/rate 1s entered In ’

e

ffa later artlcle, Parkln2 does brlng 1n an- expecta-.;f.:

g (d)

7;tlons varlable and flnds the conclu51ons Stlll hold

,’w FSE

¢The equatlons are subject to 51multane1ty b1as (ontan5i'

29/

d"‘fthls p01nt :see Wallls )'eéflfjjyﬁ

The equatlons have poor flts and Parkln and Llpsey

:fyestate the R2 statlstlc 1s 1n51gn1f1cantly dlfferent'ff-f.

jfrom zero in™ the pollcy on equatxon.t'
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'(f) Sumner30 has shown that there 15 a structural
break (around 1956) which throws further doubt on .

the c0nclu51ons

v(g) A number of articles show that w1th sllght mOdlfl—k_-i
catlons, the conclusrons are serlously altered,

1.e.,‘the equatlonseare'not robust.

v(h)'Perhaps most 1mportantly the poblcy on perlod 1s.'
B treated as homogeneous, Wthh as has been argued, .

;15 an unreallstlc assumptlon.

For these reasons too much welght should not be placed on f

the conc1u51ons blpsey and Parkln draw. | Indeed much of

‘>

the Parkrn and Sumner book 1s concerned w1th crltlclsms

”~and estlmatlons of alternatlve models.- m‘fseﬁge, the

artlcles are of two types, the flrst deallng malnly w1th

o

econometrlc problems, WhllSt those of the second make -
: changes irn specrflcatlon but use s1m11ar estlmatlon proce—',
dures The cOnclu51on seems to be almost unanlmous, however,

that there has not been a rotatlon of the wage (or prlce)

f,equat;on,

By way of 1llustratlon, I w11l look at one paper =
@ Ji I rj R

P

that by Godfrey The author uses a restrlcted auto regres—l'
51ve 1nstrumental varlable technlque de51gned to cope w1th
y[ﬂ.autocorrelatlon,_endogenous regressors and prlor restrlctlons.-

Wlth hlS superlor technlque, he flnds not only no rotatlon
but furthermore,»that 1n tpe perlod 51nce 1948, unemployment
: . Lo : Qe : S

. . “«r,*'_- .
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L
.1s 1nsrqn1f1cant in the wage equatlon. This*is in a sense_
uanalogous to. the attempts by Rowley and WlltOn to use

Co

,.b" superlor estlmatlon technlques,;for both find. the unemploy-
ment varlable 1n31gn1f1cant. The sceptlc mlght be 1nc11ned

© on GodYrey s results, to lower hlS estlmatlon of econometrl—.
o ;

c1ans rather than 1ncomes pOllCleS for the c0nclu51on surely
is that not only are such pOllCleS 1neffect1ve\hgt so too

»are demand p011c1es,.1n other,words, the authorltles can

l‘do llttle, 1f anythlhgmgto counteract 1nflatlon.32

cf\
«. .

The other papers make sllght changes toiim Llpsey

o

‘r,and ?arkln model,,for example Burrows and Hltrls33 chooée a :
;;shorter perlod and add in. 1hd1rect taxes.‘ The conclu51ons,j

'.b;as mentloned abOVe;‘do not substantlate the rotatlon hypo— .

daithe51s However,,because.the pollcy on perlod 1s treated l‘

"f“as homogeneous one should treat these estlmates w1th cautlon,5

they certalnly are not the flnal verdkst.

e e . . ( vﬁ._.”\. -
-f-Parkln, Sumner»and?Ward34i - Lo

f:' = ;‘ Thls paper 1s a more rlgorous attempt to create a:

: wage equatlon than those dlscussed above. The wage equatlon ‘ﬁf“
Q;lncorporates taxes and three’types of prlce expectatlonsv-f~T
f}ﬁthose for domestrc, export and consumer prlces (the flrst
ffiftwo are from CBI - Confederatlon of Brltlsh Industry -i.

,,T:fisurveYS the last from Gallup pole) Furthermore, attempts fj/il?ff

'4fare made to test the unemployment varlable W1th alternatave:j
*g[spec1f1catlons. There 1s no prlce eauatlon 1n the model
U T L T e R R : :



;pointsrout, the freeze of 1966 kept the wage 1ndex V1rtua11y

i

v ol
3 A

&
.
»

'The_effects‘of cbntrols‘are teSted with dummy

I

Variables and are thus subject to the cr1t1c1sms mentloned

earlier,_ The conclu51on that 1ncomes pollc1es have had no,,

F

'v;effectdat all also seems hlghly spurlous for, as Godley3

3

unchanged for the whole tlme of 1ts operatlon} A p0581ble

explanatlon 1s that employers expectatlons (these are the

2
5

j only expectatlons whlch are- found slgnlflcant in the model)

- of" controls than are transactors %3 general If thlS is the '

i

N

of domestlc prlces/were affec§§d by the announcement of

fr the freeze., The announcement effect of controls was found

1n51gn1f1cant by Parkln and Carlson36 6h the basrs of f»ixq

Gallup poll eV1dence, howeVerf it may be reasonable to
_ {3

assume that employers are more* 1nfluenced by the announcement

case, 1t would seem that dlrectly obtalned expectatlons

o
g

shGUld bef;

by controls —"1f thlS is not done there must be some %oubt

B

IR,

Eoncernlng the conclu51ons%drawn from the equatlons in whlch

they are used o ﬂ',ﬁ “-_'~?_f'. f‘-;)] .

B (O

-

ment to be 1n51gn1f1cant between 1966 and 1971 énd ln cOnse-

Parkln and

quence a further attempt(&\s made by'Gray,

Sumner to determlne a wageJequatlon ' "have not seen the

wage equatlon, howeVer, the relevant detalls have been re-ﬁ'
SN

_sted to see 1f these expectatlons are 1nfluenced

o -
1

The Parkln, Sumner and Ward equatlon‘found unemploy-r’ e

‘ep

,4.{)

Ported ln Sumner37) ThlS model lgnores the tax varlables E

_,-pu ‘e

and 1mposes a: 81ngle 1ntercept dummy for the perlod'betweenj:

168



Mhere controls were not in operation.

\ w

N

1969 and l974 and a further dummy in 1972 where ‘there were

N

) 1argq positive residuals. These dummies suggest a shift

L

in the short run Phillips curveand attempts were made to
discover the cause of the shift. In essence, focus was

conFentrated on deriving an equation determining the causes

A

169

of | unemployment (the equation estlmated included an unemploy—

153

ment insurance term which the authors see as very 1mportant)

from which an ad]usted unemployment serles, a serles which

diverges con51derably from the actual series, is calculated

U51ng this serles the wage equatlon was recalculated from

1952—1965 and predicted values wereé made thereafter.j In .
38

general, these predlcted values were too h1gh the negatlve

errdrs (Wthh average on one estlmate at (.76 %) are attri-

i
[N

" buted to_wage controls’whlch were in operation “for most of

the perlod Where’positive erfors did arise,cthese can be

seen as post- control catch up terms; an explanatlon which

1

'is qujite convincing 51nce.these occurred only in periods

e

°

R ) ’ ¢

L .~ The Gray, Parkln, Sumner paper av01ds most of, the
usual problems of 31mu1atlon methods, for the ba51c equatlon

applles only to the perlod 1952 1965 where there were no

major control perlods (controls in l956 and 1961 probably

uhad 11ttle\1f any 1nfluence on wage determlnatlon). However,

;the estlmatés attach conSLderable 1mportance to an unemploy-

ment insurance beneflt term (thls term 1s necegsary to Ty

explaln an apparent Shlft in the natural unemployment rate)

. ) ) - ) - . 3l / N N 1’\ e
. . “ [

\\

o

o



! : | | 170

Since, at least in Sumner's article; this term is not

fitted directly in the wage equation certaih caution should

be exercised in accepting the conclusions, the authors _

reach (other eétimates which have fitted such a variab}e
.directly found it to be insignificant\- see for exaﬁple,
Parkin39). Furthermore, the expectations series is%pf" T e
course eubject to the criticism given earlier“that it may |

| be influencéd by a% announoement.effect (it may also be

subject to a Qage push efféct) : )

o

Reid40 ! - ‘

-

O
-As part of hlS Phd: thesis the author assesses

British Incomes policies betweeh'l948 and 1973. The assess-
‘ment, like that above, is made using Just a wage equation.

It uses Smlth s classrr:catlon of control perlods up to

1966 and thereafter defines them as follows: ..

-“'

Period 7, 1967:31—,1968:1

Period 8 1968:2‘— 1969:4 - | | h"'ﬂ
Period ét_1970:1'- 197.0:2
Period 10 1973:1 ' |

‘ Perlod 11 1973 2 - 1973 4 >

"Reid argques that the rotation;hypotheéis is correct and

that‘a policy is successful to the. extent that it rotates

the'augmented Phillips curve. In hlS estlmatlon, he uses
. . ; ‘ A

 a k coefflclent which w1ll take the value of zero if there

t1s no rotation and unlty 1f the curve. is. rotated such as to
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become a, horizontal line (running through the wage norm) .

Reid starts with a policy-off equation (with A A

unemployment entered linearly) w, =a - but + we + Vl’

v

‘where w® is the expected rate oflwage inflation and the

other svmbols are'as previously defined. He then shows
that forfcontrols—onvperiod i the equation becomes

w = kw* + (1 - k)a - (1 - k)bu + (i~k)we + V2; where

it r
w* is the wage'norm. If k is zero: (the pollcy is completely

1neffect1ve) the equatlon 1s 1dent1cal to the policy-off

equation, if on the other hand, 1t is unlty we get Wi = we, Y

From this the author derives a model whichs not only can
. 9

‘account for the rotation but also the heterogenelty of

dlfferent control perlods.o

.The" conclu51ons are in terms of the. parameter k
and are as follows For-Perlod 10, the value of k was"7
and-for-Period 1, -it was , .6, however, for a number of other
perlods, it was elther zZero or 1nslgn1flcant. Interestlngly
enough for the most part, Redid's results are 31m11ar to
those of Smith (Perlod 5. belng the Only exceptlon for . '; “'4

"4

Reld flnds a small beneflclal effect»and Smlth-a perverse

V

_one) perhaps 1ndlcat1ng the results obtalned from dummy ‘

’methods are of some value after all. - o ) o :

BN

Although'Reid's Seems the best method of accounting"
for controls, hlS results can be criticized.on a number of

'grounds. -In partlcular, (a) there is a structural. break in

- "]_YA

~.

°

% : o g : L R

et ket it e P iAot

[



172

the wage equation in 1966 and the'unemployment variable

t

s found insignificant thereafter, (b)'there‘iS'no price
equation, (c) there is no assessment of a pre or post—

| controls wage exploslon, (d) the wage equatlon would seem
- to be less thoroughly specrfled than that of Parkln,

ASumner and Ward, (e) as Reld admlts, the use of contract

data would be preferable to aggregate data

4.7 Conclusion o

The foregoing has raised sdme-of the relevant. =,

issues withlregardgto quantitative aSSessment of controls.

In general.the tone has been critical} though one wonders

whether reflnements (such as those of Godfrey) always lead

to 1mprovements - As far as the effects of controls are

' concerned,,the conclus1on would seem to be that up to date

- the 'gains have been falrly small (in % terms) though the f"g}
present cbntrols may haVe had qulte a strong effect on the |

'Jnflatlon rate = albelt that. thlS is llkely to be temporary

“ uIt should also be noted effects havecbeen qu1te dlverse,

~Vary1ng to a large extent on the nature of the controls.

' It w1ll be 1nterest1ng to see whether future assessments
’support the rotatlon hypothesxs partlcularly as papers by o

"Reld on: Canada and the u.s. and one., by WlltOn et. al.-on

y

'Canada do glve further support to 1t
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CHAPTER V

. . ‘o
w o . \

~THE BRITISH EXPERIENCE WITH WAGE AND PRICE CONTROLS

4
' 3

The flrst three chapters concentrated 1n large o

e AN

part, on the theory of 1nflat10n and that of wage aﬁd prlce'

- controls. ThlS chapter w1rﬂ examlne the Brltlsh experlence,
partlcularly 51nce 1967 to see to what degree the ev1dence

'substantlates the'theory leen the enormlty of such a task
" "\ o
empha51s w1ll be placed on what thlS author con51ders to be

]

xa few key areas “(in: p{jtlcular demand pollcy and the rela—ffif

tlonshlp between the unlons and the government 1n perlods of
-/

controls) although there w1ll be some dlscu351on of most of

the related 1ssues

PR

'Vf It 1s worth outllnlng at thlS stage the form whlch

PR

'Jlthls chapter Wlll take., Inltlally I w111 present a number

'7of tables whlch show some of the maln trends 1n the Unlted
g i

.dhKlngdom 51nce 1950 Lo Then there w1ll be a dlscu551ondof

hilnflatlon whlch 1t 1s hoped w1ll lay the background for the
f:

'fsubsequent dlscu551on of controls.i Flnally,‘by way of con-l'

:_7clu31on, I w1sh to hlghllght a number of common elements of

a

f»the varlous perlods of controls, many of these were suggested

Lln prev1ous chapters ks lﬁ»gfl : e T

_\;._ S T e ERTE R

. ,.Iv -
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) - TABLE 2 | SR
'British qundmic”lndicators, 1975 76 0 ]

. - ‘_Marketv: ,ﬁ' Weekly( . L Money Supply;
-Year L Prices o ' Wage Rates - . Ggowth (M )

1975 28,0 . 2905 . 8.8
ﬂ“;1975. l1s.2 . 193 g5

- . R . . : B e

'Most recent 1nd1catlons;p01nt to an 1nflatlon rate of ‘about
. 8.0% in 1978 for example.. The Octher 1ndex gave an annual
3 rise of 7 8% SR L .’v_,w;- .

‘TABLE 3 A

.“3’51[; Inflatlon Rates - An Internatlonal Comparlson;l955 J

T 1955-70 . 1970-73 ,fﬁfP;J l974f5--a&

..
N

13, 7‘;;r~];@;;_
| _-a:oi;ff251;1;
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5.1 British Inflation . . R S

< ! 4 . o . t

The follow1ng w1ll attempt to glve an explanatlon

.of 1nflatlon 1n Brltaln 'w1th empha51s on the years 51nce
1967 It lS hoped that thlS w1ll prov1de a base on whlch to

bUlld the follow1ng dlscu351on\of controls,,for, as has fre- :.

Y

‘quentlyebeen empha51zed an understandlng of the causes of

1nflatlon is essentlal to an understandlng of the role prlces

jfand 1ncomes pollcles can play In general lt w1ll be argued

-

o that 1n£§at10n can bestsbe explalned in monetarlst terms -
~ i SRR
,(although other factors are also consmdered 1mportant), cer—~”;

‘1

1

talnly lnAthe respect that demand pOlle is a v1tal determl-h{b’afT:

nant Of 1nflatlon In thlS sense my v1ews dlffer from thoseg;fl'"

, most common 1n assessments of controls 1n Bf'taln (see for TR

‘ .u~

'-Qexample the books by Jones,2 Mltchell 3 and Balfour )

W“palthough Jones seems, somewhat paradox1cally,to belleve bothj'fifﬁt?

o . x.,

-fl;that demand restralnt 1s 1mpotent (and may even glve rlse to;uﬁ
wj;perverse effects) and that governments cause 1nflatlon by
fliiﬁcreatlng pre—electlon booms. Returnlng to the 1ssue at Hand
‘-3;jthe reader W1ll note relatlvely llttle is sald about why -
yd~part1cular pollc1es were pursued when they were, and 1ndeed

ivffthls is dellberate.‘ It is. my oplnlonKthat an understandlng

T o

"of the motLvatlon behlnd demand pollcles is fundamental to ATT

/ - e

zt'reason the relevant background 1nformat10n w1ll be dlscussed

f;an understandlng of the role ascrlbed to controls,‘for thls,,ingfif

"f;ln the sectlon on controls. -fl~ff:d o {_G_Q”v'fg”;;_'fij*ffti;»

SO

S Y T AN B SRR PR SO P T A



, " The Period Up To 1967 R

Thrs perlod though v1ewed at the tlme as dlsap~
P p01nt1ng, appears in the llght of future events to have been '
..g ’ . . *
T[rather a successful one N Inflatlon reached 1ts plnnacle of

g 9 2% 1n 1951 (durlng the Korean war perlod) and at ‘one- p01nt

s

dropped to 0. 5% 1n general however, the range was between A

*‘3 53 w1th no obv1ous tendency towards acceleratlon Unem—'

N

'i‘ployment was low throughout the perlod - certalnly_in.comé i‘,

s L v PR !

SE 5parlson wrth recent years - and evenvln!reCesSionvbarely RO

7;@‘.~;vexceeded 2%7 although anBall'and"Burns«note;ftherefwas’af"7

jfhsllght upwards trend E

.‘« o
N ’

;?j'l‘;'f{f;fl; | PollCY 1n these years fluctuated between a defla-ddga_ﬂ
'5?Z'..ut1onary and an expan51onary stance (thoughfmany economlel:‘{a;}}.é
commentators would con51der that ‘for the most part the
.}'_”'level Of demand was kept too hlgh) and has commonly been

'Q{freferred to as' stdp“QO,., The usual scenarlO‘WaS a' go

S

. ‘i-v-phase whlch procee 'ed unt;.l a; balance of payments ﬁeflm.t

xS ol

b;sfforced the authorltles to deflate demand a pOlle whlch in

D

:hhturn would be reversed when unemployment had reached "too-?if.ffoﬂ
hlgh".a level 6 bfffgffjﬁff:f‘fkaﬁyffffj ',faﬁ?df;[ffgffff_3ﬁfff§ﬂ
B To’come tovmore.lnterestlng”conclu51ons one must.‘
'ﬂnowrconsrder Brltaln as one country 1n a world of‘flxed
Affexchange rates for, durlng the perlod 1950 1967 thlS 1s -
‘b;ppreclsely what she was._wfn thlS regard 1t is useful to lookf{”\

A

"?;fat Table 3.: FrOm thls table It can be é%en that the 1nfla- ;fﬂiavf

7ﬁ}§t10n rates of the major 1ndustr1a1 countrles were broadly

RENEN ) L SRR, N - e
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31mllar over the period, and indeed - as has previously been-

+

suggested there are good reasons why thlS should be so.
The U K.Alnflatlon rate ‘was hlgher than average ‘but lower
than that of France (where devaluatlon was ‘an 1mportant tool)

P

‘and Japan (where sectoral dlfferences in product1v1ty growth

. o

an (glven the theory sketched 1n Chapter I) eﬁplaln

181:

n51derable) At flrst glance it would seem that thlsby

all that 1s necessary about the Hrltlsh 1nflatlon rate,_how— L

_ “a
ever as w1ll be shown, some further analy51s is requared

Over the years 1954 1967 thevworld export prlce-
for manufactured goods rose at an an%ual rate of A 1%,

whereas that of the U K.‘rose by 2 2% = thls suggests a

o e

R

‘ certaln 1ncon51stency w1th the purchaSLng power parlty.doc—‘pfj"

. trlne Two reasons for thls 1ncon51stency can proffered

Flrst the market for manufactured goods 1s not perfectly

competftlve and second devaluatlon w1ll lead to an adjustment ;fxf
_ N

l';

process whlch w1ll anOlve the home country havlng, for a

consrderable tlme, d% 1nflatlon rate above the world level

(ceterls parlbus) In the Brltlsh case the 1949 devaluatlon

(whlch lS generally v1ewed as exce551ve) may have allowed ggfjf{17

employment 1evels wh1ch could not otherwrse have been

achleved,_except 1n the very short run.r Eventually sterllng

became less and less undervalued w1th the consequence that 1ff[}

V”[ lncrea51ng pressure was put on the pound Wthh ultlmately

led to the 1967 devaluatlon..fQﬂ;.;“ff

o

o
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© A further reasom why 1nflatlon rates of dl%éerent«
‘countrles mlght dlverge is suggested by the Scandanav1an \',t; u;
"model Essentlally, when there is a dlfference in sectoral”vi

' product1v1ty growth 1t mlght be expected that wages in thejf;f’

SeCtor where PrOduCthltY is grOW1ng faster (usually thought e
: : n ‘ o . ] e .

‘ "to be the traded goods sector) w1ll 1nfluence thOSe in the

d“{was qulte possrble for Brltaln’to haveda

other sector. ThlS argument was-stressed in an earller chap-?

;ter, however 1n the Brltlsh context dlfferences in seqtoral
product1v1ty growth rates were relatlvely mlnor, thus the“

’_theory would seem,to be less useful here than say 1n the o
"Japane$egcase..':- | | 7 ._ﬂ: 17* o | v |

. . . "

It 1s tlme now to draw the strands.together fflt:”
7.,,555 been argued that in, thlS perlod Brltlsh 1nflatlon was;,Q ;
*;1n large part related to world 1nflatlon and p&llcy optlonshb
{dwere restrlcted by thlS fact thpugh as Wlll be argued later,v ?i

-Q]thls was only 1n o;rt recognlzed ‘§Een 1n7thls llght -at :t{‘fij;i

employment rate ﬁ]EEJ;fQ

below the natural rate w1thout acceleratingblnflatlon as long

“a

”as she could malntaln her flxed exchange rate (whlch she d1d :;g

fihbetween 1949 and 1967) To the extent that Brltaln s 1nfla-;f'5'

‘fﬂtlyn rate dld dlverge from the world leVel thlS canabe';:wfd?f'*

@:1attrrbuted 1n con51derable degree to the 1949 devaluatlon, ;f¢gg'
ijand to a lesser degree, to sectoral product1v1ty growth |

Y S IR

'ldlfferences Wlth thelr ooncomltant 1nfluence on wage deter-”*ﬁ”'

lfmlnatlon.yng”iJft*.“*=*'-f
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Thesqayears were maéked, in general, by both
increasing: inflation and increébing upemplbyment and would
therefore‘seem'té refutékthe monetarist hypothesis and ﬁany
others as well. For a‘variety of\reasons the period can be
explained in monetarist (for an attempt to do. so see Laialex
terms, though it will be argued here that the‘years succeed-

ing 1969 provide the cost push theorists with their strdnges

case,

[

Most commentators think that the 1969-70 explosion

is the most difficult period of wage determination to explai

for unemployment was rising, monetéry policy was tight, yet
the period was marked by a sﬁrge in wages - indeed settle~
ments in excess of 15% were reached in 1969. Various expla-

nations can be put forward to explain these, in particular:

&3

1) the explosion was the natural reaction to the ending of

controls, 2) that its cause was the deﬁa}uatiop'éf 1967, 3)

although the unemploymeﬁ% rate was increasing the natural

rate was increasing more, so in effect demand policy was
1+ .

: - ’ U ot

- eXpansionary, 4) tax rates increased markedly between 1967

and. 1969 and these may have influenced workers behaviour, 5)

£y

workers, perhaps frustrated by the slow growth of their real
v ’ D .

incomes, initiated cost push inflation.
The first explanation will bg‘considered later,
where it will be argued that it does have some explanatory

power. The second would at first sight Seem convincing and



is suppdrted.by writéis-of such diverse views as Jones and
Laidler; closer scrutiny of the evidence does, however,

raise doubts. Although there was a surge in inflationary
expectations following devaluation (an indication that trans-
actors take into account information ofhei than past infla-
tionlrates) thé evidence} for what intisznorfh, suggests that
inflatinnaryIexpectations were lower in 1969 than.in 1968-.
Furthermore, the inflation rate, according to the Godley
index, was little'higher in 1969 than 'in 1968 and according
to the index used‘by Wil¥liamson and Woad was actually lower.
This would seem toisuégest that the inflationary effects Of

devaluation were concentrated‘in‘the immediate post-devalu-

ation period and had receded by 1969.

/ . . ' A o A ) _
The thi;d aggianation Qdas sasm to c0ntain at least (
1;<i:§ grain of truth. Unempioyﬁent.benefits ere increased mark-
edly at the end of 1965 and both economic théory and common <
sense would suggest this WOuid raiaeathé'natural rate of
}uneﬁployment. Altndugh mbnetary policy was contractionary .
in 1969 it/@as more eXpansionary in the previoua two years-
and this (given lags in the_transmission process)‘is proba-
bly more relevant as far as 1§69nis concerned (one mibht |
' note, however, that fiscal policyﬁwasﬁcontractionary in;1968).

¥

In essence then althbngh unemplozment was nigh by contempo;

rary standards it“may\haveqbeen lower tnan the natﬁﬁal‘pate

and this is what  is relevant aécording_to'the'acceleration?»

ist hypothesis. It,is'alSO wonth,notingﬁthat thé explosion

was led; as. Lilley and Britﬁan9 put it, "by the@low paid and
:k/f

‘\
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specifically those d01ng "dlrty ]obs"v - in fact those who

s .
now received little more. than the unemployed leen the

re5111ence of dlfferentlalsh.lnvtlme those at higher»wage

leyels also became involved so the whoie_Structurerf nomi-‘ ;

«

nal wages was moved.

"The fourth and flfth expl'natlons w1ll be con51g

ered together. It seems very proba le that the effe t of

higher taxes, partrcular stagnant economy } may have

caused an element of cost push 1nflatlon .Indeed, 1t may be

difficult to eXplain the large jump‘ianage rates entlrely'

1

in other terms (1n the W1lllamson and Wood wage rateaserles-f'

wage increases Were 7 7% in 1969 and 13 9% 1n 1970 Whlch

R

shows an ‘even blgger leap than in the flgures quoted earller)

Bacon and Eltlsl have argued very forcefully that the

decline in proflt shares was due to the 1ncrea51ng share of q;_“

- . 0

the publxp sector (Wthh could only come by ra151ng taxes)

-and the emplrlcal ev1dence of Johnston\\ig Tlmbrelfi glves
5 : > S
‘further support for such an expla atlo '

/‘, . N
v‘to be a" perlod of wage push 1nflatlon and furthermore that

monetary pollcy was,-ln part at 1east,_allowed to val;date

S

qthe wage.expl051on The 51ngl emplrlcal estrmate whlch

apparently successfully 1gnora§ such effects is the Parkln,, By ;p;‘

”vSumner and Gray14 Wage equatlo

Wood argue, the use of the expectatlons varlable (deflned as

.‘"U'K flrms expected change in the prlce of thelr (own)

. . . - I -

e

~
Y
":«? S

;

It 1s 1nterest1ng to note that Gordon13 flnds thlS_i_;.;f;.i

though as Wllllamson and ‘Q§bﬁﬂ



°
"output estlmated at the start of . each year") is compatible

‘.w1th a cost push theory of 1nflatlon because firms may have

o become aware that a wage exp1051on had commenced and adapted

rthelr expectatlons accordingly.
_ 3 S ) .
The years follow1ng the wage exp1031on are seen

' qﬂjvarlously as one more 1nstance of the success of demand res--

o tralnt,or as _One more 1nstance of its futility. Certainly

' r~annual_f;gures glve llttle support ‘to the formergexplanation

'-ﬂ;although more dlsaggregated estlmates may be useful in this

-*f:case.i Brlttan and Lllley argue quite strongly that wage

;%ffpressure was 901ng down and quote the:f01lowin9 Passage from

\‘

,McCarthy'"the rate of annual increase in earnlngs fell from

)'.‘a hlgh p01nt of 14% in November 1970 to just under 9% in

'fJanuary 1972 Indeed Just before ‘the miners strike in

v'_ffFebruary of that year 1t was w1dely sald that you could make;

jda settlement w1th most groups then negotiating if you offered
ufthem about 8%%" ’ They argue that even after the mlners.-
“nstrlke there was no general surge 1n wages, at least not

'v°untll 1t was clear the government w1shed to 1mpose ‘an 1ncomes

]

Although Brlttan and Lllley may overstate thelr |

5>_case it would seem to be a strong one. Furthermore, it

'f'fshOuld be stressed agaln that unemployment although by con-

temporary standards hlgh (;p February 1972 1t reached l mll—i'
' llon), may have been llttle above the naturaI rate. vThe.sV

'vrlnCrease ln unemployment beneflts has already beenpointed R

-



Y

“out, there may also. have been El shake out of labour (see:

Taylor~ ) around 1970 whlch further 1ncreased the natural L

- rate (as d1d the changlng structure of the labour force -

on th1s see FosterlG) Plnally, the wage push whlch ",'

*

occurred around the ‘turn, of the/decade may too have put )ﬁ
n ° -
pressure on the natural rate since lt now requlred a hlgher
\"-.
unemployment rate to keep workers. from\Inltlatlng cost push

inflation. - , . : ‘ L 4 N

1972 To;ThefPresent :
o i,
The last perlod to be drscussed is from 1972 to the
present‘ At least for the years folgowing 1972 there seems
llttle dlfflculty 1n explalnlng 1nflatlon { The Conservatlve'
| government; perhaps frlghtened by the unemployment flgures.
of the tlme, 1nst1tuted extremely expan51onary pollc1es
Flscal policy: was used to stlmulate aggregate demand and

monetary pollcy was used to offset thef"crowdlng out" effect

whlch would otherw1se have resulted Monetary expan51on 1n_

', 1972 and l973 was extremely rapld w1th M3 expanding in- both

years by Well over 20% ~In. addltlon flex1ble exchange rates

i‘ were 1ntroduced with the express aim of ensurlng that the

| balance of payments d1d not force Brltaln to 1nst1tute res—...

trldltve pollc1es as 1t had ln the past Flnally,llncomes fh.

pollcy was 1ntroduced w1th the 1ntentlon of offsettlhg ' |
o

1néﬁat10nary effects Wthh mlght otherwrsé have resulted

The pollcy was seen at the tlme as an extremely sen51ble one

(thls matter w1ll be dlscussed more fully later) and 1ts‘

1877,
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later'breakdown was blamed on the  intransigence of the. trade

f

N ’ “a - N
* » v/ . . » . . * . - .
unions and rising import prlcé%. In retrospect, 1it-is easy

to see the real case of failure; monetary and fiscal expan— '

-

‘51on on this scale was bound to lead to 1nflatlon By the
end of 1972 the exchange rate ‘had fallen by 5% and fell |
'ﬂanother-IO% in the‘follow1ng year. Bottlenecks soon occurred
‘resultlng in demand 1nflatlon whlch accelerated to well over
20% in. 1975 Unemployment fell to a level which’ was thought
relatlvely h1gh though reasons have already been put forward

to suggest it may well have been con31derably belowathe
- : : _ . _ ) -
natural rate. ‘

‘Much of.the‘inflation was blamed, at the time, on
rising import prices (see for exampleyAllenl7). The view:
taken here'isythat,import prices were far less to blame than -

is commonlyfsupposed Injthe first place, other countries
E suffered 51m11ar rises but experlenced far less 1nflatlon

than«dld Brltaln More technlcally, in. the long run at

least one ‘would expect r1s1ng 1mpbrt prlces to be countered:
5 'D
(ceterls parlbus), by prlces rlslng somewhat less qulckly in

'lother sectors of the economy so the overall effect w1ll be
'an unchanged'lnflatlon rate'(over the~short6run'of course’
;,there w1ll be a hlgher rate of 1nflatlon) , It should also t

" be noted that the reason why 1mport prlces rose so qu1ckly
lnuthe Brltlsh case was, in part related to devaluation rftfﬁfi*

;‘whlch 1n turn was caused by exce551ve monetary expan31on. S

’lIn thlS case rlslng 1mport prlces may 1ncrease the 1nflatlong;3;¢,

[
e g

;rate but they are only the 1nd1rect cause of that 1ncrease.
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Millerl8 argues that the 1ncrease 1n the prlce of
)' »

011 fueled 1nflatlonary expectatlons (1n»earller years there‘
" were also Eramatlc rlsesrln\the prlces of.other primary com- .
‘modltles, e.g. copper) and thlS may ‘have led to an 1ncreaseb
'-—albelt temporary, in the natural rate of unemployment ‘In N
thls respect there are two reasons why Britain was dlfferent /’z
, from countrleé such as Germany‘and the u. S. where dordon19‘
found such effects to be unlmportant In the_jlrst place,
jln Brltalnaat seemed that the government was prepared to
.malntaln a hlgh level of employment 1rrespectlve of ltS
1nflatlonary consequences ThlS was not the case in many.
other countrles ’ In the second place the Conservatlve
government had 1nst1tuted an 1ndexatlon scheme in 1973 whlch
‘was de51gned to come 1nto effect if. the CPI rose morelthan
‘7% above the level 1n October of that year ijhe'government‘-
i:ijiD(on this p01nt see Mlller) that the scheme'vgfldbnever?_‘
-ha o come 1nto effect but because*of the’ 011vcr1s1s o
these hopes were dashed and in all eleven "thresholds were-'f
trlggered : ThlS may have been a major factor in leadlng to

-~

unprecedented rates of 1nflatlon
¢ | " ,"‘ RSN S o ’ O

' From l972 onwards the 1nflatlon rate soared in

| Brltaln, reachlng a plnnacle in- 1975 Monetary pollcy became
lﬁrmuch tlghter 1n 1974 and 1975 though the ev1dence that wage_;5
"fclalms were moderatlng over thlS perlod ls tenuous to say
_»the least Even such staunch mOnetarlsts as Brlttan apd
lelley show cautlon ln thelr statements on thlS perlod for j*'
.??”example they state "The most anyonebcan say is that wage if::;‘;
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increases looked as if they might have levelled off“in»the;

second half.of 1975 and then- perhaps declined if there had

[}

be#n no E6 llmlt " What would have happened if the controls,ﬂ‘
) S
had not been 1nst1tuted is not clear though one could argue

that the wage claims in the relevaht perlod reflected in no\_

L SN

small degree, a pre controls wage explosron and in part, as

"argued above, a response to the‘011 prlce hike, -

Slnce the plnnacle of l975 the lnflatlon rate in

- Brltaln has, until recently, ‘declined markedly with a rate

- of about 8% belng experlenced 1n l978 Monetary pollcy has‘
ybeen restrlctlve w1th M3 grow1ng (accordlng to the OECD) at
8. 8% in l975 and 8.5% in 1976 This has been accompanled by
large cuts in publlc expendlture which have, at least partly,
-been enacted in accordance w1th the dlctates of “the IMF. .-In
.-l975 and, 1976 the exchange rate fell qulte markedly (in rela—
ftlon‘to the ‘world level) and thlS explalns why the lnflatlon S
-rate seemed ‘to. be on a plateau, desplte much smaller 1ncreases

.Many have expressed surprlse at the fact ‘that the exchange
"rate malntalned such a- hlgh value untll the 1975 1976 perlod o

0

though Laldler argues that thlS was, 1n large measure, caused _fJ

vﬂ'by the f1nanc1ng of the large publlc sector debt and by the

'jlnflows resultlng from the hlke 1n 011 prlces. Thereafter‘

T the exchange rate has been much stronger and at least agalnst

’ ;tthe dollar has bounced back con51derably, though glven thef.i'

f‘current env1ronment thlS may not last



-

" This period ithen is one'of unprecedented inflation

and unemployment rates. The former can be explalned well 1n

1)

] terms of the/monetarlst hypothesis (1t is mptlceable that
;;‘both Ball and'Burns20 and Wllllamson and Wood21 ~support this
‘view) whlle the latter is, on the one hand, due to a higher
natural rate and on the other due’ to a- reactlon to the hlgh_
,1nflat10n'rates.\ What should be stressed and may not héve
_been suff1c1ently stressed so far, 1s the 1mportance of a
flex1ble exchange}rate in allow1hg a country to determlne
ats own 1nflatlon rate - 1t 1s clear Br1ta1n chose (pernaps’
fthrough 1gnorance) a hlgh 1nflatlon rate, Germany on the
'other ‘hand - chose a lower rate Thls optlon was not open ‘in

earller perlods and accounts for the much w1der dlvergence

'of 1nflatlon Tates in recent years

5.2 Wage and Price Controls

191

Hav1ng presented an explanatlon of Brltaln S 1nfla—v

tlon it is now in- order to look at the role wage and prlce

‘contrkls have had in amelloratlng 1nflatlonary pressures.

'AAs a prellmlnary I present the follow1ng table based on that E;

'glveégby Brlttan and Lllley 22.

o

o

B In what follows I hope to deal w1th BrltlSh experi—t.'H

"’ments w1th wage and prlce %ontrols, partlcularly 51nce the 7,:pﬂ-

‘yl967 devaluatlon I w1ll attempt to glve somethlng of the

N background to these varlousbperlods of restralnt and then }7

'htw111 dlscuss the manner in Wthh they operated Flnally,
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there will be 125hmmary of what are considered to be the

" most important Sharacteristics of the use of wage and price .

controls in Britain.

Up untll the 1964 Wllson o fe vernment \there'were

‘attempts to 1ntroduce controls at three tlmes these belng in -

- 3

»l948, 1956 and 1961 CAll were in response to balance of pay—“'
’ments,crlses In only one case was the government able to
get TUC agreement this was 1n l948 and the experlment will
‘be d;scussed briefly below. The Attlee government whlcn'f '

came~int6 office-in 1945 was the flrst majorlty Labour

government and as such had~a very Tose llnk to the.trade'

‘_ unlon movement Trade unions in fact exerCLSed an 1mportant

,role;in'the determlnatlon'of-pollcy one example belng in the,

" area of‘nationalizatlbn.. The‘government'wasnloath'

‘ =Dorfman23vsays,“"to?take actions they thought would 1nfr1nge
onkg?ade union‘prerogatlves" and. for. thlS reason did not .
introduCe controls'at an earlierv]uncture, though Lhey /
clearly would have llked to have done S0 Eventually matters

seemed SO pre351ng that the government dld broach the matterl

o

w1th the TUC That body, probably out of ltS close tles to

the Labour government ylelded to the government s pleas e
though 1t dld demand certaln "quld oro quo measures, notably

the malntenance of sub51d1es,band the use of prlce, d1v1dend

: and proflt controls.f In part uhese were agreed to andﬂthus lfs,¥ﬁ

/ L
5 .

the flrst Brltlsh experlment Wlth prlces and 1ncomes pOllCY “jfa

e was underway
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[

Wage and Price Controls:?
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~ff;would forestall the 1nflatlonary pressures Wthh lead to theﬂ“‘a
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&3

. : : ,
The pollcy remalned 1n operatlon untll 1950 and lS

[ . -

usuéﬁly seen’ as one of - the most successful BrltlSh experl—'
_ ments (see the prev1ous chapter) although 1t is notable that

it falled in one of 1ts express alms - that of stav1ngtoff A,

V- N : :

odevaluatlon , Because of 1ts unpopularlty w1th the TUC the ”1”

Y
4

pollcy was eventually abandoned fo low1ng an. unfavourable

4 B

Q

w
[}

vote at the TUC congress
. R . a__ ?
~ ¢ .

The subsequent.two attempts to lnstltute controls N
were under Conservatlve governments and 1t is largely for
}thls reason that they were. almost totally unsuccessful ‘The
fTUC had no close tles w1th the Conservatlves and therefore
'felt unequ1VOcably able to glve a negatlve response t0"'

‘=requests whlch 1t felt were‘FﬁUnst 1ts own’ lnterests “At;:

N
se

the tlme 1t felt less able todo so to a La@our government

-

-

thlS does not seem to: be entlrely the case. now.'f'»j U L

L»"
HE

“ﬁ{v"_ ;Bothjthevl9561andfl9élICQntrblleere'seenras a. .
mEthod of coping'withvbalance»of"payments'prOblems fIt'was'

”bargued earller that controls could only be successful 1n 0' f:

’thls role 1f accompanled by demand restralnt thlS however,"ff
. .

"was not the v1ew taken‘ht the tlme_ Rather the feellng was'jy

si(and in’ some quarters Stlll 1s) that controls by themselveS'f-z"”
";balance of payments problems Brltaln has suffered from 31nce_r
‘l:“the war On thlS v1ew ‘1f the trade unlons would only submlt
i to a measure of restralnt the BrltlSh economy would be well

5ftseb for the hlgh growth rates whlch had so far alluded her.,ﬁl_g o
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Nowadays the argument appears‘rather"tarnished,hnevertheless__
z- R R

it is one whlch has governed much of English economic thinkf-
| 1ng and 1t 1s partlcularly 1mportant in understandlng the -

-background to the Heath government controls :‘ Ll L

' The government ‘was 5nable to 1mplement controls 1n L \'
“any meanlngful way in elther 1956 or 1961 and thus resorted 'f' h‘~3
'to tradltlonal pollcres ‘of demand restralnt thlS provrdes

fan 1nd1catlon that trade unlons were prepared to allow hlgher :
: & / S N

~.unemployment rather than submlt to restrlctlon on collectlve
v‘bargalnlng. In 1962 the Natxonal Incomes Comm1551on was"_ ER

broughtlnto belng, however thls acCordlng to Ullman and;:\“

. w : ;:;‘:,_c"
Flanagan,24 had llttle effeot because 1ts purpose was solely

- : ¢

to rev1ew and report on wage proposals referred to 1t by both

fpartles (the TUC was of * course unllkely to make use of 1t) f_.b)

' Overall then Conservatlve gOVernments had llttle success in %, ]o
8 - S :

: 1mplement1ng controls durlng thelr 13 year rule ‘,Ell h 5 };

. S 5 u’ ﬁ o i;_»t 3
The Labour government of 1964 70 was more success—f'

s EE

fUl in galnlng the cooperatlon of the trade unlon movement e

o

though 1t(/oo had problems w1th that body (for example in
f Aats attempts to\introduce "In Place of Strlfe ) In alr lt

fflnstltuted flve dlfferent pollc1es, Wthh 1t w111 be argued

v X R

‘ﬂr?hadqmarkedly dlfferent 1nfluences on wage determlnatlon ;It' R

“ﬁvlS not&seabﬁe however, that thehattltude towards lncomes

'ﬁhPollcy was very muCh more hOStlle When the Labour goyernment
‘ ‘.. //« \ \‘\

';*left Offlce than When rt took power As Mltcgeil ' PUtS lt’siﬁfh“

£
P

When the Prlces and Incomes Board was created B PI ET
prlces d 1ncomes pollcy was a- term to- conjure : T gt

Y
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up a benevolent glow, a hope of a better way of

settling pay-and prices. By the time its destruc-

tion had been arranged, prices and-incomes policy

had become, it seemed, a vain hope, if not a term

.to conjure up a sneer. .
The first phase of cqntrols,_according to the Tabléi started
in December 1964, in fact a more accurate date would be May
1965 when, the National Board for Prices and Incomes was
established. Indeed, Jones'26 argues that there may well have
been a pre-contrbls bulge as agreemgnts Wére hurried through

] . .

in anticipation of the imposition of controls. The period .
was associated with expansichary demand policies which the
Labour government hoped could be maintained with the ugé of

incomes policy - as experience -showed, their hopes were in

vain. 1 s .

Thé first phase of controls continued until July o
1966, when, in responsé to a currency crisisj étiffer mea;
sﬁres were seen as ﬁece;sary andla freeze was imposed. This»n
'freéée éarked a watershed in-two sensés - thevfirst is that
it was a gompulSory policy (as‘i;déed.were>all ;hé succe;ding
,phaées), theﬂsecond is that it also marked the'beginningrof;
Aeflationary deméhd;péiicies whichiéame in the.forﬁ of tough
fiscal measuregf Thus, the paboﬁr government's strategy of
using incomes policy as part of a going for growth package
was deémed‘to héve faiiéd and the economy now moved towards -

the "stop" phase of the "sfppbgO" cycle.’

7



The freeze was successful insofar as it held down

>

wages .and prices; in the six months to December 1966 wages
rose'by only 0.1%, though pr{ces rose somewhat more (since

producers were allowed to pass on the indirect tax effects
A
of the‘tighter fiscal measures) In the second period of
o

the freeze wages and prices rose rather more although by far
less than in succeeding periods. It is 1nterestrng to note
that' the freeze was sa;cessfulvin another sense; it was popu-
lar, at.least oompared to the.later phases of controls, a |

-

fact ‘which is somewhat surprising given that it was a tougher

‘form of policy.

N
i

The two phases of the freeze were followed by a.

¢
“period of moderatlonV Wthh made allowance for more llberal ;
exemptlons Neverthe ess the "norm" for wage 1ncreases
‘remalned at zero. In pract}se the period does not appear to

have been a successful oneafor wage increases rose by nearly

9%, though prices rose by rather lessiff

=

The final perlod can be called a post devaluatlon
thase in whlch the "norm", or, as it now became known, the
“ceiling",was raised to 31%, with exemptions due to produc-
tiyity agreements. °The period was'usheredxin by rfestrictive
’flscal ‘measures (which Jones argued had inflationary effects
on prlces) although as has been argued prev1ously, monetary
policy in 1967 and 1968 was quite- expan51onary. This period |

‘a

of controls again appears unsuccessful and it is,apparent

¢ & -
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that the government had come to tﬁe conclusion:that’éontrols
were unaccgptable.to its foilowers;by 1969.
" : / ~ - Ao W
Before discussing the reasons why“cﬁhﬁrpls became
increasingiy unpopular, ana'in consequence inéreasingly un-
»sucqessfﬁl, it is worth looking at what will be bailed excep-
’tional categories; ‘ThéSe aééording to Jones were four in |
number ana are:
" (a) "Where employees by accepting more exactingl
AR work... made a“dirECt'contribution towards
. increasiné‘produCtivity,"-
(b) Wheré é change in the distribuﬁion of man-
power was deemea.necessary. | )
(c) Where a certain group Had a salary level -
thought to be'too iow.b |
(d)xwﬁére-cgrtainygroups had fallen out of line
with the comparative groups in similar work)
Inwpractise the first and the fourth were the most commonly;
used while the'second and third were uéed only in raré cases.
As.reéards the first Criterion‘arguments given in previoué
chapters-&guld suggést,it is a mistaken criteria, In partic-
’ulaf;-the Scandanavian model suggests;thét.worke#s in low
_productivity growth sectors 'will t;nd'to emulate their
‘ bréthren in high‘productivity growth.secfbrsland iﬁdeed’ .
“there is_ébnsiderabléceviaéncé that the;earﬁiﬁgs.structure
fﬁ‘Britain~hasAbeen,faifiy‘étéblé. ‘Fprthermore, itjis‘difé‘b
fidﬁlt toﬁdétermine what,a‘direqt éontributiOn fo pfddqctivf_

ity is, especially as wdrkers;‘ip anticipatibn'bf

B

P

€8
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AN

. g
product1v1ty clauses, may hold on - to outdated ‘methods uhtil

the clauses come- 1nto effect J Many have argued the use\of

product1v1ty was the key factor leading to- the breakdown of

©

controls, though 1t is my feellng there are other 1mportant

factors to be cons1dered as well. - =~ - ' -

[N

| The second and’ thlrd categorles of exemptlons may
leadvto slmllar problems and 1ndeed Jones c1tes 1nstances of
both types (the Mldland Bank settlement of 1965 for ‘the for-
mer, that of the agrlcultural workers for the latter) where

it became ev1dent that other workers had acted to reattaln

&

'thelr relatrv pOSltlonS In some 01rcumstancesrit would -

seem necessary to have exemptlons of the second type (for

.

example when there are large changeszln relatlve costs - the

R

oil prlce hike belng an, obv10us case here) although 1t may

be the case that 1t 1s even more dlfflcult to cha relative.

- ’

_posrtlons when the government 1s 1nvolved iny the wage deter—‘
mlnatlon process than 1n normal 01rcumstances.» The*reason
why thls mlght be so is that workers become more consc1ous

| of relative . changes when 1nst1tuted by government decree thanA

-

by 1mpersonal market processes

The last exemptlon category holds 51m11ar,problems

and is rather akin to the flrst ategory The problems were

at thelr mostvacute-f01’ g the freeze when the government”
dec1ded to allow agreements (made prlor to the freeze) wﬁach nh
promised payments later 1n the year The Prlces and Incomes'-

.Board_trled'not'to.allowvgroups in s;mllar-]obs to gain;
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- comparative increases although, as Jones points out, this -
was a difficult task. - On a more general ndte, any‘incomes

pollcy wrll be sub]ect to problems of this klnd for, unless

200

all negotlatlons take pﬂace 51multaneously (even 1f one con-

51dered this de51rable it is doubtful whether Brltlsh trade

unions would agree to it) some-groups arq bound to reach a

»

settlement jUSt before .a policy is. 1mposed others ]ust after- -

_wards, It lS not cléar what the solutlon to thlS problem is

b

if. indeed there is avSOluthD. | ' T 4

The fore901ng‘has constltuted a rather negatlve '

ategorles allowed between 1965 and

v'assesSment‘of‘exemptlon
l970 (exemptlons ot cour e ‘were far more frequent under the

' later stages than durlng the freeze) and perhaps suggests

that de51rable though these categorles may be, none are prac—f

tlcable Whether any pollcy can av01d problems of thls kl d

1s an open question, unless one feels a Tax Based Incomes

L)

Pollcy can‘be*successful (even thlS would not bypass all the

problems) .

/" Reasons for the Breakdown of COntrols~_ﬂ E

'Many reasons can be:putlforward to'éxpiain:the_,‘“

1ncrea51ng unworhablllty of controls and 1t to these the N

- . T
ana1y51s now turns.~ In the flrst place, as has been arguedk

’-g,_vprev1ously, c0ntrols are probably 1ncompat1ble, 1n the long L

run, w1th expanSLOnary flscal and monetary pOllCleS How- SR

ever whlle such con51derat10ns may be relevant to the‘fff;
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kearllest period (up to July 1966) thereafter, except possrbly
in l969 they are less relevant Certalnly in this case
there seem to. be factors otherfthan 1nappropr1ate demand

pollc1es 1nvolved '

One such factor mlght be that of devaluatlon, Jones

for example lays con51derable stress on thlS Certalnly

devaluatlon may feed through into wagesand if demand pOlle -

f_ls valldatlve may. generate acceleratlng 1nflatlon In the

case of Bfflaln it seems (as has already been suggested) that'

devaluatlon had a strong 1n1t1al effect whlch somewhat damp~

ftl<

_.ened later (at least w1th regard }o 1nflatlonary expecta—'_>

kt10ns).’ It is poss1ble that this, by maklng the»norm appear

.lunrealistlc, was an rmporgantﬁfactor,=th0ugh}it iS‘réasOnable .

$

to Supposegit was .just one factor among many.

Another factor is that-of fairneSS’ Seyeral"

r'sources have argued that the publlc sector was more affectedt :

- by controls than was the prlvate sector Godley, for exam—1

/

_»pl e, shows the 51x year 1ncrease in’ weekly earnlngs in Manu-f

vfacturlng 1ndustry from l963 1969 to have been 49 3% and

"_that in- the publlc sector 41 2% . That earnlngs 1n the pubu__'

llC sector 1ncreased relatlvely 1n the ensulng years would
dtend to support the hypothesrs that certaln groups felt ]T

’{unfalrly treated No doubt the case of the publlc sector 1s

inot the only reueva’t one here.l



On a more general level it is apparent that in
- many perlods of controls governments have attempted to ln—
fluence the publlc sector more strongiy than the prlvate
-sector on the ratlonale that the prlvate sector W1ll follow
'sult - There seems to be llttle ev1dence that such hopes are
justlfled and perhaps such a. pOlle should not be attempted

in the future temptlng though it might be
. 3 5 : .

' As has been mentloned prev1ously, tax rates rose

'-qulte sharply durlng the Labour government s perlod of offlce

S partlcularly for manual workers In fact as Jones p01nts

ou "between l964 and 1968 the annual rate of 1ncrease‘1n
‘the real take-home pay..f of manual workers'ln the Unlted
Klngdom was only O 5% ",thls may constltute a further reason

"why controls were undermlned Furthermore, thlS p01nt may

!ahelp explaln the seemlngly paradox1Cal fact that the freeze.
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'Was more popular than the later stages of the pollcy Thef__?1'

freeze was bUllt on the premlse that a temporary holdlng

'iback would lead to sustalned economlc growth when 1t was

l'Affound\Jfat thlS was not to be and that real take—home pay ’

iwas barely rlslng the unpopularlty of controls 1s not hard

ﬁ:fto ComPrehend 27.}1}7‘ ;hi,ft_;dlifg :"htid?

Another p01nt 1s also relevant, and thlS 1s a:

L rp01nt wh1ch ﬁas th yet been made.g It may well be that con-_“ |

Q.

atrols are qulte 51mply v1ewed by trade unlonlsts as be1ng

v

ult:acceptable only as a temporary measure and only then in. cer—l"*i

"."taln c1rcumstances.‘ Jones argues that thlS 1nference cannot R



- be drawn from the Labouﬁ government s controls and this may

-

well be the case, however the more recent experlments would

tend to support such a v1ew : There 1s_also some recent evi—

-dence on thlS p01nt glvenvln a study by'Daniel 28 ThlS
author flnds only about 20% of plant unlon negotfhtors 1nter-r

o v1ewed were prepared to accept 2 permanent lncomes pollcy.v

nA7

1; Flnally, and perhaps related to the prev1ous p01nt
the Brltlsh structure of 1ndustr1al relatlons 1s such that
Jin many cases there lS bargalnlng at both a natlonal and

e
local level ThlS 1s what\the Donovan CommlsSLOn had 1n mlnd

' when 1t Spoke of a two tler structure of Industrlal Relatlons

¢

N d1551pa€ed over tlme. N

Such a structure encourages 51gn1f1cant wage drlft (thus

average weekly earnlngs grew 00n51derably faster than weekly”

wages durlng the 1960 s) which may make 1t easy to aVOld ‘the

effects of controls Indeed there may ex1st an 1ncent1ve

203

‘Q“\?

for workers to attempt to av01d the effects of controls even,t'

+

1f they support thelr use,151mply because they expect other
4

‘\WOrkers also to av01d the effects of controls The longer ;

controls are 1n operatlon the more acute 1s th1s problem ‘

llkely to become for the Splrlt of natlonal unlty" whlch 1s:3f

often present when controls are flrst 1ntroduced 1s often R

o

For theSe reasons the 1965 1970 experlment gra--hfh'u

dually became more and more 1neffect1ve Indeed the lnflu-dff'

0

they were assoc1ated 1n the mlnds of workers w1th a slow

f ence of controls on dlfferentlals and the llkellhOOd that f:?“t
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S

-growth of real 1ncomes may have led to a post controls wage

bulge whlch 1n turn constltutes part of the explanatlon for

u‘the 1969 1970 wage exp1051on Althoﬁgh expans10nary monetaryl

Amay have been one of the reasons for the breakdown of con—i

t

:trols (and thlS.’S somewhat in dOUbt) there were many others ;

Wthh suggests that elther the lmplementatlon of controls_

was: poorly executed or that the long run use . of controls is

"1ncompat1ble w1th the Brltlsh trade union movement (or both)

'fThls point will be returned to at a later juncture

S Controls»Under“the:Heath Government. < oo @

s

Thefnext.perfod of wage’andupricencontrols Wasf"

: ,1n1t1ated 1n November 1972 ThlS followed a perlod of over

two years where (at least off1c1ally) there were no controls.‘J

A

" One could however, cla531fy as controls the (n‘— l)% pOlle

T

.1}the‘Gonservat1ve government operated (Whereby each clalm in_
' the-publlc sector was supposed to be ohe per cent less than

__theiprevrous one) partlcularly 51nce 1t brought as Brlttan

oy

‘Nandellley p01nt out groups llke the post offlce workers'

'fegCBI brought 1n (July l97l) a system of voluntary controls

v

’;ffhave falled when the mlners obtalned a ma551ve 17}% lncrease,,
jfalthough agaln Brlttan and Lllley assert there 1s llttle ev1—'f

”‘fﬁfdence other groups followed Su1t Also in thlS perlod thef

~

1nto confllct w1th the government The pollcy was deemed to'ff;w?

e.pwhlch accordlng to Parkln and Carlson,zg;ls the onlybtlmebfilf71“

hdfcontrols have had any announcement affect (and thls a. sta—']¢.d

btf'tlstlcally 1n51gn1f1cant one) on expectatlons.
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‘The approach which w111 be takenﬁén dlSCUSSlng the

o "

, Heath controls w1ll be rather dlfferent to that used for the
_ y

: Wllson controls In part1 ar, the economlc and polltlcal
.background w1ll be emphas12ed more strongly and ‘the, detalls
Z:Of the controls system w1ll recelve less attentlon.x This

approach is taken for a- varlety of reasons, in partlcular
.

(a) 1t is my bellef that the breakdown of the Heath controlsf

‘was due to factors dsfferent to those of prev1ous perlods

o> 3

(b) thlS perlod 1s perhaps Brltaln S. the most clear example*‘x

»

of the use of controls in Brltaln Wlth the alm of obtalnlng
- non- 1nflatlonary growth (c) whlle there are a number of

books deallng w1th 1nst1tutlonal aspects of controls durlng

the 1964 l970 perlod there seems to be less 1nformatlon on .-
thlS perlod Brlttan and Lllley for example tend to glve an

overall v1ew rather than concentratlng on detalls
In 1972 began what was hoped to be a perlod of

hlgh growth rates in. the BrltlSh economy It Was becomlng

\ \

"1ncrea51ngly apparent that Brltlsh growth rates and llVlng

K L

standards were lagglng behand those of the rest of Europe

'and it was felt that the way to: make up the gap was to rqn :

the economy for as long as p0551ble at a hlgh level of

demand However, there was one element of the Heath govern—::;f;';

(«.

j ment boom whlch was not common to those of prev1ous perlods,.;f,~?:f

even though thelr alms were the same thlS element was the-f~7“‘
use of flex1ble exchange rates These as have been empha—ftf7*”
51zed were used not to allow Brltaln to attarn a lower Ef»ﬂjpy%f

1nflatlon rate than the rest of‘the world (%ut,rathermtojg'L

of
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v

allow her to contlnue her quest for growth unlmpeded by
o

» balance of payment problems Thus, commen01ng from the

Budget in 1972 fthe a1m of growth became the fundamental

1

 goal of thezgovernment. 'Both flscal and monetary pollcy‘

:"another element of pollcy was needed in’ order to’ contaln i_

"nLllley and the OECD report for 1973 although the latter 1s‘jx.z,

n}dltalklng about the whole pf 1972

i~market as the curer

”controls, was v1tal

E 1mpose controls 1t was another to- galn unlon consent

5v1ous Conservatlve governments had been unsuccessful 1n

flbecame very expan51onary and ‘soon afterWards the B was

.allowed to float The Heath government however, felt that

-“

‘ 1nflatlonary pressures, thlS extra element was wage and
\cfprlCe controls Although Heath strongiy d%nled (and“stlll
v*denles) thlS, 1972 marked a U turn 1n terms of the pOllCleS

'"_pursued by the Consigvatlve government. The emphasrs on the»’

f all 1lls was forgotten and the feel—u_

}1ng became prevelant that demand restralnt was of llt le or'

fdno value and that government 1nterventlon, 1n the formv'f

-

It waseone*thing-for the government to'Wish tolb

] ":,5,

'alm and the Heath government was no more successful Talks-fl

'Ug and Heath was obllged to 1mpose a compulsory 1ncomes pollcy
' )- . . ,_-.

5 thln November of that year._ What 1s clear, however, is: that

L'

“'i"r'durlng the 1nter1m perlod wage clalms were notlceably\hlgher Qf

than prev1dusly\(thls 1s p01nted out both by Brlttan and

30

- con51der here /the flrSt seelng thlS as a dlrect 1nfluence

_ J

y

'}]{w1th the unlons began 1n July 1972 but eventually broke down ,;,

) There are two v1ews to 'f?
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. ) : ’ . T :’"”
: «of'thejthrea ned. lmp051tlon of controls the second as evi-
: § [ e . L S -
dence of the nece531ty of controls 'The second-view is a

L)

commom onﬁ\;and was stated on a number of occasrons prlor tO'

-

the B llmlt and - 1t is. perhaps one of the maln reasons-why
1t seems SO easy to conv1nce the publlc of the necess1ty of

controls The v1ew taken here is that the argument is almost

[T T 4 - e

K certalnly lncorrect fér) unless the expectatlon of controls
. \/

has ‘a very strong effect on 1nflatlonary expectatlons it'

1_'1s not surprlslng that workers wrll try to achleve settle—.g
: o !
. ments hlgher than they would otherw1se have done.; Slnce‘

N . 4("‘ -

j ev1dence of a strOng announcement effect is. nonex1stent

precontrols surge of wages 1s the most llkely course of

events rf,' B Q | R ST,
. o ,_vﬁszib T s
The Heath government S controls contalned three o
. . N \ .
phases and were based on the Amerlcan experlment whlch 1t"

was felt had been very successful »although later ev1dence

U‘suggests thlS success was largely tran81tory (see for examplei_.h

31 Qw

o Reld'S paper on the U S controls ) One element Wthh

»

was n@t mentloned 1n the Table (see page 16), was that of

.-"

-

prlce controL‘ It 1s clear that these operated very severely
.on proflt.marglns Ifor example 1n the freeze between Novemberi
1972 and February 1973 prlces 1n the home market rose by ?
‘only l fwhereas costs of bas1c materlals and fuel purchased ;yif;_:'“
by manufacturers generally by ll% In the follow1ng phase,. |

the\BE? notes that the Prlce Code permltted prlce 1ncreases :

1n llne _1th allowable costs these however 1ncluded only

‘,v-_.

50% of extra labour costs thlS had further repurcussxons

’) .
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on proflt marg S.° Prrce controls dld to, some extent hold o
x l

'down prigc s, th s the Prlce Comm1551on estlmated that in the

‘l8vmonth up to August 1974 prlces were held do%h by l}%o

9

-the effects on proflt marglns is dlfflcult to dlsentangle ;
from other factors although many commentators feel 1t to.
‘have beensevere.ew S o s

) N ’ M - ) . f/ . '

Prlor to the mlners strlke COntrols were, in‘gen—

; ablded by, thlS desplte the fact that the government
e eratlng them was Conservatlve._ Although unlons were: hos-‘

: tlle thélr hOStlllty may have been tempered by the knowledge

;hat the government was gOlng for hlgh growth rates and also

by the fact that qulte strlngent prlce controls wereyln o

o &

operatlon . Whatever the reasons lt 1s‘clear,that there was -

L

K

- llttle actlon taken agalnst the controls
\_"TheUVerdiCt-of-most-commentators was faVourable“
. s . .
. o :
; "The Economlst", in. partlcular, saw the controls as. part of‘

- well de51gned package of measures lnstltuted to help thev”
_ N

.f'BrltlSh economy._ In the November l7th edltlon of 1973 1t

| ~talks of the great success of the Heath government and says

.;ﬁ?l"It lS bE% 1uck that though a: mlracle has been achleved rfn ﬁ%‘
‘f'ﬁnobody seems to notlce Further,rthe hlgh rate of lnflatlon |
‘7;f1n Brltaln was blamed on the r1se 1n 1mport prlces,.an argu—fi”ﬁ
:ffment whlch has already been dlscussed f'In later edltlons .b;
“"The Economlst"‘attacked the 1dea of deflatlonary measuresi
';75:as one‘whlch would "send Keynes Splnnlng 1n hrs grave *Afapfff-?*

"*ifgave contlnued support to, the Heath government



LLe

1s apparent from allvthls that naot only were N »';_
. i . E
controls imp sed 1n an economy Wthh was u51ng expan51onary

demand management but that thls was a pollcy supported by \iA

soreVéupposedly learned sources It would be Wrong there—
W
foré\to attrlbute the Heath government controls to an attempt =~

to lull the Q ic into a false sense of securlty,‘an argu—

ment whlch has often been made agalnst controls To my mlnd
there lS no doubt that controls were used Qlth the best ofl
,1ntentlons and to assert otherw1se is to fly in the face of

Cfaces.

One feature of these controls 1s that the ‘norm

_became progress1vely more lax ThlS I would argue to be iv. : 13,

I
3

\necessary pre01sely becaus€>the government S pollc1es were S
o o

';so expan51onary To. have attempted dhy other strategy would -
have been to court the klnd of confllct whlch eventually dld

hlfoccur 1n the forg of the mlner s, strlke As thlngs turned

\"

‘_out contrbls 1n the thlrd phase became muchﬁgore lax than
- was lntended eThls was because the terms of trade shlfted

, unexpectedly agalnst the U K/ and\led to rises’in the retall
.trrprlce 1ndestuff1c1ent to trlggerv§;f a serles d¥ threshold_rbd{si};ﬁ
o~ ' Q‘ Stage 3 desplte belng more llberal than Stage 2 |
:ubrought about the M;ners Strlke Wthh 1ed 1n turn to a con— ;k;fl?ft
: RN R

}"stltutlonal CrlSlS : ThlS strlke whlch may have been av01d—_”

oy ed had the Coal Board's bargalnlng tactlcs been more subtle, :f'f~**14

(see Brlttan and Lllley) was probably, in con81derable

S . u~.__j'_. o L
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the miners that their bargaining position had changed. 1If

this is.indeed the case, it can be seen that a large change
in relative prices may make\the operation of an incomes pol-
icy‘very problematical, if indeedvcontinued operation is
feasible.
|

The strike, however,.has another lesson and this
is'that if anvincomes policy breaks down in circumstances
such as these, the'consequences on‘a'countryks political
structhe can be extremely‘damaging: The fact that the Con-
servative government unlike the previous Labour government

was prepared to hold its ground led eventually to an Flec—

~tion based.gn the platform "Who rules the.country the govern-

ment or the miners?" Eurthermore, thlS open confrontatlon
. L

between .the gove%nment and the unlons led to the growth of

extreme rlght wing factlons whlch aimed to smash the unlons

‘or to 1mprlson strlklng workers. Movements at the opposite

-end of theﬁpolltlcal spectrum also grew-up'and‘gained'support

T~

among certain groups. Thus controls, which were, designed to

bring about national unity, had the effect of causing increas-
ing polarization.and bitterness. @ﬂfﬁ?v 5
. . ' v

¢

‘A brief conclusion regarding the Heath's govern-

3

ment's experlment w1th controls is in order here. Controls,

)

©-were used against a background of expan51onary p011c1es,

however few saw the dangers of this strategy As 1t happened

N

the reason for the breakdown of.controls'was not this factor



Secavuya L polaapd cu.x,uuntb {Iorye lnCI‘eaSlng llberal-
1zatlon of controls - rather it was the fact that one group,

@

'Whlch felt it had been left behlnd and realized its strOng
qbargalnlng position, -was w1lllng to ohallenge the government
The consequences are well known.' As to the effectlveness of
") controls it seems that in the first phase (the fre&ze) 'they
were,_according to'I;eid,?’_2 quite effective and that in suc-
cessive periqu“thev also -had some réstraining effect on
wages and prices. However;»it also Seems that much of the
gains made. were transitory, with'thres’olds greatly speeding
‘up the catghing up brocess' On balance ‘then one is faced,

on the one hand, with a (probably) t;mporary reduction in
1nflatlon tates an on the other a constltutlonal crisis,

- worsened 1ndustr& l relations, and declining prOflt rates.

It therefore seems that controls were almost certainly not

beneflclal

»

The Labour government of 1974 attempted to intro-

duce a voluntary Social Contract to fight inflation -, few

l would deny the'attempt was successful. ‘In theory wages
were supposed to movebin'line;witn costs, in practise real
'wages,‘from the second half‘of 1974, rose con51derably ThlS
rise was helped by 1ndexatlon, whlph continued untll November
1974 by government sub51d1zatlon of prlces and by the price
code (thus the share of proflts - after stock appreCLatlon
and depreciation - fell from 12.6% of natlonal 1ncome in

1873 to 10% 1n 1974: 3) Even when indexation was c0ncluded

(in all eleven thresholds were«trlggered) real wages rose,
_ ~

S}



for example by 7.2% in the first quarter of 1975. As argued
earlier thé government's apparent Qillingness to "bail out"
coﬁganies may have been an important factor here, as was

- 7 . '
increasing taxation. (despite the fact that the so-called

' "Social Wage" now became worth 76?é\than E20 a week). »What-
ever the reasons it can Hfbséeﬁxthat in this period Incomes
policy -(though not the prites policy - or rent.controls‘fof*

that mattg;iuwas~appiied far less stringently than -under the

Heath government.

13
¥

As '1974 pngressed it became ihcreasinglyiébvidus'
that the "Social Contfact"vwas failing and‘the'gdbernment /
eventually’(in 1975) céme £ound tokthe'yiew that a tougher
forﬁ of controls‘was neceséaryf 'That theré was a'Sudden
surge.ié wage.claims beforé the B6 pay iiﬁit caﬁé inﬁo oéera—
tion seemed to make.that limit ail the'more'néceSSary; ﬁﬁdugh
it'isvmore likely tha£ the high Wa§e claims were-a response
,£6 the'tﬁféatgned inaggumathml of a tougher form of contrdls.’l

Lo : . . . ’;'."_-—/J
{ ‘Although there are, to my knowledge, no économéfric ’

studies on the effects of controls ‘following the introduction

of this and thé fo1lowing limits,'casual inspeétign_indicaﬁes

that at least some degree of success was obtained in lowering-

.the rate.of'inflation; though‘more recentlylthere.does seem
" to .be a sigﬁificant wage explosion.
. ( £ o . . -

In31975”the,inflation‘rate was about- 25% -and stér—
fiing w§s'eXtremely'weak}‘in'1978 thelinfiation"raté had

 declined.to about 8%, the pound had stabilized and the -

/
S



future'lookedimore promising (rebemt eVents‘bortray a less _
sangulne picture). It seems that 'his reversal must be

N
attributed,’in partf(for'other facﬁors_suchJas reStrictiye
’demand management are important), to the use. of controls,

N
however, whether these benefits, which may well be tran51-

N

‘tory, compensate for the assoc1ated costs is somewhat less \\\\

‘clear and forms ore of the malp'topics of the discussion-

below.

)
’

. - In an earlier chapte?%thé.views of‘Lipsey34,a?vthe'
effects/of controls'were outlined;. This author suggests: that
either controls must: be forced on the unions w1th the con-'
'comltant dangers of 1ncrea51ng confrontatlon and worse, or - .-
alternatlvely, the government can, by glv1ng the unlons a

¢
hand in the process;of ruling .the countryc try and cajole
them_to accept restrictions'on colledtive_bargaining. He
further-suggestshthat the'ﬁeath government'trieddtheaformerV
strategy whlle the succeedlng Labour government trled the
latter course. The analy51s has already con51dered the |

}experlence of the Conservatlve S 1t w1ll now analyze the

eXperience of the Labour government. : o o ";-ﬁﬂg;tJ

The flrst p01nt to be made is that in the perlod
of the "Soc1al Contract" many conce531ons were made to the
unlons;v - In fact unlbn leaders openly stated that thelr sup-
'port was glven only because such measures were enacted ‘in
partlcular, food sub51d1es were lntroduced the Conserva- »d’g'~ C

tive! s_Industrlal.RelatlonS«Act_was_repealed,»unlon.‘



plcketlng powers were extended and' rents were frozen for a

[N

~year. It is. of course difficult to disentangle measures the
gOvernment legislated‘in‘orderxto gain trade union“agreement
from the.measureslit would'have adopted in any,c se,_partic-
_ularly_as the;left wing of themLabour partybwaS'very‘influen—
tial'at the time. It is doubtful however, 1f the government
w0uld have gone so far as 1t did in adoptlng measures plea51ng
to the unions had 1t_not W1shed-for thelr support on the» |
,matter of'contrOls;,;/- o | -
K. cod

Many also argue that the government allowed the‘
unlons an equally srgnlflcant say in obtalnlng thelr agree—
'ment for the later stages of the pollcy Some 1ndeed have

suggested that one. man, Jack Jones the former leader of the"
‘TranSport and General Workers Unlon (Brltaln S largest unlon),yq
has in effect been the ruler pf Brltaln for much of the
fr”perlod since 1974 It 1s he who was 1nstrumental in de51gn—'.
/rlng the 36 pay pollcy (and the earller "8001al Contract") |
'the later 52 50 to B4 per . week pOlle, and who pushed most
‘strongly for unlon backlng of controls It w111 be argued ‘

)
-here that although there is con51derable truth in thlS v1ew_

/

PR

N

~ in some reSpects 1t goes too far,'and 1n partlcular, 1t 1s
rldlculous to deny that there have been other 1mportant

: 1nfluences on government pollcy than the unlons in general

f,and'Jonesfln partlcular.»’ '



(,
The first point to. be made is that the unlons

, pressed very strongly for the NEB (Natlonal Enterprlse Board)
a. body Whlch ‘they hoped would invest heav1ly 1n prlvate

» 1ndustry The Board 1n fact has been establlshed but
although the unions w1shed for it to regeive thOOm a year
it has been glVen only thOOm over 5 years A slmllar story

~A4can ‘be told regardlng plannlng agreements for 1t is apparent

“that. the form in. whlch they have been applled is very much

‘weaker than that the unlons w1shed for

More 51gn1f1cant perhaps is the matter of publlc
expendlture and demand management The unions have con51s-

tently asked that publlC expendlture not be cut and that o

’

expan51onary measures should be 1ntroduced ' The government
L

: however, has cut publlc expendlture consrderably (for example e
by ElOOO mllllon in 1975) and has been far less expan51onary':-

~ than the unlons W1shed for'- desplte unprecedented rates of

o

unemployment : In part thls Can be attrlbuted to the c0nd1—bf
tlons demanded—by the- IMF for lendlng money to Brltaln (for-gd
'example Healey the Chancellor of th Exchequer was - forced toa.'hlw
g w1thdraw the bl blllron worth of tgi’rellef he had promlsed't
| the unlons for thelr acceptance of the second stage of the o

"wage pact); the fact 1s, however, that unlons were prepared




Flnally, although unions have pressed for a wealth

tax, this had not been 1ntroduced even though the government

',,'tax;‘ It seems that strong objectlons from buSLness and other

P
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_ promlsed prior to the\electlons of 1974 to lnstltute such a

f._pressure groups have been suff1c1ent to put off such a pro-s,g

\posal 1n splte of both the Labour party s and the unlons

hlegalltarlan 1nst1ncts

Many measures undoubtedly have been lmposed whlch

l

'favour t{\de unions by the rullng Labour government and often

e,

‘these have been measures Wthh large sectlons of the soc1ety

ffwould v1ew w1th alarm (for example those regardrng closed

. shop leglslatlon exten51ons of plcketlng rlghtS) UnlOnS
: @

maklng for there have been many other 1mportant 1nfluences

‘however have not been dpmlnant 1n all areas of de01510n—-

kY

-f(e g ‘"the IMF anﬁ the CBI) Wthh in a° number of, cases have

;,nomlc reallty Nevertheless Llpsey 'S arguments regardlng

1 j} ’ asg_o,h

%k‘ﬂ,,‘:-?f One measure on whlch the unlOns were de0151ve was

”Aforced unlons to: w1thdraw thelr demands in the face of eco—w'_

h:the power unlons ‘can’ acqulre in return for g1v1ng thelr sanc- e

’jtlon to controls are’ 1mportant and should not be lgnored ;_f

L“_ln the adoptlon of a flat rate 1ncrease - the E6 pay llmlt ;f'"

the flrst tlme that a pure flat rate 1ncrease had beenvtf”f.ﬂift

.r;relled upon.’ ThlS -as has been p01nted out before, was

"flargely at the 1nstlgatlon of Jack Jones a trade unlon ff

2

’“fffleader Wlth strong egalltarlan 1nst1ncts It 1s 1nterest1ng

T to note, however, that many unlon leaders have found the o

4 .



consequences to be agalnst thelr llklngx(and even Jones has‘
supported measures allOWlng for some measure of restoratlon
of . dlfferentlals) for example Clive Jenklns va leader of the '
ASTMS (Assoc1ated Sc1ent1f1c Technlcal and Managerlal Staff)
a whlle collar union - strongly attacked the effect54on'
'dlfferentials In fact it is very dlfflCult to flnd .a |
'.unlon leader who does not thlnk the 56 pay llmlt went toos.
lfar 1n compreSSLng dlfferentlals ThlS may 1mply that the
,Jmovement towards succe531vely more egalltarlan perlods of -
brcontrols may be reversed in future perlods of controls
(assumlng of course that there w1ll be future perlods of con-
trOls) ﬂ,,» : v o v .

In thlS connectlon 1t should be noted that the flat

.frate llmlt has led to con51derableﬁunemployment amongst
‘flower pald workersﬂ‘ Brlttan and Lllley suggest that lt may
gfhave ralsed the natural rate of unemployment by p 300 000
_'and WhllSt thls4f1gure may be grossly 1naccurate‘1t 1s 1nd1—~;1k
:catlve of the dangers assoc1ated w1th 1nterfer1ng w1th the N

market mechanlsm 1n such a manner

"1“besp1te the.unlons sometlmes close llalson wlth
'ithe government 1t became 1ncrea51ngly clear that they wouldA.”
?ﬁnot accept any permanent form of controls.f As the second
jéphase drew to 1ts fulflllment the cry of unlon leaders for‘a‘;ff“f‘
:return to orderly free collectlve bargalnlng > o "free i |

.gcollectlve chaos as “The Economlst" called lt became :':gif*

'hlncrea51ngly prevalent The real problems however;;have"gﬂrf*

L



218

occurred more recently and the attempt to llmlt 1ncreases to‘
5% is lOOklng lncrea51ngly llke a utoplan v151on and some
| Suggest the government should aim. for. a 15% llmlt (p0551ble?
_causes for the present ex lOS1on;are—an‘attempt to reestab—.'
h_'llsh former dlfferentlals and an. attempt to regaln the |
'lnflated real 1ncome levels of the early part of 1975) 3 ThlS
'Arelnforces a conclu51on reached earller, that the unlons (at _‘

'.‘least in Brltaln) see prlces and 1ncomes pollcy as somethlng E

'f_lwhlch 1s Justlflable only as a temporary expedlent and then

| F‘fto hlghllght a number of p01nts Wthh seem to be relevant B

only 1n certaln c1rcumstances Unlons,31t seems, regard
_“collectlve_bargalnlng:as their ralson d'etre" and attempts
-nto replace 1t are v1ewed w1th susp1c10n even 1f 1t means

";thelr powers w1ll be 1ncreased 1n other ways Though it 1s

vbeyond the scope of the present study to deal w1th such mat- 3_-"“

l ters, 1t 1s pOSSlble that unlons on the contlnent v1ew thelr ,
,"terms of reference" more‘w1dely and may be prepared‘to B
gaccept ‘some permanent form of controls It may also be the

'i'case that some countrles (West Germany, Sweden) are approach—fuf75

~n"1ng the corporate state whlch Llpsey for one Sso fears
ThlS chapter has dealt 1n some depth w1th the major ,

'“:perlods of control 1n Brltaln.. As a conclu51on I would llke

G -

'-ffconcernlng the Varlous perlods of control 1n Brltaln

jg(l) Labour governments have been more success-':ﬁ°
ful than have Conservatlve governments 1n

B

galnlng unlon support for controls _They,:.~_‘f.*'



however nave not been entlrely success—

o 2

Cful’ by any means. and _the longer controls

. are 1n operatlon the more s1gn1f1cant has

(2)

'become the rlft between the government :

and,the unlons.

-
ol

Governments of both partles have been pre-

'_pared to allow the uhions some say 1n pol-

,plcy maklng in return for wage restralnt

-

o Even when the Conservatlve government has.

3

not had unlon assent 1t has adopted mea—iﬁ.

s

_‘sures favourable towards the unlons, for

S example prlce controls were used by the B

- (3)

“Heath government

In many perlods controls have been used

' ”as a method of obtalnlng a comblnatlon of |

'xr'fast growth rates and low 1nflatlon ,<Thls

ﬂ"attempt has never been successfulb howeverf g

:“fhas yet been learnt —-although the combl-:‘-ﬂl'

e

‘v‘a_lt 1s not entlrely clear that the«lesson‘

'”3ﬂnatlon df controls and restrlctrve demand

"f"fLabour government

‘1ﬂjgmanagement has been used by the present

L

TG

Ly

In general controls have been so formulated dﬂiff'

dency has become more prevalent 1n recent o

years) and also have been applled more -

219

Nhf: as to narrow dlfferentlals (and the ten—ﬂ'yffaﬁifﬂ"



(6

(5)

-1"f5for whlch have been’dlscussed 1n

“by the government‘to‘affeCt-them,,

f:fof the measures unlons demand any pollcy'

Lvathe thlS can only be seen as harmful

‘.'surge 1n wage rates to arlse,

+ 220

- stringently in'thetpublic than the pri-

. vate sector. It seems to be the case,

)

however, that dlfferentlals will re-.

’ assert,themselves'and that any attempts L R

/o

: althongh initially'popular,‘are in,thex o

long'run doomed‘to”fai1Ure cit shonld!'

~ be noted however, that thls may be one

a L,

'”should contaln) ‘?"

In some perrods, at. least controls may .

have had a 51gn1f1cant adverse effect"
"fon proflt rates leen the capltallst.c
'~‘system (and to an 1ncrea81ng extent the

’"';;soc1allst system) is- bullt on the proflt _

v e

“Itfis’also apparent’thaththere haVe,been;‘

‘tendenc1es for a pre— and post controls-‘

P

'the

reasonsirc RSP

1s and~[i"'

'V,iother chapters., it_ls these whlch often°fj'

"Vanonv1nced adherents,of controls of the

'Ff,frmpotency of demand restralnt when ln

"ffact 1t 1s really ev1dence of how llttle;iﬁﬁ;'f'

R

;Qcontrols often achleve There seems

"-11ttle ev1dence that v1ews have changed
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on thlS matter 3md lThe.Economist" (a

ﬁ weekly whlch expresses the views of the

b_centre and the near centre 1; Brltlsh T ': %\, /
,polltlcs) recently called for aswage andfflif <
fprlces freeze as. the only 'way to.haltv | |

.
SR

the sllde 1nto economlc chaos;

Flnaliy, 1t seems- unllkely that unlons‘.Ag‘ R
w1ll ever agree to any permanént form ofv“\'$'J
| controls and therefore must be seen as » -
regardlng thelr role 1nuwage determlna—

Wﬂion as more 1mportant than any addltlonal ~

t'ltlcal POWer they may galn from hav1ng -

j-ntrols in operatlon. The fact that manyh
.fnlon leaders see free collectlve bargaln— y~uhﬁ

531ng as- the best form of workers control ‘Vé;

~
o

1n prlvate 1ndustry only lends support to :
9 ; =

such a v1ew "kﬁ"”

\V4
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Kingdom, in L.B. Krause and W. S. Salant eds. "World—
- side Inflation," rooklngs‘lnstltutlon, 1977, pp 453-
~.473. Table 1, Coltmns 5-6, J. Wllllamson and G. E. =
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j‘38,J’It was argued earller that the effects of the 1949
- devalu %1on were drawn out over ra long perlod presumably
© 4 because the "law of One price™ holds, to ‘the extent it

“does hold, only over the ‘long run - and because the effect f"

',j-that devaluatlon had on. 1nflatlonary expectatlons was ..

- unimportant. hs present ‘argument is that the infla-
tionary effects hich . stemmed from the 1nfluence of .,
devaluatlon on expectations hadwrecedeé\gg 1969 butlxxnusel'
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- argue tha . although thére. are” instances’ where tax.
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It should be noted‘that the. 1ncrea51ng tax Kfldeh d1d
not arise solely because the government wished to
increase. the share-of public expenditure vis-a-yis’
private expenditure. The following quotation from

. ]
@
,

“ Jackson, Turner and Wilkinson (from Do Trade Unlons

Cause Infl tion’") is instructive on:this "point: .
"There Kave been two factors'in the - 1ncrea51ng 1nc1-v-é-
dence of direct taxation on employment incomes. Cne.
was the effect offchanges in government tax pollcy,
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increments" of income, are taxed. at Succe551vely higher -
-rates. Thi% has, 1ndeed, often had the result that ,
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regardlng the lower: pald workers) ‘in most cases the =~ . g:
hlgher tax burden was the result of. 1nflatlon in a
non- indexed system ‘ \
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CONCLUSION

; Wage and prlce controls are argued by some to be
the only way of extractlng\the world frOm the current ecoi _
'nomlc malaise 1n Wthh 1t\seems to be enveloped and by others
’to be a dangerous option which at best is unnecessary and at
worst 1s potentlally dlsastrous. All-too often, however

/

-verdlcts are made w1th llttle understandlng of the way con—

trols work or the results they have achleved in the past

Even when an attempt 1s made to examlne controls themselves
-1t is common merely to. look at their role from a very narrow
perspectlve and for thlS reason much that is 1mportant is “
neglected, ThlS thesls ‘has attempted to examine- controls lny
a much wider varlety of ways than is usual This . isi not to-
_say the.conclus10ns reached~are 1n any sense deflnltlve,.
rather, that it seems to the author these are the most rea—~

sonable conclusions to draw when most aspects related;to con-
trols are considered. The conclusions are summarized below.

The flrst chapter argued that a substantlal pogtlon
Aof 1nflatlon ,can be explaxned as the monetarlsts suggest
' uby a model Whlch 1ncludes some measure of excess demand and
.jan expectatlons varlable,‘espec1ally when such a model takes
1nto account open economy con51deratlons ' It was also arguedj
‘fthat there are 1mportant 1nst1tutlonal reasons why thei o
.adjustment process follow1ng a: reductlon 1n demand is a long

'drawn out one whlch w1ll 1nvolve con51derable unemployment

”Flnally, 1t was suggested that trade unions may play a role |
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in the causatlon of 1nflatlon (the exact extent of which has
yet to be determlned), although this rble does not appear,
‘ to the author at least to be anywhere near as 51gn1f1cant

as is often suggested

-« The following Chapter argues that because the
. costs. of reduclng lnflatlon are 'so hlgh and because there

are substantlal costs assoc1ated w1th 1nflatlon 1tself there
’\

would seem to be a’ role for an extra pollcy tool Wthh could

be. wage and prlce controls ' Further,,a model was presented

1n whlch controls were, in certaln c1rcumstances able to

lower the rate of 1nflatlon when 1nflatlon was’ 1n1t1ated by
excess demand -a result somewhat at odds Wlth monetarlst

| orthOdoxy However, it was also suggested that the llkell- _EﬂLZ
hood of controls belng successful (other than 1n a trans1tory
way) is rather less than the model suggests and further that
v‘controls may be far less useful than is commonly supposed 1n_

'.amelloratlng 1nflat10n to the extent that it is a’ cost push N

&

‘he nomenon

N

The thlrd chapter takes 1nto account the ex1stenceyi:.'”

,of the costs that are assoc1ated w1th controls ' Most of theij’
: Fa O )T N SR
1n1t1al portlon of the chapter 1s concerned w1th the dangersf‘

S SV : g
of resource mlsallocatlon and. lt lS argued these may be very

1

'1mportant although they are less 1nherent in the nature of

Y

”controls than 1s often supposed : The latter portlonuof thlS‘f
chapter deals w1th the long term damage controls can cause - _f?..

and draws heav1ly on an artlcle by Llpsey.chhe essentlal*'

A
A\
\ .
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‘ » _ _
thrust is that, even if the beneficial effects of controls

fare'enduring (a proposition which is far frOm'self evident),

the long term.costs controls areﬁl£5EIy/to brlng about seem .

. ‘ N \
suff1c1ent to outwelgh the’ beneflts achleved (1n the very o
‘_long run of course demand management will achleve by ltself

what the comblnatlon of controls and demand management may

’ ach;eve in arshorter tlme per;od).

v

The fourth qand - fl%;h chapters are essentlally
emplrlcally orlentated The’ former addresses-rtself to an
¢exam1natlon of the econometrlc ev1dence and concludes, that

desQ}te the: varlety of models used in these studles,_the,:

\ general tenor of the conclus1ons suggest the galns achleved _

”r‘by controls are qulte small (a view. whlch is ln accordance

'V‘w1th those of Chapters 2 and 3) k The latter chapter looks

. in some detall aé/the BrltlSh record and hlghllghts, among

""other thln : number of the problems w1th thh governments l

1nst1tut1ng controls have had to face.y.In;pa‘tlcular,-lt lsr .
'.'argued that controls have always been unpopular._lth the

trade unlon movement and that thlS led to a constltutlonal

"’ffcrlsls 1n 1974 and to the 1ncrea51ngly 1mportant 1nfluence

iof trade unlons on economlc and soc1al pOllCleS 1n more j» U

i'lrecent years Regardlng the latter p01nt vlt is SuggeSted S
tgon the one hand that the ev1dence does not substantlate some:/ﬁ v
'f;of the more exaggerated c1a1ms whlch have been made, but, On';k'

’-glthe other hand it does 1nd1cate substantlal unlon 1nfluence”;

ftfrln varlous areas of the dec151on-mak1ng process. leen,the':

: seemlngly small galns achleved from the use of controls thls{f;
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.should raise doubts about thelr further use, though glvenrﬂb
‘the Stlll common bellef (1n Brltaln) that these are all that

»prevent hyperlnflatlon, such factors w1ll probably be 1gnored
The final»verdict on controls is thus, by and = -
,“large, a negatlve one ‘One possible'rejoinder7would‘be thatn”
the ev1dence on the beneflts controls have brought leaves_
_somethlng to be des1red and that ‘whlle controls have adverse
:hhslde effects they are Stlll necessary It may be the case .
that unions wouldi in- the absence of controls, brlng about
:hyperlnflatlon (though proponents of thlS v1ew seem srngu—-'“

-.larly unable to prov1de any substantlatlng ev1dence): there =

",haS; howeyer, been llttle to suggest that thlS 1s the case R

-V

-_elther in Brltaln or anywhere else, and all too often the

-\

*lcomblnatlon of 1ncrea51ng 1nflatlon rates and 1ncrea51ng

o unemployment whlch 1s supposed to refute the monetarlst pOSl— - ;fht;

g7tlon can be explalned qulte satlsfactorlly in monetarlst

s

;‘_terms (e ‘g 1n terms of a hlgher natural rate of unemployment
‘7‘or as a’ pre controls wage exp1051on) Put at lts s1mplest

h,_controls have been used on a number of occas10ns 1n Brltapn..,*?'

“, S o ST

xjathe verdlct is’ hardly encouraglng, 1t 1s perhaps now tlme tOih:?;;fut

'?ﬂfattack 1nflatlon u51ng demand restralnt alone.. Looklng at
5ifrecent Brltlsh hlstory there 1s llttle reason to belleve fﬁ'

thlS w1ll happen.‘.A
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