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In the light of the deepening recession of 1982 the Institute for Social
and Economic Research convened a group of distinguished economists to
consider "Economic Policies for Canada in the 1980s'". Over the course
of two days, fourteen papers were presented examining all facets of ma-
croeconomic policy. In addition, lively debate occurred late into the
night between academics, students and government policy planners.

This monograph, one of a set of three, presents a number of papers
and comments provided during the course of the conference. It is hoped
that they provide economists and policy planners in the public private
and academic sectors with a useful and stimulating reference as Canadi-
ans contemplate an ''uncertain future'.
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1
Introduction and Overview

Greg Mason,
Director, Institute For Social and Economic Research,
University of Manitoba

In October, 1975, the Federal Government announced a comprehensive
program of wage and price controls, also known as incomes policies.
This program was to last for three years, and contained specific regula-
tion of incomes, prices and profits. The initial coverage of the pro-
gram comprised firms with more than 500 employees, construction firms
with more than 20 employees, federal government departments and affili-
ated agencies and corporations and finally, professionals.

Over the three year period wage earners were permitted basic wage in-
creases of 8%, 6% and 4% respectively which reflected the anticipated
rates of inflation during 1975 - 78. In addition, a national productiv-
ity factor reflected the average growth in productivity over the previ-
ous twenty years, while the experience factor was introduced explicitly
to allow employees to catch-up if their wages had fallen behind because
of the timing of collective agreements. Those wage earners whose hourly
pay was less than $3.50 were exempt from the program while high income
earners had their annual pay increase capped at $2400.00.

Prices and profits were to be controlled by "taxing'" excess revenue.
Prices were required to be set so that such excess revenues were not
generated; in the event that revenues above guidelines (base year) were
received, prices would have to be lowered in the next fiscal year, or
through the provision of customer rebates or remittances to government.
A special program of price and profit monitoring was initiated to ensure
compliance.

Throughout the program several amendments were introduced. In the
first year, key companies in the anti-inflation fight and employees
which bargained in groups were added to the program coverage. In the

second year the minimum exempt wage was raised to $3.75 per hour. The
daily price monitoring was dropped and in its stead a profit margin test

introduced. Also, firms which could demonstrate a poor performance in
the base year could use sales performances in previous years when calcu-
lating excess revenues. In the third year the national productivity and

experience factor were replaced by a basic guideline of 6%.




The wage and price control era has generated great controversy in
Canadian economic policy. Furthermore, the persistence of inflation,
and the concern with which many view the current recovery, in particular
the doubts about whether inflation has indeed been leached out of the
economy, prompt many to argue that a comprehensive incomes policy is
still needed.

In this collection of essays, John Vanderkamp begins by assessing the
basic macroeconomic issues underlying wage and price controls. Using a
simple six equation quantitative model, he analyzes wage and price con-
trols under a variety of environments. This model includes equations
for wage and price ad justments, an inflation expections function, and
relationships between unemployment and output. A number of illustrative
policy simulations are conducted, ranging from a '"cold shower" monetary
policy to a gradualist approach.

The time path of wages, prices and output variables are tracked for
several periods. Wage and price controls are imposed onto the model and
the results compared under these alternative monetary scenarios. Van-
derkamp is able to arrive at some broad generalizations. First, any
wage and price control program must be carefully integrated into an
overall policy, especially monetary policy framework. Second, the impo-
sition of a wage and price control program in the context of autonomous
price behaviour (i.e. external shocks) is a method for sharing the ad-
justment costs associated with the anti-inflation program. The wage and
price control program represents a method for effecting real wage reduc-
tion for many compared with unemployment for a few.

Vanderkamp then considers in greater detail the role of incomes poli-
cies in allowing the economy to absorb autonomous price increases. This
problem is quite important, especially if future supply constraints pro-
duce price shocks as the recent oil price inflation. The Canadian econ-
omy appears to have little resiliance to such transitory price events.
Two sources of price shock are considered - international commod ity
price movements and excess demand provoked by government spending. His
conclusion, after similar simulations as reported above, is that a wage
and price control program does permit the economy to absorb these price
shocks without the damaging unemployment effects commonly observed.
Combined with a restrictive monetary policy, the effect is even greater.

In concluding the essay, Vanderkamp notes that the model employed is

quite simple while the real world is considerably more complex. The
real world 1lags in demand and supply relations imply that the conclu-
sions of the simple model need amendment. In particular, the unemploy-

ment consequences of ''cold shower" monetary policies are probably more
significant than demonstrated by the models. None the less, he con-
cludes that wage and price controls can provide the basis for a more
equitable sharing of autonomous price shocks to the economy and offer a
method for creating a more resiliant economy.

The paper presented by Allan Maslove, adopts a different approach.
His concern is much more with the microeconomic and institutional foun-
dations of wage and price controls. The recent growth in the number of
economists who are prepared to consider the imposition of incomes poli-
cies is attributed to three developments, namely; the failure of conven-
tional stabilization policies to cope with inflation; the increase of
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i i i i inflexibilitys and
apparently institutional reasons for wage and price inf i
f?gal]y increased sophistication in the actual mechanics which are open

to government to control wages and prices. ) . _
ais first task in the paper is to create a set of evaluation criteria

whereby alternative income policies may be judged. These include:

1. Rigidities - Overall prices should be controlled but not at the
expense of flexibility in particular prices;

2. Causal Control is desirable in that an incomes policy should.be
able to address some of the expectational bases and causes of in-

flation.

3. Equity - Obviously controls programs should be fair, and so per-
ceived by all sectors of society;

L, Feasibility and Saleability - Relatively simple control programs
are capable of relatively easy implementation.

5. Administrative Discretion

6. Cost

Maslove then turns his attention to four basic models of_ipcomes pol-
icies. First, are the wage and price rules, as exemPllf|ed by the
anti-inflation policy enacted in Canada in the mid-seventies. The most

serious problem with these forms of control is that they are extremgly
rigid, and do not allow for individual price movements. The al]ocat!on
of resources is seriously impaired. Simple rgles do.h§v§ thg potential
for being reasonably fair provided that there is fle¥lbI]IFY in the Pr?:
gram as problems are identified, and careful attention paid to thg lnld
tial design. Second, a rules type conFrol program can be ad4u§t§_
through administrative discretion, and this can comPe?sate for r!gldl—
ties normally associated with fixed programs.. As adm!nlstratlye §|§cre

tion increases, the cost of the program. rises rapidly as individual

otiate with the central agency. ‘

gr0$gfr2?g are tax based incomes policies (TIP). The key to this group
of controls is that they all use the income and corporate tax system Fo
effect wage and price discipline. TIP programs may Pe Egnaltz type in
which those whose wages or prices rose above the guidelines w?uld be
taxed, while a reward program grants tax benefits to-those whose incomes
had been lower than the guidelines. It is quite likely FhaF a pgnal?y
TIP would face extreme union opposition. The inherent dlfficultles in
controlling prices would also be present in the TIP type of incomes pol-

icies programs. . : 3
With respect to the evaluation criteria, Maslove notes that TIP pro

grams tend to be somewhat rigid. A reward TIP sidesteps Fh? equiFy i§-
sue by providing an incentive for cooperation, and the admlnlstratlon.ls
relatively easy. The major problem, especially with a reward TIP in-

volving tax benefits, is the very high cost in terms of foregone govern-
ment revenues.



The fourth and final plan considered in this paper is the Market
Anti-Inflation Plan (MAP). This innovative scheme, the creation of Abba
Lerner, involves the creation of a number of 'inflation rights'" which
would be marketed. Firms would be given a number of MAP credits equal
to some percentage (corresponding to the growth in national productivi-
ty) of net sales. Any firm whose net sales (wages plus profits) in-
creased faster than the growth in real product for the country would
then be forced to enter the market and buy MAP credits. The price of
these credits would rise and fall according to demand.

The MAP program is essentially similar to anti-pollution programs
which auction the right to pollute. The MAP program is relatively more
effective against prices (as opposed to TIP which tends to concentrate
upon wage control), and thus is a flexible approach to incomes policies.
With respect to addressing the causes of inflation the MAP program is
also relatively successful and it should not disturb the distribution of
income.

The major concern with MAP is its feasibility, especially within the
public sector. For Crown corporations there is no major problem, but
for direct employees of government there are obvious problems. |In addi-
tion, some question the ability of MAP to operate in the world of high
and artful finance; many feel that creative accounting would be used to
adjust net sales figures. Some object to MAP programs simply because
its novelty may make it difficult to sell politically. Finally, Maslove
argues that the program would be relatively low cost. In his conclu-
sions, Maslove states that:

Income controls are instruments with political repercussions
much more direct and visibie than virtually any other instru-
ments of economic management.

He cautions that the designers of control programs must account for
these political effects as well as the economic factors influencing
their implementation.

A series of comments are provided by Cy Gonick, who takes issue with
both Vanderkamp and Maslove on the grounds that neither author recogniz-
es the fundamental conflict inherent in a capitalist system. According
to Gonick the fact that controls typically fall on working people is no
accident, but rather part of a systematic design to subvert this group
in gaining economic power.

2
Wage and Price Controls:
Some Basic Macro Issues*

John Vanderkamp,
Dean, College of Social Science,
University of Guelph

2. INTRODUCTION

There is a wide range of opinions about the effectiveness of wage and
price controls in fighting inflation. At one extreme are those who hold
that controls are our only salvation. A few people in this camp appear
to believe that monetary policy is of no significance, but most are pre-
pared to admit that monetary aggregates may affect output and employ-
ment, but are without any influence on the rate of inflation. The Phjl-
lips curve obviously does not feature in this view of the world. At the
other extreme of the spectrum are those who argue that inflation is a
purely monetary phenomenon and that only monetary policy can be used to
reduce the rate of inflation. Wage and price controls are completely
ineffective and at best serve as window dressing. Some people in this
camp also dismiss the significance of the Phillips curve as the rela-
tionship which indicates the transition costs in lowering the inflation
rate. They appeal to a version of the rational expectations argument
that inflated expectations will quickly collapse if the monetary author-
ities only make people believe that they are serious about their busi-
ness of eliminating inflation.

People in the broad centre of the spectrum share the view that wage
and price controls may be effective in reducing inflation but they also
assign a role to monetary (and fiscal) policy control. Within this
broad view there are a number of variants. One version is that a con-
trol policy may well be effective but should not be implemented because
its costs are too high. These costs would include administrative set-
up, induced labour market inefficiencies, and also possibly the politi-
cal costs of undermining citizens' loyalty. A mild variant of the 'cen-
tre'" view is that wage and price controls are effective in their own
right, but monetary (and fiscal) authorities should avoid the temptation
of engaging in expansionary policies while controls are in force.
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In this paper | want to consider a particular middle-of-the-spectrum
view, which may perhaps by now be seen as the conventional Canadian wis-
dom. In this view wage and price controls are effective in reducing in-
flation rates, provided the controls are carefully coordinated with a
policy of monetary restraint, the combination being necessary to keep
the output and employment costs of the total program to a minimum; care-
ful coordination, which implies that the announced monetary and controls
targets are duly aligned, may also contribute to greater credibility. |
want to explore the analytical wunderpinnings of this conventional Cana-
dian wisdom with the aid of a simple macro model. We want to search for
policy implications and for empirical guides, and we are also interested
in the question whether modifications to the model affect the conven-
tional wisdom.

2.2 A SIMPLE MACRO MODEL

The strategy is to use a simple macro model of the economy to simulate a
number of possible adjustment paths. The macro model is a quantitative
version of a model which | have used before (Vanderkamp 1975). First we
need an explanation of the various relationships involved which includes

some references to the empirical literature. Then we shall look at the .

short and long run properties of such an economy before we consider how
such an economy adjusts to different policy initiatives. The general
spirit of the exercise is similar to that of a recent paper by Scarth on
tax-based incomes policies (see Scarth 1982). The Appendix provides the
technical details about the model.

2.2.1 Wage Adjustment

The rate of wage adjustment in a particular year is assumed to be af-
fected by three things: unemployment, expectations about price inflation
and wage and price controls. In other words, wage adjustment is gov-
erned by a simple Phillips relation. The effect of unemployment is
non-linear (inverse formulation) which implies that wages adjust more to
labour market conditions when unemployment is low than when it is high.
This is based on a standard result in Canadian empirical work, although
recent work suggests that the non-linearity may not be very prominent
(see Riddell and Smith 1982). The quantitative impact is roughly compa-
rable with recent results (see Fortin 1982). Expectations about price
inflation are assumed to be fully reflected in the rate of wage adjust-
ment. This is not out of line with recent empirical results, although
there is by no means unanimity on this point. As is well known, this
assumption is necessary to obtain the result that in the long run the
rate of inflation only depends on the growth of the money supply. Since
| want to look at wage and price controls, within the context of a
"monetarist' model the assumption is a crucial aspect of the exercise.
Wage and price controls are assumed to shift the wage adjustment pro-
cess down by 2 percent per year for the duration of the program, which
is assumed to be three years. |In other words, | envisage a program like
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that of the Anti-Inflation Board (AIB) in terms of duration and

effectiveness. The assumed 2 percent effect of a wage and price con-
trols program is within the range of recent estimates of the AIB impact
although at the low end of the scale (see e.g. Auld et al 1979, Reid
1979, Riddell and Smith 1982). The question of what precise form such a
wage and price controls program should take (e.g. tax-based, or target-
based controls) is not discussed in this paper[1].

2.2.2 Price Adjustment

Price adjustment is assumed to proceed on the basis of a simple mark-up
scheme. Two cost items, wages and autonomous prices, are fully reflect-
ed in final prices, with weights somewhat arbitrarily chosen as .6 and
.4 respectively. It is assumed that the mark-up process reflects ''nor-
mal' capacity conditions, which implies that a normal or average produc-
tivity growth factor of 2 percent is also included. Mark-up formula-
tions of this type are quite commonly used in empirical work (see e.g.
McCallum 1982a) although there are exceptions in which the mark-up var-
ies with cyclical conditions (Letourneau 1979). The role of autonomous
price changes is crucial, as we shall see, and the justification for
this will require further discussion later on. For the moment, it is
sufficient to visualize that autonomous price movements include energy,
food and import price components (see McCallum 1982a).

By not including a wage and price control effect in the price adjust-
ment process | am implicitly assuming that the size of the mark-up is
not affected by the controls program. This does not imply that corpo-
rate profits are unaffected by controls, since a higher level of capaci-
ty utilization should have a positive impact on profits. Letourneau
(1979) has some evidence on these points but his results are somewhat
confusing. He concludes that the AIB had no effect on mark-ups, but
corporate profits were favourably affected even though real output and
employment were essentially unchanged. Our assumption of no direct con-
trols impact on prices and mark-ups suggests that the term wage and
price controls is perhaps too encompassing, although it should be remem-
bered that the controls impact on wage adjustment feeds through as an
impact on price adjustment.

2%2.3% Inflation Expectations

Inflation expectations are assumed to be based on past experience with
regard to actual inflation. To be more precise, expectations are formed
adaptively with a one-half revision in expectations about next year's
rate of price inflation based on this year's inflation experience. Such
an adaptive process is commonly used in empirical work although the sub-
ject remains controversial.
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2.2.4 Money Growth

The rate of growth in the demand (=supply) for money is fully determined
by growth in total nominal aggregate demand which in turn means the sum
of price inflation and real output growth. This formulation is not
based on any direct empirical evidence. Instead it is a dynamic version
of the simple quantity theory of money which is chosen to stay close to
a '""monetarist'" view of the economy. In most empirical work on the de-
mand for money one or more interest rates play an important role, and in
many cases the demand for money adjusts quite slowly to its Jlong run
(desired) level. Moreover, there is considerable controversy about re-
cently observed instability in the demand for money relationship, with
financial innovations as a possible explanation (see Judd and Scadding
1982) . These complications will be referred to later.

2.2.5 Unemployment and Output

The final relationship in the simple macro model describes the relation
between output growth and unemployment. This relationship has become
associated with the name of Okun: output increases are associated with
reduced unemployment rates but these reductions are dampened due to
cyclical variations in productivity and labour force participation
rates. The specific relation chosen here links the changes in the (in-
verse of) unemployment rate to real output growth minus the long term
growth in output taken to be L4 percent per year; this long term growth
rate reflects secular increases in productivity and labour force. The
output-unemployment relation is non-linear i.e. the effect varies with
the initial level of unemployment; for example, around a 6 percent un-
employment rate an increase in real output growth of 8 percent results
in a reduction of unemployment of about 3 percentage points. While this
formulation has been chosen for convenience it appears to be a realistic
first approximation during normal cyclical conditions.

The complete (algebraic) formulation of this simple macro model is
given in the Appendix. Figure 1 represents an attempt to picture this
model in graphical form. The North-West quadrant gives the demand for
money relation with two monetary growth rates (1h percent and L percent)
illustrated. This money relation indicates by how much aggregate demand
can increase in a particular year but the Phillips relation is required
to tell us how much of the money growth is reflected in inflation and
how much in output growth. The N-E quadrant shows derived Phillips
curve relationships in which the rate of price inflation is related to
the unemployment rate. LP, the long-run Phillips curve, is vertical at
the 5 percent unemployment rate (U%) as it incorporates the typical
equilibrium conditions that expectations must be in tune with actual
price inflation and that autonomous prices change at the same rate as

all other prices. At the other extreme SP-curves represent short run
Phillips relationships which are based on a given set of inflationary
expectations and autonomous price movements. [P curves show an interme-

diate stage relation in which actual and expected inflation are fully
consistent, but autonomous prices are assumed to change at a particular
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rate (10 percent and O percent per year in Figure 1). The relations
between wage and price movements and the effects of actual on expected
inflation are, of course, hidden '"behind'" the diagram. The S-E quadrant
shows an example of an Okun-relation between real output growth and un-
employment, using 5 percent unemployment as the starting point.
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A SIMPLE MACRO MODEL
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Figure 1 depicts two long run equilibrium situations: a high infla-
tion equilibrium at point A and a zero inflation situation at U%. At A
the rate of price inflation is 10 percent and autonomous prices are also
advancing at 10 percent per year, while the money supply is growing at
14 percent thus permitting b percent real output growth which keeps the
‘unemployment rate at its natural point of 5 percent. At U* on the other
hand there are no changes in the level of prices, including autonomous
prices, and the money supply grows at a 4 percent rate per annum again
permitting a real output growth rate of L percent per year and a sta-
tionary unemployment rate of 5 percent.

The basic question is what policies will allow us to get from A to U%
at least cost. Suppose that we use monetary restraint by itself as the
policy to bring down the rate of inflation. Under those circumstances
the adjustment would trace out a path to the right of A-U% line, involv-
ing unemployment rates above 5 percent. The reason is that monetary re-
straint increases unemployment and that is necessary to obtain reduced
inflation expectations since expectations are only lowered when actual
wage and price increases are being reduced.

2.3 ILLUSTRATIVE POLICY SIMULATIONS

Figure 1 in itself is not suitable for tracing out different adjustment
paths. It is more convenient to use the macro model for a series of nu-
merical simulations which can be reported in tabular form. Table 1 re-
ports four such simulations, each of which starts off from the high in-
flation equilibrium situation (denoted by point A in Figure 1).

Each of these simulations is based on a different policy scenario. Two
types of monetary programs are instituted with and without a wage and
price controls policy (WPC). Table 1 reports the path of the simple
model's variables over a six year period. The meaning of the variables
is indicated in the Appendix. A1l variables except U, which is the un-
employment rate, represent percentage rates of change; M - money supply,
PA - autonomous prices, W - wages, P - price index, Pe - expected price
level, and 9 - real output levels.

The first scenario is labelled a "Cold Shower'" monetary policy in
which the rate of money supply growth is at once set at its 1long run
target of L percent. Rates of inflation decrease sharply but output
growth is forced well below its long run path for the first three years.
The result is a fairly rapid rise in unemployment rates to almost 8 per-
cent in the fourth year.

The second involves a gradualist monetary restraint scenario. The
results are a somewhat slower decline in inflation rates and considera-

bly less unemployment than in the cold shower case. It shouid be noted
that given the circumstances the gradualist policy is somewhat too grad-
ual since unemployment actually declines in the first year; a sharper

reduction in money supply growth from 14 to 8 to 6 to 4 percent would
probably have been preferable.

The third scenario envisages a wage and price controls program in the
first three years of the cold shower monetary policy. Inflation rates
decline very rapidly in the first three years and unemployment rates
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TABLE 1

I1lustrative Policy Alternatives to Reduce Inflation Rates

- -A . @ - - & -
Year M P WPC W P pS y u W-p%)  (W-P)
Original Situation (Equilibrium)
e} 14 10 - 13.3 10 10 4 5 3.3 3,3
‘Cold Shower’ Monetary Policy
1 4 e} - 8.5 3.7 6.9 .3 6.2 2.6 5.8
2 4 o} = 6.8 2.1 4.5 1.9 7.1 2:3 4.7
3 4 o = 4.9 1.0 2.7 3.0 7.6 2.2 3.9
4 4 (o} - 3.6 .2 1:5 3.8 7.7 2.1 3.4
5 4 o} - 2.7 .3 .6 4.3 7.5 2.1 3.0
6 4 o} = 2.3 .6 0 4.6 7.1 2.3 2.9
Gradualist Monetary Policy
1 10 o - 10.8 4.5 7.3 5.5 4.6 3:5 6.3
2 7 o} & 8.7 3.3 5.3 3.7 4.7 3.4 5.4
3 4 o} - 6.9 251 3.7 1.9 52 3.2 4.8
4 4 0 = 5.4 1.3 2.5 2.7 5.6 3.1 4.1
5 4 e} & 4.4 i 1.6 3.3 5.8 2.8 3,7
6 4 (0] - 3.7 o2 .9 3.8 5.9 2.8 3.5
‘Cold Shower’ Monetary Policy with WPC
1 4 o) -2 7.0 2.8 6.1 1.7 5.6 .9 4.7
2 4 o} -2 4.2 5 3.3 3:5 5.8 .9 3.7
3 4 o -2 2.3 - .6 1.4 4.6 5.6 «9 2.8
4 4 (¢} 0 37 -2 .8 3.8 5.7 2.9 3.5
5 4 o} 0 3.3 e} .4 4.0 5.7 2.8 3.3
6 4 (o} 0 3.0 = 2 .1 4.2 5.6 2.9 3.2
Gradualist Monetary Policy with WPC
1 10 0 -2 8.3 3.0 6.5 7.0 4.3 1.8 5.3
2 7 o} =2 6.1 1.7 4.1 5.3 4.1 2.0 4.4
3 4 o) -2 4.2 =D 2.3 3.5 4.2 1.9 2 i 4
4 4 o} (0] 5.5 1.3 18 2.7 4.4 3.7 4.2
5 4 (e} 0 4.9 1.0 1.4 3.0 4.7 3.5 3.9
6 4 (e} (o) 4.6 + 7 1.0 3.3 4.8 3.6 3.9

only go up to about 5.7 percent. After the end of the WPC program there
is a slight rebound in inflation which in turn creates a small increase
in unemployment.

The fourth case combines the gradualist money supply program with
wage and price controls. Inflation is reduced fairly well at the start
but even by the sixth year there is still a significant amount of infla-
tion in the system. The reason is that for the whole six-year period
unemployment is well beiow its natural rate thus counteracting the
anti-inflation efforts of the total program. The basic problem is that
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WPC is supposedly having such a strongly negative effect that the
gradualist monetary contraction in fact turns out to stimulate real out-
put growth in the first few years.

When comparing the various cases we observe a pattern characteristic
of all four scenarios viz. the declining path of inflation rates being
achieved without very major unemployment increases. In this connection
four factors require emphasis in order of importance.

1. Autonomous price increases are assumed to go to =zero instantly
and they have a large weight (.4) in the price index. This issue
will be examined further.

2. Monetary policy has a strong and immediate impact on the growth
of nominal aggregate demand. In other words, there are no lags
in the effects of monetary action per se.

3. The effect of inflationary expectations on wage adjustment s
full and complete within the annual time unit. Multi-year wage
contracts and/or price - catch-up arrangements would tend to slow
the response rate.

L., In view of recent experience the assumed long run rate of growth
in labour productivity is probably on the high side. A Tower
rate of productivity improvement would put less of a wedge be-
tween wage and price adjustment.

To evaluate the importance of the role of autonomous prices (factor
(1)) two of the simulations were re-run with a different assumption viz.
that autonomous price inflation was exactly keeping pace with domestic
inflation during the transition period to lower inflation rates. (P% =
Prd = The results are in Table 2. These results are quite different
from those in Table 1. In particular, inflation rates come down sharply
in Table 2 but the corresponding unemployment rates are considerably

higher.
While the scenarios presented in Tables 1 and 2 are neither exhaus-
tive nor optimal a number of generalizations suggest themselves. It

should be remembered that the model is set up in such a way that a wage
and price controls policy by itself serves no useful purpose except for
a purely transitory reduction in inflation rates. For example, even
without a simulation it is obvious that with initial conditions (includ-
ing M = 14% and PA = 10%) prevailing throughout, a temporary WPC policy
would result in a temporary reduction in wage and price inflation but
the resulting lower unemployment rates would simply cycle us back to the
initial equilibrium situation. In this sense, the ''conclusion'" that a
WPC program will only work in conjunction with monetary restraint is
built in from the start. Given the presumed ''success' of wage and price
controls (to the tune of a 2% reduction in annual wage increases), it is
also not surprising to find that such a program tends to reinforce a
monetary restraint process. Tables 1 and 2 show that during the three
years of wage and price controls the various rates of inflation do in-
deed come down more quickly than if the relevant monetary restraint is
practiced by itself.
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TABLE 2

Policy Scenarios with Gradual "Autonomous'
Price Inflation Adjustment

[
€

Year M WPC W p=pA pe ; u
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The first point to note is that careful design of the combined
anti-inflation program is necessary. That this may in fact be quite
difficult can be surmised from a comparison of the various simulations.
Thus wage and price controls appear to work 'best' in conjunction with a
"eold shower' version of monetary policy. When combined with a gradual-
ist monetary program the controls policy leads to a fairly sharp reduc-
tion in unemployment. This would create problems of credibility since
it appears as if we are entering an expansionary phase with possible
fears of subsequent inflationary pressure. It is true that one could
envisage a gradualist policy which would not lead to unemployment de-
clines, but it is also evident from the last panel in Table 1 that the
reduction in monetary growth would have to be very sharp to 6 percent in

year 1 and 5 percent in year 2 - in fact more of a cold shower than
gradualism; this basic conclusion holds also if a gradual monetary pol-
icy is implemented under the conditions of Table 2. In other words, to

be believable the package may well have to contain a version of cold
shower monetary policy along with controls. Scarth argues that the suc-
cess - coefficient of controls program will be drastically reduced if
stabilization policy appears to be moving the economy on an expansionary
path (Scarth 1982).
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Scarth in fact presumes that monetary and controls targets will be
identical. Let us suppose that in the context of Table 1 we follow the
gradual - cold shower monetary targets of 6 percent, 5 percent and &
percent in the first three years, that control targets coincide and that
the success rate is .75 i.e. 3/4 of target reduction in wage increases
is achieved. Under those circumstances we would have the somewhat for-
tuitous result that unemployment would stay almost stationary at exactly
5 percent in those three years. Because of that and the fact that con-
trols would be less effective with these targets, the rate of wage in-
flation in the third year would be about 2 percent higher than under the
cold shower with controls scenario. As a result the joint targets ap-
proach would produce an unemployment increase after the end of controls,
but not during the controls period. This might lead to lack of credi-
bility and effectiveness of the joint targets arrangement. In short,
the main point of this discussion is that a careful coordination of mon-
etary restraint policy and a controls program may be necessary but not
necessarily very easy.

It will be observed that post-controls bubbles appear in the WPC sce-
narios; in Table 1 the rate of wage inflation increases by about 1.5
percent in year L4 of the last two scenarios and in Table 2 the bubble-
effect is about 1 percent. This should not surprise since it is a natu-
ral consequence of wage adjustment behaviour returning to normal rules.
A post-controls bubble would be even more noticeable if at the termina-
tion of the controls program the rate of monetary expansion were above
the longer term output growth rate, since then unemployment would be de-

clining sharply. There is, however, no need for a special explanatory
variable to capture these kinds of bubbles since it is entirely ex-
plained within the model. It is of course possible that bubbies may
arise for other reasons e.g. autonomous spurts of wage inflation unre-

lated to unemployment or inflation expectation. The simple model pre-
sented here does not contain any allowance for autonomous wage increas-
es.

The final observation about the comparison of policy alternatives can
best be appreciated with reference to Table 3 which shows the average
inflation rates and unemployment over the six-year period. The combina-
tion of controls with a restrictive monetary policy leads to a lower un-
employment rate but also a lower rate of real wage advance compared with
monetary restraint by itself under conditions of Table 1.

In the two ''cold shower' scenarios from Table 1 actual real wages under
the controls version advance 0.5 percent per annum less but unemployment
is 1.5 percent lower compared with the no-controls version; when auton-
omous price changes are in fact endogenous as in Table 2 then this gen-
eralization does not hold. This suggests strongly that under conditions
of autonomous price behaviour wage and price controls are an avenue for
sharing the adjustment costs associated with an anti-inflation pro-

gram[2]. If everyone is prepared to accept reduced real wage advances
then unemployment need not increase a great deal. In other words, it
presents a social trade-off between real wage sacrifices for all com-
pared with increased unemployment for the few. In this light the objec-

tions from the unionized sector of the economy to WPC may not seem sur-
prising, although they may be self-serving.
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TABLE 3

Comparison of Scenarios
(Simole Averages for 6 Years)

From Table | W P pe U W - P
Cold Shower Monetary Policy 5.0 1.0 247 7«2 L.0
Cold Shower Monetary Policy 3.9 4 2.0 5.7 3.5
(with WPC)

Gradualist Monetary Policy 6.7 2.0 3.6 5.3 4.7
Gradualist Monetary Policy 5.6 1.4 2.9 L. L L.,2
(with WPC)

From Table 2

Cold Shower Monetary Policy 4.8 1.5 3.4 12.8 3.3
Cold Shower Monetary Policy 3.9 .6 2.3 6.6 3.3
(with WPC)

2.4 ROLE OF AUTONOMOUS PRICE INCREASES

The role of autonomous prices in our simple macro model is obviously
troublesome and requires further exploration. The intermediate Phillips
relations (IP) in Figure 1 give the menu of choices available when we
can assume that autonomous prices are advancing at some particular rate.
To illustrate, suppose that autonomous prices are not increasing but the
money supply is somehow allowed to increase at a rate of 10 percent per
year. Under those circumstances we would end up in an (intermediate)
equilibrium position with 13.3 percent gain in wages, 6 percent price
inflation and a 2.3 percent unemployment rate. On the other hand, it is
clear from Figure 1 that beyond a certain rate of autonomous price
change (about L percent) there is no zero-inflation equilibrium. In
other words if autonomous prices were to advance continuously at a §
percent rate per year (or higher) it would be impossible to adjust mone-
tary policy in such a way as to attain a zero-inflation situation here.
A Phillips relation is essentially based on a more or less competi-
tive configuration of labour markets in which excess demand in each la-
bour market gives rise to wage pressure. Wage rigidity in a downward
direction gives the Phillips curve its strongly non-1inear shape. It is
quite possible to accommodate non-competitive labour markets within the
total system provided there are no major movements from one group to the
other. We can picture the Phillips curve arising as the economy moves
through its various cyclical phases: when unemployment is low a larger
number of labour markets find themselves in greater excess demand situ-
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ations thus leading to upward pressure on the wage level. On the other
hand, when unemployment is high fewer labour markets experience smaller
rates of excess demand and adjustment of wages becomes the exception
thus producing little or no rise in the overall wage level. The partic-
ular (inverse) shape of the Phillips curve can be derived from wages in-
creasing in proportion to excess demand in the individual labour markets
with a particular distribution of excess demands across all markets.
The inclusion of expected price inflation in wage adjustment makes sense
provided price inflation affects both sides of labour markets directly
without becoming evident in excess demand or supply. The price adjust-
ment process is a cost-mark-up process which can be shown to be compati-
ble with a number of different market structures. To be sure the size
of the mark-up would vary with the market structures but as long as
there are no major changes in market structure the overall price adjust-
ment process would proceed along mark-up lines. In other words, there
is not much room for price or wage shocks in the adjustment process en-
visaged here.

How would we obtain price (or wage) shocks and where would they orig-
inate? In this connection two areas are often identified: internation-
al and government. The important point of differentiation is that any
such shocks must be unrelated to domestic excess demand situations.
Such international price shocks may arise from changes in market struc-
ture, as in the case of the oil price shocks, or due to global excess
demand situations which may be caused by supply shocks, as in the case
of some foodstuffs e.g. associated with crop failures, or by rapid de-
mand expansion with littie short run supply response, as in the case of
many raw materials. Governments, on the other hand, have an important
influence on many regulated prices. Marketing boards may raise the rel-
ative price of certain food items without any excess demand pressure.
The government may also interfere in the transmission of international
prices, as our energy price story over the last 8 years clearly shows,
and it may affect the impact of international prices through tariffs and
quotas, as in the case of clothing and footwear.

To be sure all of these so-called autonomous price changes are chang-
es in relative prices. In principle there is no reason why the price
level needs to be affected since other prices may decline to compensate.
But our model of wage and price adjustment leaves little or no room for
such downward adjustment in other prices and wages. The dual assumption
of downward rigidity in individual wage rates and mark-up behaviour with
regard to individual prices precludes the kind of downward adjustment in
some prices which would be required to offset autonomous price shocks.
As an aside it should be noted that not all these autonomous price
shocks need to be in an upward direction. |In fact apart from productiv-
ity gains, the only source of downward movement in the price level are
negative price shocks e.g. due to declines in raw material demands,
bumper crops or the dismantling of a marketing board or import quota
system.

If we are agreed that autonomous price shocks will have an effect on
inflation in our model and can have potentially serious consequences for
stabilization policy, we should discuss how we can identify such autono-
mous price changes. Those associated with government actions mainly
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fall into the categories of restrictions on trade or competition;
included in the latter category might also be legislation permitting the
unionization of public employees. Many of my colleagues would insist
that increases in income or sales taxes should also be considerad under
this heading, and they are no doubt correct in the technical meaning of
the traditional price index; if increased taxes pay for increased provi-
sion of public goods which are made available at zero prices then a com-
prehensive price index might not be affected. But this line of thought

would lead us too far afield. In any case, the potential price shocks
caused by government actions can presumably be identified if not pre-
vented. Perhaps their identification will help to set up more political

pressure against such actions, for example the Agriculture Minister
might meet with more opposition if there was widespread awareness that
the establishment of an egg marketing scheme contributes to price and
wage inflation; it is perhaps ironical that the macro distortion might
carry more political weight than the micro distortion.

The identification of international price shocks is a more difficult
matter. Many people, myself included, have used the import price index
for this purpose in a price adjustment equation. But there are serious
problems with this approach. In particular, we should consider three
issues. First, not only imported commodities matter. If there is a
global rise in raw material prices this 1is more likely to be registered
in the Canadian export price index than in import prices. Initially
such export prices will also be reflected in domestic prices through
cost increases. This emphasis on the prices of internationally traded
commodities provided the motivation for the rather large weight (.4) of
autonomous prices in the simple macro model[3]. Second, the weights of
goods in the import or export price index are not necessarily the appro-
priate ones for our purposes. The appropriate weights are those associ-
ated with the overall domestic price index. For example, a country may
""consume' very little of a raw material which features very large in
terms of its export composition. Conversely, a country may have a neg-
ligible net trade position in a commodity which is a major component of
total consumption. In this context it is not the openness of an economy
which matters for the identification of autonomous price shocks but its
consumption pattern.

So far this argument has had a Scandinavian flavour as if exchange
rates are irrevocably fixed. The third issue in identifying truly au-
tonomous international price shocks relates to the adjustment of the
balance of payments and exchange rates. This is a complex subject and |

will only scratch a bit of the surface. To see some of the complexities
| will briefly discuss four cases.

The first case concerns a country which only exports one raw materi-
al, which has little share in its domestic consumption. An increase in

the price of this raw material in international markets constitutes an
improvement in the country's terms of trade which will normally lead to
an appreciation of its exchange rate. The result will be a reduction in
the import price index ''caused" by the appreciation of the exchange
rate. This rather special case, which might be labelled "South Africa
and gold,'" shows that an autonomous price increase of a commodity which
does not feature in domestic consumption might still produce an impact
(but negative!) on the country's inflation rate.
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In the second case we have a food stuff or raw material which is
entirely imported and a major component of a country's consumption. A
supply shock causes an increase in the world price of this good which
implies a deterioration in our country's terms of trade and produces an
exchange rate depreciation. The extent of the autonomous price increase
will then depend on the weights of this commodity in consumption and in
the balance of payments. But there may also be a change in the exchange
rate induced by differential policy reactions to this autonomous shock.

The third case concerns a commodity which is very important in a par-
ticular country's domestic consumption but it so happens that there are
no trade flows as this country is exactly self-sufficient. The country

could be Canada and the commodity might be energy. An increase in the
international price of this commodity will have no effect on the coun-
try's balance of payments, but it will have an impact on the domestic

price level. The extent to which inflation rates rise depends on the
weight of this commodity in the country's consumption basket and on the
monetary policy stance. Similarly for other countries their rates of
inflation will depend on consumption patterns, monetary reactions and on
the direct exchange rate effects, which in turn are related to their net
export or import positions concerning this commodity (see second case).
What the effect on our country's exchange rate is depends on the rela-
tive magnitudes of these effects. It does not necessarily follow that
the autonomous price impact on an energy importing country woluld be more
severe than on an energy self-sufficient country: it could be that the
relative weight of energy in consumption is much larger in the self-suf-
ficient country's case. In any event it is clear that under these cir-
cumstances the energy price rise is autonomous, but most of the exchange
rate and import price effects are likely to be induced by the policy
stance taken; for a much more complete treatment see Helliwell (1981).

The fourth case concerns a general global inflation in all commodi-
ties. This will, of course, have a major impact on our country's domes-
tic price level unless exchange rate appreciation exactly offsets this
global inflation. |If the exchange rate is sticky some of the global in-
flation may indeed be "imported" which may then influence the monetary
policy stance. It seems reasonable not to identify such a global infla-
tion as an autonomous price change.

The upshot of this much too superficial discussion is that autonomous
price changes are difficult to identify. The underlying argument is
that autonomous shocks are wunrelated to normal market forces working
through domestic excess demand and supply situations which affect inter-
nal wage and price adjustment behaviour. The problem is that the domes-
tic excess demand situation is obviously influenced by monetary policy,
which also has an effect on exchange rates. Ideally we would therefore
want to exclude policy-induced exchange rate effects from the price
shocks originating on the international scene. But that is easier said
than done. Autonomous price shocks created by domestic government ac-
tions may be somewhat easier to identify. At the practical level it may
be opportune to start off by identifying a few important commodities
which are strongly influenced by government regulation and/or by inter-
national market develiopments. Good candidates for this list would be a
number of food items, raw materials and energy.
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Let us assume that we have constructed

purpose we look at four policy alternatives which are simulated
Table 4, which

6-year period using the simple macro model.

In all cases the autonomous price index is assumed to
percent rate for 3 years. Policy Scenarios

with Gradual
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a price index related to this
list of autonomous prices. The question is then

what policy alterna-
tives will best cope with a shock originating in this index.

For this
for a

is presented
in the same way as Table 1, shows the results of these four simulations.

increase at a 10

"Autonomous"

Price Inflation Adjustment The simulations all commence from a zero in-
flation (equilibrium) situation.
TABLE 4
|1lustrative Policies to Cope with Autonomous Price Shock
? o y > S W-pS  (W-P)
Year M P WPC W P P % U
Driginal Situation (Equilibrium)
0 4 (o} = 3.3 e} o} 4 5 3.3 3.3
Cold Shoulder Monetary Policy
1 4 10 = 5.0 5.0 2.5 =1 .0 6.7 2:5 (o}
2 4 10 = 5.5 5.3 3.9 =%.8 10.3 1.6 .2
3 4 10 = 5.3 5.2 4.6 -§.2 22.2 i1 « 1
4 4 o} = 2.9 i 2.2 4.3 20.8 ol 3.2
5 4 o} - 1.5 =Yu 6 5:1 16.9 .9 2.6
6 4 (0] & .8 =18 =y, B 5.5 13,5 1.3 2.3
Minimally Accommodating Monetary Policy
1 8 10 N 5.8 5.5 2.7 2.5 5.4 3.1 .3
2 8 10 = T2 6.3 4.5 1.7 6.2 2:7 .9
3 8 10 = 7.8 6.7 5.6 128 7.4 2.2 15
4 4 (¢] - 5.4 1:2 3.4 2.8 B.1 2.0 4.2
5 4 (o] = 3.8 - 2.1 3.2 8.7 1:7 3.0
6 4 (o} = 2.8 =.3 <9 4.3 8,5 1.8 B ¥
Minimally Accommodating Monetary Policy with WPC
1 8 10 =2 3.8 4.3 2.1 3.7 5.1 [ 4 =. 5
2 8 10 -2 3.4 4.0 3.1 4.0 5.1 .3 -, 6
3 8 10 -2 4.0 4.1 3.6 3.9 5.1 .4 =1
4 4 (o} (o} 5.4 1.8 2.5 2.7 5:9 2.9 4.1
5 4 (o} (e} 4.5 B 1.6 3.3 5 2.9 3.8
6 4 (o} o} 3:8 .3 +9 3.7 5.8 2.9 3.5
Fully Accommodating Monetary Policy
1 8.7 10 - 6.1 5.7 2.8 4 5 3.3 .4
2 10.9 10 = 8.1 6:9 4.8 4 5 3:3 1.2
3 11.8 10 — 9.6 7.8 6.3 4 5 3.3 1.8
4 6.7 (o] - 7.8 27 4.5 4 5 3.3 5.1
5 6.7 (o} E 6.5 1.9 3.2 4 5 3.8 4.6
6 5.4 0 - 5.6 1.4 2:3 4 5 3.3 4.2
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In the first scenario, labelled '"cold shoulder,'" monetary policy com-
pletely ignores the price shock and the rate of monetary expansion is
kept at the original L percent rate. The rate of price inflation in-
creases to a little more than 5 percent but the unemployment rate jumps
to more than 20 percent. By the sixth year the system experiences con-
siderable deflation which will have to continue for some time before the
unemployment rate returns to normal levels. It would be difficult to
argue that the cold shoulder represents an optimal policy response in
any sense of the word.

In the minimally accommodating monetary policy stance the money sup-
ply is increased at an 8 percent rate for the 3-year duration of the
price shock. The rate of price inflation now goes up to almost 7 per-
cent in the third year and unemployment increases much less but still
reaches almost 9 percent before turning around. Next, this monetary
policy is combined with a wage and price controls program, which oper-
ates for three years with -2 percent impact per year, the same assump-
tion as before. The result is a relatively small jump in the inflation
rate and quite moderate increases in the unemployment rate, which stays
below 6 percent throughout.

A fully accommodating policy is one in which unemployment is kept at
the 5 percent '"natural' rate. Quite naturally, this scenario produces
the highest rates of price and wage inflation.

A comparison of the second and third scenarios shows that a success-
ful wage and price controls program dramatically reduces the unemploy-
ment costs of coping with an autonomous price shock. The unemployment
rate averages 5.4 percent in the third scenario compared with 7.4 per-
cent in the second. On the other hand, the costs in terms of real wage
advances go the other way: real wages under WPC advance by .4 percent
less on average during the six-year period.

A wage and price control program combined with a restrictive monetary
restraint policy appears to be even more effective in combatting an au-
tonomous price shock than in lowering an established inflation rate.
But the problem of design may be more difficult under these circumstan-
ces. |In particular, there is no way in which monetary and controls tar-
gets can be aligned. Whether such an alignment is a pre-condition for a
successful wage and price controls program should be a subject of fur-
ther examination.

In conclusion a controls program can make an important contribution
to a stabilization process trying to cope with an autonomous price
shock. Whether such a controls program can be designed to be successful
under these circumstances remains an open question. Presumably a con-
trols program would only be put in place for major price shocks such as
those associated with energy in the last decade. Many of the more prac-
tical questions which come up in the design of a controls program have
not been considered in this paper.
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225 CONCLUDING THOUGHTS

The traditional way of viewing the wage and price adjustment process en-
visaged in this paper (the Phillips curve et al) is that it presents a
trade-off. In the 1960s, this trade-off was emphasized as a policy di-
lemma which implied a choice between low unemployment and inflation, or
no inflation with higher unemployment. By the 1970s, the expectations
arguments had shifted the emphasis from this short term trade-off to the
long term lack of a trade-off. The policy discussion became more con-
cerned with the large costs, inherent in the Phillips curve, of bringing
down a well-established inflation rate. The first half of this paper
was concerned with the question what role might be played by a wage and
price controls program in reducing an established inflation rate to
zero. We saw that a combination of monetary restraint with a controls
program may well present an attractive policy alternative. Careful de-
sign may be necessary but quite difficult. The combination of policies
can be interpreted as a more equitable way of spreading the costs of
downward inflation adjustment across the whole labour force.

We live in the 1980s and we have seen the folly of the short term
trade-of f between unemployment and inflation. Once we have 'wrestied
inflation to the ground' there would seem to be no further reason to
worry about it. The second half of the paper explored the role of au-
tonomous price shocks in disturbing such a cosy state. It may be con-
cluded that autonomous price shocks, if they exist and can be identi-
fied, have serious consequences in the context of our simple macro
model . The policy dilemma presented by the Phillips curve is now that
autonomous price shocks have to be accommodated to some extent with mon-
etary expansion. A controls program may make such an accommodation pro-
cess more efficient by containing inflation at relatively low unemploy-
ment costs. But the appropriate design of such a controls program may
present serious difficulties.

In the simple model used throughout the effect of autonomous price
shocks is entirely conditioned by the active policy stance taken. But
the real world is not as simple as our model, although the 1long run
truth of the argument may well be correct. In particular in the short
run an autonomous price shock may affect the demand for money relation
in a different way from that implicit in our simple model. The demand
for money is likely to be a much more "elastic'''concept. All aside from
any instability, e.g. due to financial innovations, there are two
aspects of money demand which require special attention. First, most
money demand relations contain substantial lags. This implies that the
effect of a change in the rate of inflation on money demand changes is
delayed and only a small part is felt in the short run. The result is
that output is less seriously affected and that corresponding inflation
rates can reach higher levels in the short run than is implied by our
model . In other words, even under a 'cold shoulder' scenario the unem-
ployment rate would climb less severely but inflation would advance more
rapidly than in Table 4.

Second, the demand for ‘-money is affected by nominal interest rates
which are in turn related to inflationary expectations. When an autono-
mous price shock affects the expected rate of inflation and interest
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rates increase, this will result in rise of money velocity. In other
words, the same rate of monetary expansion will in the short run permit
a lower rate of unemployment and a higher rate of price inflation.

This more appropriate way of viewing the demand for money will mean a
greater probability of an economy drifting into a higher inflation rate
due to an autonomous price shock. As long as an expanded macro model is
stable (in the mathematical sense) the implications of our simple model
will ultimately prevail. But the adjustment process is our primary con-
cern and this is bound to be affected considerably by a model extension.
A more elaborate model which includes more comprehensive treatments of
the demand for money, the exchange rate, real output shocks and the role
of fiscal policy would no doubt be a welcome extension of the simple ex-
ercise of this paper.
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Appendix A
A Simple lllustrative Macro-
Model

This is basically a quantitative version of the '"textbook' macro-mod-
el which was featured in my paper in Journal of Monetary Economics
(1975) . There are five structural equations which simultaneously deter-
mine the five endogenous variables:

W, = the annual rate of wage change (%)

Pt == the annual rate of change in the price index
(%)

Pi = the expected annual rate of change in the price index
%)

Yt = the annual rate of change in the real output index
(%)

U = the unemployment rate (%) used as an inverse 1/U

The exogenous variablies are:

M = the annual rate of change in the money supply (%)

P% = the annual rate of change in autonomous components of
the price index (%)

WPC = effect of wage (and price) controls pregram on the

rate of wage change (%); to be viewed as a dummy
variable which equals 1 if and when wage (and price)
controls are in effect

There are also two predetermined variables which reflect the past histo-
ry of events:

pe = the expected annual rate of change in the price index
during the preceding period (%)



24 John Vanderkamp

U = the unemployment rate (%) during the preceding
period, used in inverse form

) We = PS4+ 16,51 + WhC
Ut
e _  pe 5 _ pe
(2) S =B s -
(3) P = .6W + .4PRA -2
t t t

Constapt -2 allows for productivity growth.
With Py = Py and PE= P§_; = P. , i.e., in long-run
equilibrium, Ux = 5%.

(&) 1L = _1 +.01 (y - y®, where y* = L%

Uy D=1

is assumed to be the long-term real growth rate.
. B gl
(5) Mo =P .+,
In long-run equilibrium y, =Y% + 4 and Py = My - L,

For simulation purposes it is useful to compute the reduced form
equations, which in the same order are:

° -A
(R1) We= .625 P_; + 20.6 L+ .206 M_+ .168 P - 1.66
t~1
+ 1.25 WPC
(R2) PS = .688 PC . + 6.25 L+ 062 M_ + .25 Py - 1.5
+ .375 WPC e
(R3) P, =.375 PS_, + 12.5 _L o+ 125 M+ s -3
t=1
+ .75 WPC
» 1 - o€ M- :
(RL) ﬁ} .875 . .00375 P__, + .00875 M_ - .005 P}

t t-1
- .01 - .0075 WPC
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(R5)

; . - .
y, = 875 M - .375 P, - 12.5 1 -.5 Pi + 3

.75 WPC

U

t~1
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Notes

% Some useful comments were received during the Conference. | want
to thank Louis Christofides and other members of the Macro Workshop
held at Guelph in November for helpful reactions. That the revi-

sions are not more extensive is not their fault.

[1] It is possible to think of the social consensus model of Barber and
McCallum (1982) as a form of implicit wage and price control. in
other words, in countries such as the Netherlands and Sweden target
rates of wage and price increases are determined by national consen-
sus along with other policy targets including monetary policy.

[2] To anticipate the subsequent discussion about policies for coping
with an autonomous price shock this same observation is valid also.
The two middle panels in Table 4 show that real wage gains are less
but unemployment is also considerably Jlower when a WPC-program is
combined with a minimally accommodating monetary policy.

[3] The intriguing idea is advanced by Clarence Barber that prices of
internationally traded commodities (particularly Canadian export
prices) have a direct effect on the Canadian rate of wage inflation.
This hypothesis was suggested as a way of explaining the greater
fluctuation in Canadian wage inflation during the seventies compared
with that in the U.S. It is quite plausible and well in line with
some recent work which emphasizes the effect of producer prices: on
wages (see Sumner and Ward 1982). In contrast with the tenor of the
following discussion this argument suggests that the openness of the
Canadian economy does indeed contribute to our susceptibility to in-
ternational price shocks but directly through wages not prices.
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Canadian Incomes Control
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3.1 INTRODUCTION

Included in the ‘''conventional wisdom'" of economics are a number of
propositions that have garnered virtually unanimous agreement among
economists. Consequently, in tendering policy advice, economists have
been very much in agreement on a corresponding range of public policy
issues. The superiority of free trade to trade restrictions is one such
area of agreement. The economic losses caused by specific price regula-
tions is another. Perhaps the most prominent examples of the latter are
rent ceilings and wage floors.

Not very long ago, the follies of general wage and price controls
would probably have made the 1list as well. Only a few professional
economists argued that such.control schemes could serve any useful pur-
pose; most dismissed controls in all but the most extraordinary of cir-
cumstances (e.g., war emergencies). Perhaps most prominent among the
small band of control advocates was John Kenneth Galbraith[1]. Gal-
braith's argument for a permanent system of controls on the large corpo-
rate sector of the economy stemmed from a distinct view of the function-
ing of the economic system, and had as much to do with planning and the
control of agents with significant market power as it did with the con-
trol of inflation.

More recently, however,. the number of economists advocating controls
aPpgars to have grown. We don't have (at least to my knowledge) any em-
plrIFaI surveys of how economists line up on this question, but one gets
the impresssion that the number in favour of controls (at Jleast in the

current circumstances) has grown substantially, though they probably
still remain a minority.
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352 RECONSIDERATIONS OF CONTROLS

The wiliingness to take a new look at controls seems to be prompted by
(at least) three interrelated developments. First, of course, are the
difficulties encountered by the more traditional macroeconomic stabili-
zation policies. To say that conventional fiscal and, particularly,
monetary policies have been encountering difficulties over the last sev-
eral years is an understatement on the same scale as saying Custer had
some ''difficulties" with the Indians. Based on Canada's (and perhaps
all the Western industrial nations') economic performance, judgments of
conventional policy range from condemning it as a complete failure to
questioning whether we really must endure such high costs to "wring" in-
flation out of the system. Even those who advocate a continuation of
the existing tight money policy must surely be alarmed at the course the
economy has taken since late 1981.

The major concerns with current policy centre around the apparently
long time lags and the high cost imposed on the economy in order to
bring the rate of inflation down to a more acceptable level. The long
lags permit (and perhaps foster) the solidification of inflationary ex-
pectations. The <costs associated with high interest rates appear to
build cumulatively over time. That, in turn, contributes to the overall
economic costs that we are incurring. Real GNP declined by 6 percent in
the year ending in June, 1982[2]. Are there alternatives that may in-
volve lower costs than our current policy stance that relies almost en-
tirely on monetary policy? Income controls may be one.

Secondly, there have been recent developments in macroeconomic theo-
ry, partly in response to the dissatisfaction with conventional policies
and the theories on which they are based. Price and wage controls play
a role in these new models. The most noteworthy of these studies is Ar-
thur Okun's last major work before his death[3].

In economies like that of Canada, prices and wages appear to be much
less flexible in the short-run, particularly in the downward direction,
than many models would lead one to expect. Rather, a good deal of the
burden of short-run adjustment falls upon quantities. Okun provides an
analysis of a "fix-price' economy. In Okun's model, 'most prices and
wages are not set to clear markets in the short-run, but rather are
strongly conditioned by longer term considerations involving customer-
supplier and employer-worker relations. These factors insulate wages
and prices to a significant degree from the impact of shifts in demand
so that the adjustment must be made in employment and output.'[4]

In Okun's view, the most important goods markets in the economy are
""eustomer'" or 'price-tag" markets, and most labour markets are ''career"
oriented, best characterized by a '"toll model.'" The important charac-
teristic of customer markets is the investment buyers and sellers have
in each other that reduces the transaction costs faced by both parties.
Prices are set by a "mark-up' strategy based on costs, including labour
costs. Previous cost increases will continue to influence today's pric-
es until they completely work through the system. Similarly, in career
labour. markets employers and workers have significant investments in
each other, resulting in rigidities in wages (and the labour market gen-
erally), and imparting considerable importance to relative wage rate and
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wage-price comparisons[5]. Correspondingly, the link between wages and
unemployment is much weaker than in traditional models. In this world,
cost disturbances, whatever their source, have important consequences as
they work through these markets that are affected in important ways by
existing institutional arrangements. For example, an exogenous increase
in energy prices[6] will become part of the cost structure that leads to
further increases, and will create pressure for upward wage adjustments
which in turn lead to further wage and price increases. Fiscal and mon-
etary policies cannot, by themselves, easily restore price level stabil-
ity once it has been seriously disrupted. Policy actions that reduce
costs may be desirable as well, and perhaps necessary complements to
conventional stabilization policy.

Inflationary forces, once introduced into a ''price-tag' economy, will
thus continue to be potent even when the level of aggregate demand is
less than the potential total output of the economy. Economic groups
attempt to protect their shares of national income, recoup losses suf-
fered as a result of past inflation, or protect themselves against ex-
pected future inflation. Increased nominal income demands may simply be
in response to some event or change in perceptions which has disturbed
an existing implicit 'social contract.'" To a large extent, these re-
sponses are simply different manifestations of the important pattern of
behaviour motivated by relative income position considerations that have
been referred to above, and that form an integral part of Okun's analy-
sis.

Unions seek larger wage increases to catch up with the inflation that
occurred during their last contracts or to protect their members against
the inflation expected to occur during their next contract. These ef-
forts at ''catch up'" and 'protection' are not only in terms of their real
incomes, but are also relative to the pattern of wage settlements during
the last contract, and anticipated settlements during the period of the
next. Firms that only infrequently adjust their prices pursue the same
strategy. Lenders seek rates of return that allow for the effects of
price level increases expected to occur during the loan period.

Other forms of behavioural adjustment are, perhaps, more subtle. In-
flation creates uncertainty, and one can never be certain that one's ex-
pectations will be realized. As a result, economic decision-makers at-
tempt, where possible, not to lock themselves into long-term commitments
denominated in nominal dollars. That is, they seek, to the extent pos-
sible, to bargain in real dollars. The most widely recognized examples
are labour collective agreements that incorporate COLA clauses. Other
contracts with price re-openers are another example. Another is the
general shortening of contract lengths as has recently occurred in resi-
dential mortgages and collective agreements. A somewhat different class
of examples is the indexing of public sector taxes and transfers.

Because of behavioural responses like those noted above, inflationary
forces become "institutionalized" in the economy. Further lags are thus
introduced into any process designed to purge the economic system of in-
flation. |In addition to altering the expectations and consequent behav-
iour of economic agents, it is now also necessary to wait out {(or short
circuit) the built-in inflationary pressures that accompany at least
some of these institutional arrangements.
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The third development prompting a renewed consideration of controls
is the emergence of new schemes that may, at least in part, meet some of
the economic and political objections that these programs usually face.
These new approaches, besides adding a new set of acrenyms to the liter-
ature, have been sufficiently imaginative to prompt a renewed debate
concerning the efficacy of controls. With the above comments as back-
ground, it is the purpose of this paper to explore the microeconomic
characteristics of several models of income controls, including these
new approaches, and, at least tentatively, to assess their applicability
to Canada. It is the premise of this paper that a credible, if not con-
clusive, macroeconomic case for controls has been made elsewhere[7].
The intent here, therefore, is to focus on the microeconomics of con-
trols, a largely neglected area of investigation thus far.

The next section (l1) of the paper offers five factors for considera-
tion in evaluating a controls plan. These may either be viewed as
statements of desirable attributes or as acknowlegements of the most se-
rious criticisms raised against controls that any future program should

seek to avoid. Section Il| then discusses several models of income con-
trol and how they stack up against our five criteria in the context of
the Canadian economy. A final section briefly offers several conclu-

sions to the analysis.

3.3 EVALUATION CRITERIA

Before turning to the actual examination of income control schemes, in
this section we identify and discuss five considerations that form the
basis of our microeconomic evaluation. Included in these five factors
are some of the most important questions traditionally raised in discus-
sions of wage and price control programs.

3.3.1 Rigidities

Ideally, a controls system should restrain the overall price level while
leaving individual prices free to adjust[8]. That is, relative price
adjustments should not be impeded because price rigidities result in re-
source misallocations. If we are to achieve a completely stable price
level, then some prices must fall in absolute terms.

Historically, wage and price control systems have not been very suc-
cessful in meeting this criterion. The stabilization of the overall
price level, to the extent that it has been achieved, has been pursued
through the control of individual prices and wages. It is inevitable,
under such a system, for some form of political allocation to replace
the market mechanism. If the political authority's decisions are bind-
ing, the result is usually allocational inefficiency manifested, for ex-
ample, through shortages of goods. |If the forces of the market prevail,
for example, by means of black or grey markets, then the program fails
to control actual inflation, though "official' price 1level statistics
may indeed show progress.
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The price ridigity problem tends to become more severe as the control
program becomes tighter (i.e., tries to get the rate of inflation closer
to zero) and extends for longer time periods. In both cases the pres-
sures for relative price adjustments buijld up.

3302 Causes Versus Symptoms

It has often been charged that wage and price controls treat inflation-
ary symptoms (i.e., temporarily hold down the recorded rate of price in-
crease) but do not cure the underlying cause of the disease. The impli-
cation is that inflation pops up in other forms that official statistics
do not pick up (e.g., shortages, quality deterioration), and that, when
removed, even the official record will not be permanently affected.

But surely this argument begs the question. One must first know what
forces are responsible for the inflation. A counter-argument is con-
tained in the Okun analysis sketched earlier. In that model, an appro-
priate controls program may bring about a restoration of a more stable
cost structure (and hence price structure) with a lower cost in lost
production or unemployment than would be experienced with conventional
stabilization policies.

Closely related are the potential impacts of controls on inflationary
expectations. To the extent that inflationary expectations are trans-
lated into patterns of behaviour that contribute to higher costs and
prices, a program of controls may result in permanent improvement. In-
flationary expectations are generally not very well understood by econo-
mists, psychologists or anyone else, but two factors appear to be impor-
tant. (Obviously, other factors enter the picture as well.) The first
is simply the continuing experience of inflation. The longer the infla-
tionary period extends, despite the efforts, explanations, and exhorta-
tions from government that will most assuredly accompany it, the more
economic agents will expect the inflation to continue at the same (or
even at a higher) rate. Secondly, if the government's anti-inflation
policies inflict large costs on the economy in terms of lost output and
unemployment, the greater becomes the pressure for the government to
deal with these new problems. When the government limits itself to con-
ventional monetary and fiscal policy instruments, this shift in policy
must inevitably involve at least a partial abandonment of its anti-in-
flation policy. In simple terms, there is some question of whether the
government will ever see an anti-inflation policy through to fruition.

Price and wage controls may moderate expectations through operating
on both of these factors. If they can relatively quickly and visibly
reduce observed inflation rates, expectations based upon experience may
moderate accordingly. As to the second factor, controls may provide the
government with a less costly instrument (in terms of lost real produc-
tion), thereby making its pledges to 'wrestle inflation to the ground"
more believable.

As will be argued in the next section, whether any controls program
c€an actually succeed in treating causes rather than masking symptoms, is

Lo a considerable extent, a function of the micro-characteristics of the
scheme.,
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3.3.3 Distribution and Equity

As serious as any issue an income controls program must confront is that
of distributional effects. There are at least two dimensions to this
issue. One is the division of total income between the groups that can
broadly be categorized as deriving income from labour and capital. The
second is the distribution of income within each of these groups, par-
ticularly labour.

The relative impact of a controls program on labour and capital in-
comes, is, for the most part, a question of the effectiveness of wage
controls versus price controls. As a technical matter, it is generally
easier to control wages than prices. (We are not referring here to "un-
controllable" prices such as those determined in international markets,
but only to prices of goods potentially controllable.) In the unionized
sector, collective agreements are registered, wage adjustments are made
relatively infrequently and settlements often attract considerable pub-
lic attention. In some types of controls programs, employers and em-
ployees can collaborate to finesse the wage controls[9] and in other
cases, particularly in the non-unionized sector, wage adjustments may be
more difficult to monitor. But, generally, for large complements of
workers, income controls pose relatively few administrative problems.
In the case of price controls, however, the balance is in the other di-
rection. Some price increases are relatively easy to monitor and con-
trol. Such would be the case for prices set by government agencies or
crown corporations, or for prices authorized by government regulatory
authorities. However, most price increases are much more difficult to
monitor. This difficulty arises from the sheer volume of price adjust-
ments occurring in a complex economy, the fuzziness in defining a prod-
uct[10], and the fact that these adjustments can occur almost continu-
ously in many cases.

In addition to the problem of symmetry (equity?) in administration,
there is a probliem of perceived intent. Many individuals, particularly
those associated with the labour movement, are suspicious that all con-
trols efforts are deliberately intended to redistribute from labour to
capital. Most empirical evidence does, in fact, lend some support to
their suspicions. Whether by design or not, wage control has generally
been more effective than price control[11].

The second equity question concerns the effective impact of controls
on various labour groups. As already noted, some types of earnings tend
to be less controllable. Non-unionized employees, especially profes-
sionals and executives, and self-employed individuals are in, or are su-
spected of being in, this category.

Beyond these groups, further questions arise from the design of par-
ticular programs. The controls during 1975-78 were deliberately de-
signed to give the AIB considerable discretion rather than to require
strict adherence to a set of legislated rules. The reasoning, a priori,
was that a program of the latter type would be too rigid. Many cases
would be bound to arise which the drafters of the legislation could not
foresee - cases in which a strong argument for special treatment could
be made on allocative or equity grounds. Therefore, the choice was to
establish ''guidelines" rather than rules, and to endow an administrative
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agency with the authority to exercise discretion when these ''deserving"
cases arose. In actual fact, the AIB, being a (small "p") political
body, was subjected to and responsive to (small '"p") political pres-
sures, and exercised its discretionary authority in favour of groups not
falling into the ''deserving' category envisaged by the drafters. For
example, on average, militant union groups were treated more generously
than the norm[12].

To generalize, the danger of incomes policies is that they tend to
politicize questions of distribution and equity that society can better
resolve via less obvious and less confrontational mechanisms. The visi-
bility of the (perceived) distributional impact of controls is probably
one reason in itself. Perhaps another is that society in general is
more willing to accept the outcome of a game, the rules of which (i.e.,
a market economy/ social welfare state) are accepted by the vast majori-
ty of its members. Controls, at least the kinds of controls that have
been imposed in the past, partially substitute new rules that are less
understood and less generally accepted. The outcome of the new game is
thus viewed more skeptically if not with outright hostility.

3.3.4 Feasibililty and Saleability

Perhaps because controls alter the rules of the game to some extent, it
is desirable for them to be readily understandable by virtually all eco-
nomic agents. In addition, if they are to have any shock effect on ex-
pectations, an apparent linkage between the controls system and a de-
creasing rate of inflation must be readily traceable.

Thus, very complex and indirect methods of control would certainly be
less desirable from a political perspective and likely from an economic
one as well. Designers of controls programs are thus very likely to
face a trade-off. Programs that are direct and readily understandable
are also probably programs that are more rigid in terms of inhibiting
relative price adjustments. The only long-term prospect of easing this
trade-off is to promote greater understanding of the nature of our eco-
nomic system, thereby eventually permitting the use of more sophisticat-
ed and more subtle control programs.

3.3.5 Cost

A final consideration often raised in debates over wage and price con-
trols is the administrative cost of the program. This consideration has
two dimensions. One is the actual resource-using cost of the operation.
For most schemes, this is not a significant cost relative to the overall
size of the government, the economy, or the realizable benefits if the
program succeeds.

The second factor is more political in nature. The very appearance
of the government spending more money and hiring people to staff a new
bureaucracy may create cynicism when contrasted to the exhortations for
restraint and co-operation that inevitably accompany a controls system.
For this reason, a scheme that can be administered within an existing
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bureau and with a relatively small number of extra personnel is likely

to be preferable. However, this final consideration is unlikely to be
decisive compared to the other criteria discussed in this section.

3.4 MODELS OF INCOME CONTROLS

Having examined a number of general considerations or criteria in income
control designs, we now turn to the discussion of four specific plans.
They are: a system of wage and price '"rules," a system of administra-
tive discretion (similar to the AIB in 1975-78), a tax-based incomes
policy (TIP), and a market-based anti-inflationary plan (MAP). Each of
these four schemes will be examined in turn, in the context of the cri-
teria for evaluation in Section I1.

3.4.1 Wage and Price Rules

This category does not refer to any specific system of controls, but
rather to the class of models in which (possibly different) rules are
established for wage and price increases, and exceptions to the rules
are kept to a minimum[13]. A freeze on wage and price increases is a
special case of the rules model.

The rules may be very simple and straightforward (e.g., 6 percent al-
lowed for all cases[14]) or more complex, distinguishing groups on the
basis of recent experience, income levels, region, or other relevant
characteristics. The creation of an agency is usually involved to moni-
tor compliance and to decide those cases in which specific, narrowly de-
fined exceptions are permitted. |In addition, such agencies usually play
a role in exhorting co-operation, a prominent feature of virtually all
controls schemes. Coverage may be universal or may exclude certain
units, wusually farmers and firms with employment below some threshold
level.

Perhaps the most sericus flaw in control by rules is their extreme
rigidity. The very fact that exceptions are deliberately kept to a min-
imum prevents the relative price adjustments that would otherwise occur.
The more simpie the rules, the more severe this problem becomes. It is
basically for this reason that wage and price controls based on strict
rules must have a restricted lifespan. The pressures caused by the in-
ability of relative prices to adjust, accumulate and ultimately will
bring about the collapse of the controls program.

We have already argued that a controls program can treat the causes
of inflation if it can alter the cost structure of firms or moderate in-
flationary expectations, rather than just temporarily cap excess demand
pressures. The most likely route to success for wage and price rules to
treat inflationary causes is their potential for altering expectations.
They may do this in two ways. First, they will focus public attention
on the decline in the inflation rate that will be officially registered
very quickly after the imposition of controls. This highlighting of a
decline in the CP| may be more important to changing expectations than
it appears at first blush. Some months after the rate of inflation in
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the United States fell from the 12 percent range to the 6 percent range
(in mid-1982), a public opinion poll revealed that a majority of the
population still perceived inflation to be at the higher rate. Second-
ly. these controls potentially could buy time for the government to put
in place policies that would convince economic decision-makers that the
currently observed decline in the inflation rate would be permanent.
However, this must be done within the relatively severe time constraint
noted above.

A rigid rules program would appear to stack up very poorly in terms
of the equity criterion. However, | believe the conclusion may not be
so clear cut, at least for a short-term program. Undoubtedly the rigid-
ities will introduce inequities that a discretionary program could, in
theory, avoid. However, as discussed earlier, controls are political
and the administrative agency set up to exercise the discretion may not
use its authority as intended. On balance, then, are rigid rules more
inequitable? Obviously, at the level of generality of this discussion,
a final answer to that question is impossible; our purpose here has only
been to point out that the issue is real and not a foregone conclusion.

In terms of being explainable and understandable, a system of rules
probably scores the highest of the control models considered. This is a
function of its directness and lack of subtlety. Indeed, when most peo-
ple not familiar with the intricacies of controls think about wage and
price restraints, it is probably a set of rules that they have in the
back of their minds.

Finally, the administrative cost of a program based on rules is un-
likely to be a serious consideration. Costs would tend to grow with the
scope of exemptions to the rules, and with the scale of the '"public re-
lations" function given to the agency, but even these are unlikely to
impose major constraints.

3ah. 2 Administrative Discretion

In these programs, rules are replaced with "guidelines" and an agency is
established to determine, often on a case-by-case basis, the relation-
ship of wage and price increases to the guidelines. This was the model
adopted in 1975-78. The rationale for this model, as a preferred alter-
native to a system of rules, is based on the rigidity and equity cri-
teria.

While a problem of rigidity certainly remains, there is at least some
expectation that an agency will be able to identify the most serious
consequences of relative price rigidities and to permit appropriate ad-
Jjustments. This attention may be directed to either the labour or the
goods market[15]. Thus, we should expect a discretionary program to be
preferable to rules on this basis, though the trade-off cost is probably
a less dramatic immediate impact on inflation indices.

The distribution and equity implications of this type of program have
already been referenced quite extensively. A discretionary program
holds out the promise of bei'ng more equitable than a rigid set of rules,
but the distinction between 2 priori reasoning and actual performance
may be quite striking. This problem can perhaps be minimized through
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careful design of the parameters of discretion of the administrative
agency. But, as we constrain the behaviour of the agency we move back
in the direction of wage and price rules. The trick is to find an ac-
ceptable compromise between the inequities that arise from rigid rules,
and those that stem from compromising political decision-makers[16].

In terms of the remaining three considerations, there is not much to
choose between a program based on administrative discretion and one
based on rules. If one program is able to affect underlying inflation-
ary causes rather than simply mask symptoms, then the other is likely to
do the same. If one fails on this score, the other will as well. Both
are relatively straightforward schemes and therefore easily explained
to, and understood by, private sector actors. Finally, while the admin-
istrative cost of the second plan is likely to exceed that of the first,
it is still unlikely to present a significant financial obstacle to the
federal government[17]. However, a discretionary plan is likely to im-
pose significantly higher administrative costs on the private sector, as
firms and unions devote resources to negotiating with the controls agen-
cys

Presumably, those with the greatest incentives to secure exemption
from the controls will be the ones who, on a relative basis, will devote
the most resources to negotiating. Overall resource misallocation costs
may therefore be lessened if the most serious cases of price rigidity
are thereby relieved.

3.4.3 Tax-Based Incomes Policy (TIP)

A TIP is one of the genuinely novel controls programs proposed in recent
years[18]. The acronym refers to a group of incomes policy schemes
which would be administered through the existing income tax system. The
basic idea is to use the tax system to create incentives for wage and
price restraint. If the incentives are sufficiently strong, they will
affect the behaviour of firms and unions, thereby reducing the rates of
price and wage inflation. To the extent that the existence of a TIP
leads economic agents to expect lower inflation in the future, their be-
haviour should also adjust favourably.

The TIP incentives may be penalties or rewards and may apply to em-
ployees or emplioyers. A penalty TIP would impose an extra tax burden on
workers whose wages were raised by an amount higher than a specified
guideline, or on employers who acceded to such wage increases. A reward
TIP would grant tax benefits to workers who agreed to accept wage in-
creases below the guideline, or to the employers of these workers.
Price TIPs would reward or penalize firms whose average price or profit
behaviour was respectively within or outside prescribed guidelines.

A TIP for employees would most 1likely involve a tax credit amounting
to a given percentage of total earnings up to a specified maximum (re-
ward) , or a tax surcharge that would remove from them some (perhaps even
100 percent) of the earnings received as a result of exceeding the
guidelines (penalty). For employers, a reward TIP could be a corporate
tax credit tied to the total wage bill, or to the amount by which aver-
age wage increases remained below the guideline. A penalty TIP could be
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a disallowance of above-guideline wage increases as tax deductible
expenses, or a tax surcharge on firms exceeding the guideline. On the
price side, firms could get a tax cut or be levied a surcharge for de-

sirable or undesirable price behaviour. If some profit measure were
adopted, then the penalty TIP would, in effect, amount to an excess
profits tax. In most penalty TIPs, the overall tax rates would be ad-

justed downwards, keeping total tax revenues constant (i.e., the tax
rate cuts would just offset the revenues collected from the tax penal-
ties), and thereby avoiding any deflationary macroeconomic effects from
the existence of the plan.

Overall, a penalty TIP on workers would be certain to generate vehe-
ment union opposition; this would be particularly so if no acceptable
price side TIP could be implemented to penalize "irresponsible" firms.
We have already noted the inherent technical difficulties in controlling
prices and these considerations would apply to a TIP as well. A reward
TIP for employers is also a political non-starter. It would be viewed
as the government giving money to employers in return for being tough
with their workers; government would be seen as sitting on the employ-
er's side of the bargaining table. From these preliminary comments, it
would seem that the most acceptable wage TIPs would be a reward TIP for
employees, or a penalty TIP on employers. However, because Quebec, On-
tario and Alberta administer their own corporate income taxes, the lat-
ter would involve considerable co-ordination problems. More serious is
the fact that the only feasible method of bringing the public sector
into the plan is by means of a TIP involving individual employees.
Thus, the only type of plan Which successfully clears all these prelimi-

nary hurdles is a reward TIP for employees. The remainder of the dis-
cussion in this section will focus on this alternative.

TIP is favourably discussed by Okun in his previously cited work[19]
as well as in his earlier writings. In  the "price tag" economy de-

scribed by Okun, cost disturbances cannot be dismissed as transitory
blips because they trigger wage-price and wage-wage feedbacks. Wage and
price increases thus can be viewed as externalities analogous to envi-
ronmental pollution. These increases impose costs on other economic de-
cision-makers. The standard economics textbook solution to externali-
ties is to internalize them into the cost calculations of the polluting
individuals or firms. In this light, Okun argues that a TIP may be an
effective way to hold down inflationary pressures in career labour mar-
kets and customer product markets[20].

When held up against our five evaluation criteria and in comparison
to the first two schemes, a TIP comes out moderately better on three
counts and significantly poorer on one. First, in terms of creating
wage and price rigidities, a TIP is comparable to a program of rules ex-
cept that groups can choose to exceed the rule and forego the tax reduc-
tion. TIP is a rules-based plan in that all participants are likely to
be required to abide by the same permissible increase in compensation.
However, in instances where a group of workers can extract a wage in-
crease large enough to offset the foregone tax advantage, they are free
to exceed the rule. Flexibility is thereby introduced, but it is limit-
ed by a threshold calculation.
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In terms of treating causes, in a "price-tag'" economy, a TIP appears

to be preferable to either of the first two programs. In this economy,
cost increases create '"inflation pollution' and a TIP solution is, in
principle, largely consistent with microeconomic theory. TIP treats

causes of inflation in this world, just as anti-pollution subsidies (or
pollution charges) treat the causes of air or water pollution.

An employee-reward TIP does not confront the equity issue as directly
as the first two plans, and thus is preferable to them on political
grounds. The issue, while not removed, is largely finessed because the
government rewards co-operativeness by reducing income taxes.

While we have no previous experience with TIPs, the administration of
such a program is not likely to be a major problem. Much of the admin-
istrative apparatus already exists in the income tax collection sys-
tem[21]. The saleability of a TIP as an anti-inflationary device may be
slightly more difficult because it is a more subtle and indirect scheme
than the previous two programs. A valid comparison may be the difficul-
ty in explaining a system of pollution fees (or subsidies) versus a di-
rect admonition (backed by penalties) against polluting. However, no
government is 1likely to encounter great difficulties in explaining a
program of rewards for good behaviour.

It is on the final consideration - cost - that TIP encounters major

difficulty. One estimate of the cost of an employee-reward TIP was $3
billion per year (1981[22]) current estimates would likely be substan-
tially greater. In order to finance this program, the government would

have to chcose among some combination of higher deficits, reduced spend-
ing, or increased taxes. Moreover, a reward TIP would create a conflict
of interest for the government - the more successful it was (measured by
its ability to restrain wage settlements), or the stronger the incentive
the government wished to offer, the more it would cost in foregone tax
revenues. | believe this cost factor to be a very serious impediment to
the successful implementation of a TIP.

3.4.4 Market Anti-Inflation Plan (MAP)

MAP is the invention of Abba Lerner and it is clearly the most imagina-
tive of the four types of incomes policies discussed in this paper.
Lerner also adopts the view of inflation as an externality and has de-

signed a plan in which the price of the "pollution licences' is set in
the market rather than by legislators.
MAP would operate as follows[23]. Every firm is granted a quantity

of MAP Credits equal to its Net Sales for the previous year plus a fur-
ther amount equal to x percent of Net Sales, where "x" is the estimated
growth of national average productivity (net output per unit of input).
Net Sales are defined as gross sales (including inventory increases) mi-
nus purchases from other firms. Net Sales therefore equal wages plus
profits (broadly defined), or all payments that constitute income to in-
dividuals or are, in effect, value-added[24]. Total Net Sales thus cor-
respond to total income of the economy.

Each firm must keep its Net Sales equal to the MAP Credits it holds
in the new year by buying or selling credits in a national market.
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Since the total amount of MAP Credits outstanding is fixed, the national
average increase in incomes would be fixed, but individual incomes would
be free to expand more (or less) quickly. The MAP Credit market could
be administered by a new bureau or by an existing agency such as the
Bank of Canadal[25].

If there were a general tendency to increase wages or profits (pric-
es) faster than the real productive capacity of the economy could ex-
pand, many firms would be forced to enter the market to buy MAP Credits,
and the price of Credits would rise. As in any market, the price would
rise until the demand for MAP Credits was brought into equality with the
supply forthcoming from firms increasing wages and profits at a rate
less than that corresponding to their initial allocation. In the oppo-
site circumstances the price of MAP Credits may fall to zero.

A complete description of the plan is beyond the scope of this paper.
Some details and its adaptation to the Canadian economy will be dis-
cussed as we evaluate MAP in terms of our five criteria. In terms of
permitting individual price flexibility, the MAP scheme is designed to
accomplish precisely that objective. Namely, it would not inhibit the
adjustment of relative prices and wages but would control the price lev-
el. The whole purpose of establishing a market for MAP Credits is to
permit relative price adjustments to occur. At least in theory, on this
score MAP dominates all of the other controls schemes.

In a 'price-tag" or "fix-price'" economy as described by Okun, MAP
like TIP, is fully consistent with the prescriptions of economic theory.
If, in this context, wage and price pressures can be regarded as "infla-
tion pollution,'" then MAP is analogous to auctioning off a fixed total
of pollution rights to the highest bidders. It is thus a further re-
finement of TIP, which corresponds to setting the pollution fees by au-
thorities rather than by markets. MAP also includes inflation pollution
caused by rising prices, while TIP only is really effective on the wage
side.

Thus, we have seen that under some circumstances, a plausible case
can be made that all four types of controls can remove or moderate caus-
es of inflation. O0f the four, MAP again emerges as the dominant alter-
native, while TIP emerges as a strong second choice.

MAP also appears to satisfy our equity considerations, both between
labour and capital distributions and within various classes of labour.
Because Net Sales include both wages and profits, the MAP scheme should
not disturb the normal processes by which the income pie is split be-
tween these claims. A similar conclusion would apply to various employ-
ee groups (unionized or not) within the firm. MAP raises the cost to
the firm of increasing wages and profits at a rate higher than national
productivity increases, but it does so equally for either form of income
and therefore does not distort the choices between them.

Lérge]y due to its novelty, a number of questions arise about the
fea5|bflity of MAP. One concerns the prices regulated by governments or
established by Crown corporations. The former pose no serious obsta-
cles. Firms in regulated jndustries would still apply to the relevant
agency to approve their price increases. |In addition, they would be re-
quired to hold MAP Credits sufficient to cover their Net Sales (which
would be a function of prices). Crown corporations that set their own
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prices and reach wage bargains with their own employees would be
similarly required to hold sufficient MAP credits, although the account-
ing definition of Net Sales would likely require some modification in
these cases.

More serious problems arise when considering direct employees of gov-
ernments. Compensation is generally not determined within a given agen-
cy or department; each category of employees strikes wage bargains that
apply across all units of the government. Similar difficulties arise in
many quasi-public institutions such as schools, universities, colleges,
and hospitals. One solution is to restrain these groups by legislation
to the increase established as the national average (x percent). How-
ever, this rule would violate the spirit of MAP which is to work with
the market and not to restrict relative adjustments. Another possibili-
ty would be to devise concepts analogous to Net Sales that would apply

to a government, hospital or school system as a whole. Thus, if a gov-
ernment or a school wishes to increase the average compensation of its
employees by more than its initial Credit allocation permits, it too

would be required to use part of its budget to purchase the required
amount of MAP Credits.

An enforcement problem may be created if firms are able to devise
ways of redefining some of their Net Sales as purchases of materials.
For examplie, rather than raise the salaries of a group of employees by
more than x percent, a firm may instead choose to provide them with com-
pany cars. One could easily think of a fairly long list of similar ex-
amples of ''creative accounting." |f widespread, these actions would un-
dermine the effectiveness and equitability of the program. Of course,
this problem is not unique to MAP, but applies to all of the other
schemes as well. Ultimately, all income control programs require the
monitoring authority to employ accountants who are at least as creative
as those working for the controlled firms.

A further concern is the political saleability of MAP. Because it is
more complex and indirect than the other programs, it will be more dif-
ficult to explain its operation and how it would reduce the rate of in-
flation. We need only recall the difficulty economists have encountered
in promoting the idea of a market 1in pollution licences to get some ap-
preciation of the promotion difficulties likely to accompany MAP.

Finally, administrative costs of MAP are likely to be small. The
costs of operating the MAP Credit market would be minimal, and the moni-
toring and enforcement costs probably would not be much different than
for a rules-based program or a TIP.
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3.5 CONCLUDING OBSERVATIONS

The purpose of this paper has been to compare alternative models of in-
comes controls in terms of a number of the considerations often raised
by both proponents and opponents of such plans. The focus has been on
microeconomic and equity questions, although one obviously cannot ignore
macroeconomics in a discussion of wage and price controls. The issue of
causes versus symptoms in particular involves macro considerations.
Trying to invent a formal scoring system to evaluate the alternative

models is not an activity in which | wish to engage. On an informal
qualitative basis, however, MAP seems to emerge as a very attractive
prospect, if it is possible to get by a series of implementation prob-

lems (including some not raised in this paper) without destroying the
spirit of the program. At the other end, the arguments for reinstitut-
ing another discretionary program modelled on the Anti-Inflation Board
of 1975-78 are not very convincing. A reward TIP for individuals merits
serious consideration, although the cost of the tax rebates may in the
end prove fatal. A system of controls based on rules (surprisingly) may
be viable on a short-term basis, but would certainly break down in the
medium to long-term.

Clearly no system of income controls is costless or without serious
problems. None of the plans considered here satisfactorily met all of
our criteria. These problems are both economic and political. The real
question is one of weighing the costs of an economic program that in-
cludes controls, against one that tends to rely almost entirely on mone-
tary and fiscal policy. That the economic costs of the latter are enor-
mous there can no longer be any doubt.

It is clear that income controls or wage and price controls are not a
single instrument of policy. The various plans discussed here could be
expected to have significantly different allocational and equity conse-
quences. The same could be said of specific versions of any one of the
general controls models. Specific questions of program design are im-
portant. Yet a good deal of general public and professional discussion
of income controls seems to ignore this fact.

Finally, recall that political considerations appear many times in
this paper. Income controls are instruments with political repercus-
sions much more direct and visible than virtually all other instruments
of economic management. Moreover, they tend to politicize issues of ec-
onomics well beyond the immediate concerns of controlling prices and
wages. For many people, this politicization raises important questions
of social conflicts and costs[26]. From the perspective of the present
analysis, we might view the politics of income control policies as a de-
sign problem as well. As our discussion indicated, designers of control
programs are likely to be required to consider political as well as eco-
nomic factors and to face trade-offs between them. ‘
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The controls argument can be found in many of Galbraith's writings
but perhaps its most complete development is in The New Industrial
State 1967. (Boston: Houghton Mifflin Company) .

Statistics Canada Daily (11.001), September 2, 1982,

Arthur M. Okun (1981)., Prices and Quantities:
Analysis. (Washington: The Brookings Institution).

A Macroeconomic

Ibid., p. 223.

Okun also recognizes that (smaller) portions of both the goods and
labour markets can be characterized in the terms of more traditional
theory in which prices (wages) are the primary short-run mechanisms
of adjustment in response to changing supply and demand conditions.
These markets are referred to by Okun as '"auction' markets and casu-
al labour markets, respectively.

An initial inflationary stimulus or cost disturbance may arise from
a number of sources. Price increases in domestic or world auction
markets (e. g., OPEC price increases in 1973 and 1979) may be the
culprit. A period of excess demand - when the society collectively
is attempting to consume mere than the total output of the economy
(e.g., the United States during the Vietnam War period) - would be
another stimulus. A third possible source may be a disruption of
the stable price and/or wage patterns in an industry in the 'price-
tag' sector of the economy.

Also see John Vanderkamp, ""Wage and Price Controls: Some Basic
Macro Issues", in this Monograph, (Winnipeg: Institute for Social
and Economic Research), 1983, pp. 3-26.

Even in a "fix-price" economy described by Okun, a considerable
amount of price flexibility remains. A significant number of prices
are still determined in "auction'" markets and, even in ‘''‘customer"
markets at any given time, many price adjustments are occurring.

There are numerous anecdotes describing such collaborations during
the regime of the Anti-Inflation Board, (1975-78) for example. See
Allan M. Maslove and Gene Swimmer (1980) Wage Controls in Canada
1925-82: A Study of Public Decision-Making, (Montreal: Institute
for Research on Public Policy).

It is easier, for example, for a firm to adjust successfully to a
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[11]

[12]
(131

[14]

[15]

[16]

[17]

(18]

nominally controlled price by altering product quality than for a
group of workers to make an analogous adjustment by ''working to
rule."

For example, according to one study, during the 1975-78 period, the
average weekly wage was about 8 percent lower in the third quarter
of 1978 than would have been the case without controls. The compa-
rable figure for average prices was 2.5 percent. In terms of the
rate of increase of the CPl, the maximum effect was a slowing of
the inflation rate by just over 1 percent by the end of the pro-
gram. See Reginald S. Letourneau (1981) Inflation: The Canadian
Experience (Ottawa: The Conference Board of Canada). A recent
study, however, found a much more significant decrease in inflation
as a result of the 1975-78 controls program. Barber and McCallum
found the inflation rate (at a given level of unemployment) to be
about six percentage points lower in 1981 than would have been the
case without the AIB. See Clarence L. Barber and John McCallum
(1982), Controlling Inflation, Canadian Institute for Economic Pol-

icy.

Maslove and Swimmer, op. cit.

It is a (not particularly interesting) matter of judgment as to the
point at which exceptions become widespread enough to regard the
plan as being discretionary rather than one of 'rules.” We are
simply attempting to characterize how a system, based primarily on
previously specified regulations, would fare under our criteria
compared to one based on case-by-case decision making.

The federal government's '"6 and 5" regime of 1982 is an example of
a rules type controls system, though its application is quite re-
stricted.

The AIB devoted the vast majority of its resources to the labour
side to handle requests for wage increases above the specified
guideline. The fact that much fewer resources were devoted to sim-
ilar activity on the price side is explained by the much looser
(weaker) controls system for prices.

For one suggestion as to how an agency similar to the AIB might be
constrained see Maslove and Swimmer, op. cit., Chapter 10.

For example, the administrative budget of the Anti-Inflation Board
peaked at about $24 million, less than one-tenth of 1 percent of
the total spending of the federal government.

The first full statement of the TIP approach (to my knowledge) was
in Henry C. Wallich and Sidney Weintraub (1971) '"A Tax-Based In-
comes Policy," Journal'gj Economic |ssues, Vol.5, June, pp. 1-19.
President Carter proposed a variant of TIP (real wage insurance)
}ate in 1978. By early 1979, however, the proposal had collapsed
in the Congress. For a review of Carter's plan see Daniel J. B.
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[19]

[20]

[21]

[22]
[23]

[24]

[25]

[26]
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Mitchell (1980) "The Rise and Fall of Real Wage Insurance," Indus-
trial Relations, Vol. 19, No. 1, Winter, pp. 6L4-73.

Okun, op. cit.

Okun discussed both tax penalties on employers and tax rewards to
employees; one is left with the impression that, on economic
grounds, he would have accepted either version. The decisive de-
terminant may well be political, as was the case in focusing on an
employee reward TIP in this paper.

For a more detailed discussion of TIP administration, see Ronald G.
Bodkin (1981) '"The Challenge of Inflation and Unemployment in Cana-
da During the 1980s: Would a Tax-Based Incomes Policy Help?'", Can-
adian Public Policy, Vol. VII, April, Supplement, pp. 202-214,

Ibid.

For a detailed exposition see Abba P. Lerner and David C. Colander
(1980) MAP: A Market Anti-Inflation Plan, (New York: Harcourt
Brace Jovanovich) . A forerunner of MAP is described in Abba P.
Lerner (1978) ""A Wage-Increase Permit Plan to Stop Inflation," in
Arthur M. Okun and George L. Perry (editors), Curing Chronic Infla-
tion (Washington: The Brookings Institution).

Allowances are made in Lerner's plan for expanding (contracting)
firms that are hiring (releasing) additional labour and capital.

In fact, MAP Credits would possess some of the characteristics of
money and would impose a similar kind of anti-inflationary disci-
pline on the economy that a monetarist would expect from a ''‘proper-
ly managed' money supply. Would it be going too far to character-
ize Lerner as a ''neo-monetarist''?

For example, Okun himself recognized this problem '"...a mandatory
controls program tends to politicize the entire economic process.
That may be its largest social cost.'" (p. 347).
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Review and Discussion of: Wage and
Price Controls: Some Basic Macro
Issues -and-the Political Economy of a
Canadian Income Control Policy

a Microeconomic Perspective

Cy Gonick,
Professor of Economics,
University of Manitoba

The papers we have heard by Professors Maslove and Vanderkamp are
very different from one another but they also complement each other.
They both address the problem of inflation and evaluate various policy
prescriptions. Maslove examines the merits of several variants of con-
trol regimes. In conjunction with a policy of monetary restraint -
gradualist and sudden death (cold shower) - Vanderkamp examines the im-
pact of an unspecified controls regime which, however, resembles the ad-
ministrative discretion model in Maslove's paper. Maslove does not
specify fiscal and monetary policy in his discussion of the various con-
trol regimes, although he too mentions that he does not see controls as
a single instrument of policy, and he would presumably accept Vander-
kamp's presumption that an expansionary monetary and/or fiscal policy
would cancel out any increase in market discipline achieved by an in-
comes policy. Both authors, then, are speaking about the impact of in-
come controls in combination with some degree of monetary-fiscal re-
straint. And they both end up with a very optimistic conclusion that
while a restricted monetary-fiscal policy by itself imposes huge costs
in terms of unemployment and lost output as a way of bringing down in-
flation - a temporary controls regime will, in tandem with monetary-fis-
cal restraint, substantially reduce that cost.

I am going to question that conclusion based on two considerations.
The first is that | do not believe the authors have considered the full
implications of the conflict theory that underlies the explanation of
inflation presumed by advocates of wage and price controls. The second
is that both authors implicitly assume that the current world recession
is entirely induced by government measures to counter inflation through
restraint - rather than the world recession being a symptom of a deep
economic crisis that has only been aggravated by government measures to
deal with inflation. |If these considerations are important then the op-
timistic conclusions of the authors would appear to be unwarranted.

First, | wish to deal with the theoretical framework that informs
both papers. I think it would be worthwhile pointing out that while
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Vanderkamp says he is working within a monetarist framework, this is not
the case at all. According to the monetarist doctrine, capitalism func-
tions in a largely atomistic fashion. Unions and firms are small by
comparison with the whole economy. Each firm or union a~ts independent-
ly of the other. Wage and price movements are determined largely by the
atomistic process of supply and demand with monopolies and unions exer-
cising a marginal influence on the overall movement. Unions, for exam-
ple, can have little effect on the overall wage level, although by re-
stricting entry they can alter the pattern of wage differentials. The
only relevant variable in determining the price level is the supply of
money . Therefore, wage and price controls have no prescriptive powers
in the monetarist framework. They are entirely unnecessary and, insofar
as they introduce allocative distortions, they can only have a negative
impact.

The theory of inflation endorsed by Vanderkamp and Maslove is rather
a conflict theory which of course is at the heart of so-called post-
Keynesian economics. But their's is a modified or weak version of
post-Keynesianism.

Following J.K. Galbraith, post-Keynesians divide industry into two
sectors - core industries characterised by oligopolistic market struc-
tures, high capital-to-labour ratios, sophisticated technology, strong
trade unions; and peripheral industries characterised by a lack of mar-
ket power, low capital requirements, simple technology and managerial
organization, and weak or non-existent trade unions.,

Core industries, which overwhelmingly dominate the goods producing
sector of all modern economies, usually have on hand at any time consid-
erable unutilized capacity so that output can be raised by simply adding
more workers. Therefore, until full capacity output is reached, a point
which may never arise, firms can meet an increase in demand for their
product by increasing output at the prevailing cost level ("Supply

Curves'" are horizontal), The consequence is that for core industries,
prices are largely insensitive to demand. Variations in demand have
their main impact on profit margins. It is rather variations in cost
that determine price.

While increases in demand have Iittle impact on prices, Post-Keyne-

sians argue that general increases in cost are almost instantly and to-
tally absorbed in higher prices. These increases could come in the form
of higher interest rates, raw material prices, tax rates or money wages.
Most Post-Keynesians concentrate on money wages.

What triggers the inflation is Jess important than the process that
develops from it into a wage-price spiral. I't could be triggered by a
sharp rise in oil prices, for example; or by a sharp rise in income tax-
es; or by some group of workers trying to leap-frog over others, thus
momentarily upsetting a long-accepted wage contour, or by a large wage
increase in an industry matched by an equivalent rise in productivity
but which sparks a similar wage increase in the public sector where pro-
ductivity rises more slowly., Whatever triggers it off, militant trade
unions protect the real disposable income of their members and their
relative position in the wage contour. And oligopolistic firms protect

their profit margins by passing the resulting higher wages onto their
consumers.
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The upshot of Post-Keynesian economics is that since the origins of
inflation are to be found in the competitive power struggle within and
between different social groups and not in excessive aggrggate qemand, a
policy designed to restrict aggregate demand capnot h?lt |nflat|on: !t
only causes smaller output and unemployment which heightens the distri-
butional conflict. An incomes policy, it suggests, wou!d allow the
state to achieve full employment while moderating wage claims and thus
inflation. . )

Taken to its extreme, the Post-Keynesian position is untenab]e.
Surely it is unreasonable to argue that the state of demand h§s no im-
pact on wages and prices. Yet that is what a pure Post-Keynesian posi-
tion assumes and it is the key assumption behind the belief that we can
have a full employment level of output and wage and price stability.
There need be no trade-off between inflation and unemployment provided
Keynesian demand management is combined with an incomes policy. But'to
deny that the rate of change of demand (if not the level) exerts an in-
fluence over labour and capital is mere dogma. While changes in wages
do not clear the labour market, it has been widely observed that labour
bargains harder and for a more rapid rise in wages and fringe benefits
when Ilabour markets tighten. Employers, in turn, are reluctant to risk
a strike when profits are high and are more willing to accept higher
wage demands. At the other extreme, a sudden high level of unemployment
in an industry with the threat of further redundancies or even bankrupt-
cy of the employer weakens the willingness of workers to resist low pay
offers. As for firms, a low level of demand and excess capacity reduces
the ability of the employer to raise prices and stiffens their resis-
tance to workers' demands. The idea that the rate of wages is deter-
mined by trade union fiat and that big capital can always and does al-
ways pass higher wages on to the consumer is neither reasonable nor
supportable.

The importance of this assumption for the analysis may be gauged by
examining what happens if it is dropped. For then it can no longer be
argued that Keynesian demand management combined with an incomes policy
could produce full employment and price stability. Full employment
would build up inflationary pressures that an incomes policy could not
repress. More realistic Post-Keynesians admit that an incomes policy
does not dispense with the need for monetary-fiscal restraints = only
that it allows for a less deflationary policy - monetarism with a human
face.

This | believe is the premise of both of our authors, certainly Van-
derkamp. They are neither pure monetarists nor pure Post-Keynesians.
Their position can be summarized as follows:

Inflation is caused by conflict over the distribution of income.
Money influences price only through its effect on this conflict. Since
conflict depends on, or at least is influenced in a major way by demand,
if monetary factors can alter the level of demand, they can influence
the degree of conflict and through it the rate of inflation. So mone-
tary factors may influence price through the causal chain of money --
demand -- conflict -- prices.

Having got that out of the way and before proceeding to the way con-
flict theory links up with controls, | want to take a moment to suggest
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that even if some incomes policy could help resolve conflict as it is
reflected in the sphere of distribution, this only deals with the prob-
lem at the levei of appearances. Below the surface of the conflict be-
tween workers and capitalists over the distribution of income, is the
sphere of production - and here too conflict between workers and capi-
talists exists. Capitalists do not, after all, buy productivity. They
buy labour time which they have to convert into productivity. While the
output of a machine can be perfectly known, this is not so for a worker.
The output of workers with similar skills and working with similar ma-
chinery, depends on the relative ‘'diligence' with which they work.
This, in turn, depends largely on the relative ability of capitalists
and workers to influence the work process. Capitalists will be able to
get more output from the worker by gaining his loyalty, providing easy
channels of promotion and incentives, for example. Workers will be able
to control their output by resisting speed-ups, punishing 'rate bust-
ers', etc. Resolving conflicts at the level of distribution even if
that were possible, does not touch this deeper conflict. Moreover, the
extent of distributional conflict is governed, in part at least, by the
extent of conflict in production. The intensity of wage demands no
doubt reflects in part the degree of oppression and lack of control that
exists in the work situation. As the French writer Andre Gorz put it,
it is part payment for "the time being lost, the life being wasted, the
liberty being alienated..., a distortion and a mystification of a deeper
demand that at the present stage of wunion activity is not overtly ex-
pressed."

Management schemes to overcome worker resistance and alienation -
like profit-sharing, quality of work life, union rights to greater con-
sultation and job enrichment are not usually effective because they do
not penetrate very deeply into actual day-to-day working lives and
therefore cannot satisfy felt needs. Yet the issue of productivity is
at least as important as the issue of wages. Except for such schemes
noted above, income policy advocates can only probe this area with great
caution because far more than the question of distributional power, it
touches the very heart of the capitalist economy.

Now | want to come to the contradiction that | see in resolving by
means of wage and price controls, the class conflict that according to
the Post-Keynesians, lies behind inflation.

Only widespread consensus about distribution or an army of enforce-
ment inspectors can produce anything like adherence to a control regime
for more than a brief period. To secure even minimum consent among
workers, prices and other incomes have to be controlled. Dividend re-
straint is relatively painless except for small shareholders. So long
as the economy is growing, large shareholders prefer to take their gains
in the form of rising share prices. Restraint on prices and profit,
however, involves heavy costs. High profits are essential to obtain
greater output and productivity because profit 1is both the source and
the incentive for investment.

With the claims of the foreign sector and to some extent, those of
the government acting as a constraint in the total share of income
available as profit and wages, it is assumed, given the primacy of prof-
its, that a deterioration in the terms of trade or an increase in gov-

Comments 53

ernment expenditure must, in the main, be deducted from the wages share.
According to conflict theorists, inflation arises precisely because
trade unions do not accept this fact of life. They strike to protect
and advarce the real disposable income of their members in the face of
rising taxes and import costs, by shifting a part of the burden onto
profits. This can be particularly dangerous in times of slow growth be-
cause it threatens both the consumption of capitalists and their incen-
tive to invest.

This means that the problem of gaining a consensus s particularly
problematical during periods of stagnant output with companies facing
declining and in some instances negative profits, heavy debt, and severe
cash flow problems. In such periods the state has little to offer the
working class. Anything extra it gives to labour must be subtracted
from capital. But with profits being clearly squeezed, this could place
the motor force of the system in jeopardy. Effective control over pr .6~
es and profits under these circumstances would be suicidal for capital.
During periods of crises there must be a shift in allocation the other
way, from consumption to investment. Real wages must be sacrificed in
favour of profitss; state expenditures on social services must be cut
back in favour of increased subsidies to industry. But with the state
in effect nationalizing part of labour's income and transferring it to
capitalists, consensus inevitably breaks down. Incomes policy is then
either imposed through state coercion, eliminating basic trade union
freedoms, or it is abandoned. It is in any event an inherently unstable
regime.

While both TIP and particularly MAP require less arbitrary legisla-
tive impositions and leave some space for collective bargaining, their
effectiveness in resolving conflict is still subject to the same criti-
cism that can be made of the more direct control regimes, outlined by
Professor Maslove.

| have, then, touched on one factor that leads me to a much less op-
timistic evaluation of the effectiveness of a control regime. Under

real world circumstances - incomes policy is implemented only when busi-
ness and government feel that wages are either rising too fast or have a
potential for doing so; it is inconceivable that any form of incomes
policy would be introduced because profits are rising too fast - incomes
policy would have to be imposed by government dictate, as it was in
1975. It can hold wages down for a time and, via wage deflation, pro-

duce an indeterminate, but likely small effect on prices. Whether these
presumed gains would be anything but short-lived is doubtful. Not hav-
ing ?1iminated what they themselves identify as the real source of jn-
flation, wage and price spirals would start up again with economic re-
covery.

I have already alluded to what | believe to be the second shortcoming
of the.analysis implicit in both papers. It is assumed that the current
economic crisis is one merely of inflation or of a deep recession caused
by government's efforts to control inflation. Therefore, a short-term
reglmg of controls and monetary and/or fiscal restraint - if it is able
to bring down inflation will enable a return to post-war normality.
Thus the Vanderkamp paper assumes that the long-run average output
growth of L percent continues to prevail except for the recessional im-
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pact on employment. Investment spending is not at all disturbed or even
variable in his model. This probably has a lot to do with the optimis-
tic results he gets in most of his simulations.

My own view is that the post-war boom was due far less to government
policy than to certain very favourable underlying factors that kept wag-
es and materials fairly cheap, that promoted major gains in productivity
through technological change, that created vast new mass consumer mar-
kets and that produced a stable international economic environment.
These circumstances promoted high rates of profit, high levels of in-
vestment spending and international trade. These expansionary forces
gradually exhausted themselves by the mid-sixties, reaching critical
proportions over the next decade and resulting in declining rates of
profit and a decline in the share of post-tax profits throughout the ad-
vanced capitalist world. Simply put, given the combined claim of the
state and primary producers and the ability of the working class to re-
sist attempts to force them to reduce their consumption by an equivalent
amount, what remained for profits was greatly reduced.

| believe it was the policy of most governments in the early 1970s to
attempt to overcome falling profit rates by expanding the supply of mon-
ey, enabling firms to raise prices. Workers demanded higher wages in
response. The resulting inflation disguised the fact that the expan-
sionary forces were exhausted. A reversal of monetary policy followed
when double-digit inflation became untenable. If this analysis is cor-
rect then government policy does not produce the economic crisis. By
withdrawing from a policy of artificially holding the economy wup, it
simply gave free reign to economic crisis to restructure the economy.

As we all know, economic growth under capitalism involves the on-go-
ing restructuring of production. Rapid technological change, which is a
major part of this restructuring, entails the closing of existing facto-
ries, or a major reorganization of them, the firing, re-training or re-
deployment of existing employees. Competition works to eliminate inef-
ficient plants and firms and those that are slow to innovate and it
replaces them by their stronger and more adaptable rivals. The signifi-
cance of the economic downturn in the business cycle is that it acceler-
ates this weeding-out process.

During long periods of prosperity founded on favourable conditions
for capital accumulation, restructuring takes place rapidly and smooth-
ly. Short and shallow recessions, involving only the selling off of ex-
cess inventories, may be all the adjustment necessary for a resumption
of growth. However, in the course of a long period of fairly continuous
growth, certain distortions inevitably arise which create obstacles in
the path of further growth. Some firms expand their productive facili-
ties far in advance of potential markets, producing over-capacity. Oth-
ers avoid adopting new technology because it is inconvenient for manag-
ers and because it is unpleasant to make workers and relatively new
machinery redundant, especially in the teeth of opposition from strong
trade unions, hardened by years of job security. The relationship be-
tween prices and wages becomes increasingly unfavourable for profitable
production and productivity slips both because productive capacity is
strained and because management has lost the discipline of the shop
floor. Large organizations are often able to shield themselves from in-
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convenient pressures of the market place and are shaken into action only
when they are pushed to the wall.

According to this analysis crisis may be seen as temporary means to
eliminate obstacles to long-term growth and to force through required

changes. [ .
The reorganization of capital occurs at the enterprise, national and
international levels. It concentrates production in those regions,

countries and enterprises where labour is most productive of profit.
The re-organization of work inside plants also raises worker productivi-
ty. The crisis eliminates the weakest firms, destroying their capital
or transferring it at vastly reduced prices to financially stronger ri-
vals. Mass unemployment weakens workers' ability to resist both cuts in
real wages and the intensification of the work process. The "slaughter"
of capital values, elimination of debt, the repression of wages, rise in
productivity, etc. all have the effect of dampening inflation. More im-
portant, they have the effect of reversing the decline in the rate of
profit. With profit being concentrated in a diminished number of firms
that are both financially and industrially strong, it is more likely
that profitable investment opportunities and available cost-cutting, but
expensive technologies, will be taken advantage of.

The crisis is obviously very painful for both <capitalist and worker
but it may be necessary to recreate the conditions for renewed capital
accumulation. | wish to add four important qualifications, each of
which deserve to be much more fully elaborated upon than space here al-
lows. 1. Notwithstanding the above, as the experience of the Great De-
pression showed, economic crisis cannot guarantee a recovery. 2. While
a monetarist approach to economic policy forces a restructuring along
the chaotic lines outlined above, the state could adopt an alternate
strategy of directly supervising the crisis by directing public invest-
ment to some branches of private industry and/or some branches of na-
tionalized industry. As we shall see, an incomes policy should be re-
garded as part of this state-directed restructuring process. 3. By
mobilizing a successful resistance movement, workers can to some degree
shape the restructuring process to better protect their interest. In
the final analysis, however, trade union action by itself will never be
sufficient to produce and effect an alternative economic strategy. A
A stalled restructuring can produce more radical solutions - either of
the Left or the Right.

According to the view | am presenting, there is a fundamental flaw in
a discussion of income controls that abstracts from the crisis and the
restructuring process that goes on in the crisis. In fact, whatever its
stated aims, an incomes policy should be viewed as an instrument of the
restructuring process. I'ts real function is to hold down real wages so
as to recover capital's share of total income in the interest of invest-
ment and economic growth.

So far as equity considerations are concerned, therefore, at the very
?est an incomes policy can be designed to redistribute income more equ-
lta?ly within the working class - "Socialism in one class" - to use Leo
Papvtch‘s apt phrase. On the other hand, as Professor Maslove's paper
pPoints out, drawing on the AIB experience, given some discretionary pow-
€r, government authorities are more likely to favour the most militant
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and best organized workers, while giving much lower wage séttlements to
the weakest groups of workers. Even from within the working class,
therefore, wage controls are more likely to widen income differentials
than narrow them.

In any event, it cannot be used to resolve the basic distributional
conflicts that incomes policy advocates themselves claim cause infla-
tion. This is why, seen as a device to defeat inflation, one must ex-
pect incomes policy to fail. Because it has done nothing but, at most,
freeze the distributional conflict, it cannot last long before the un-
derlying pressures make it inoperative. Of course to the extent that
inflation is driven by competition for greater shares within the working
class, this conclusion needs qualification. In any case, unless the
process of restructuring is allowed to complete itself, once institu-
tional controls are removed one should expect that the unresolved dis-
tributional conflict will break out into another round of wage-price
spirals.

In conclusion, Jlet me repeat my thesis that authors Maslove and Van-
derkamp reach such optimistic conclusions about the effectiveness of
controls, first because they have failed to take seriously the full im-
plications of the conflict theory that underlies their explanation of
inflation. Secondly, resolving distributional conflict in a period of
economic crisis is problematic to say the least when in a free enter-
prise economy what restructuring requires is very substantial redistri-
bution of income away from wages in favour of profits. This does not
mean that incomes control has no role to play. While it cannot work to
resolve conflicts, it can help in a phase of the restructuring process
by weakening trade wunions and helping unemployment redistribute income
towards profit. It's role then is just that: to redistribute income and
redistribute power. Since this could never be done with the consent of
the workers it would have to be forced upon them. The Canadian State is
well versed in such practices. Let me hasten to add, finally, that re-
fusal to recognize that material conditions impose parameters on policy
that operate whatever the intentions of policy designers, is an error
that is by no means confined to Professors Maslove and Vanderkamp. It
seems to be a major shortcoming of much of economic theory.

Appendix A

Glossary

AIB- Anti-Inflation Board.

Autonomous Prices- Prices exogenous to the system. Most notably
international commodity prices and government administered prices.

Bubble Effect- It 1is hypothesized that during a period of incomes
controls pressure for wage increases will build up. With the 1ifting
of controls, for a period of time, wage increases may rise sharply to
release this build up of pressure and then return to their natural
level.

Career Labour Market- A highly organized hierarchical job structure
existing within a firm or profession. Individuals enter a firm or
profession at the bottom of a job ladder and must advance up it
through job experience.

Customer Product Market- Customers develop allegiance to a particular

seller resulting from shopping costs and experiences related to past
services.

Natural Rate of Unemployment- The rate of unemployment associated with
the equilibrium real wage. In this model, all unemployment is

voluntary. Also termed the long run non-accelerating rate of
unemployment.

Phillips Curve- Depicts the tradeoff between unemployment and price-wage
inflation.

Potential Output- The level of output associated with a positive level

of unemployment computed to reflect only frictional and structural
unemployment.



58 Glossary

Quantity Theory of Money- A definitional statement which équates nominal
GNP to the flow of money. MV = PQ where M=money supply, V=velocity
of money, P=price level and Q=output. By rearranging terms we obtain

P = kM which is the statement that inflation is g5 monetary
phenomenon.

Appendix B

Facts and Figures on Wages
and Prices in Canada

since 1970

Real Output- Nominal Output divided by the price level.

Simulation Model]- An economy is depicted by a set of equations which
reflect consumer, producer and government behaviour, By changing
values of the variables and parameters, we can simulate changes in
the economy and policy.

Stabilization Policy- The coordinated use of monetary and fiscal
instruments to dampen the cyclical fluctuations of the economy.

Terms of Trade- Ratio of éxport prices to import prices.

Wage Contour- An established pattern of wages which exists between
various occupations within an economy .
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DEC72 10.9 5.6 8.2 3.0 .
L.o
MAR73 11.3 5.0 8.7 2.5 12:% o
JUN73 13.0 L.5 9.7 1.3 g e
SEP73 11.1 2.3 9.5 g. " iy
DEC73 7.1 -1.3 9.5 -3
10.3 -0.0
11. 1.2 10.4 0.0 3
ﬁﬁsgt 1h.g 2.3 1.7 03 };.: i
SEP7L 15.1 3.8 15.5 L.2 ]5.2 )
DECTL 18.9 5.7 16.6 3.7 .
L.2
MAR75 19.2 7.1 18.3 6.3 }g:g s
JUN75 18.2 g;; :g.g g.% oy z.é
20.0 . . . ;
géi;? 17.2 7.1 13.4 3.6 16.7
8.8 9.0
6.2 13.6 L.2 1 .
g 1323 5.k Vb 6.1 17.5 8-S
ggP;G 10.8 L.0 4.2 7.2 :3.7 -
DEC76 12.0 5.8 12.7 6.5 .
12.0 L.3
s 2.5 11:3 3.6 .
MG§7; :8.1 2.1 10.2 2 w2 :3.% i.g
gEP;7 9.2 0.7 1.1 2.4 13.7 '
DECT7 7.9 -1.5 9.6 0.1 .
-1.9
MAR78 7l =145 8.2 -O.ﬁ g.z £E
JUN78 7-3 -1.8 6.6 -2.6 5.‘ A
SEP78 7.6 -1.0 6.9 sill s %
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TABLE 3

PERCENTAGE CHANGE IN WAGE RATES

MANUFAC- MANUFAC- CONSTRUC- CONSTRUC-
MINING: MINING: TURING: TURING: TION: TION:
NOMINAL REAL NOMINAL REAL NOMINAL REAL

DEC78 9.0 0.5 6.7 -1.6 5.9 -2.3
MAR79 10.7 1.4 7+ =lsb 7.3 =1:8
JUN79 9.9 1.0 8.8 =0.0 7.8 -0.9
SEP79 1la3 1.6 8.6 -0.9 8.3 =
DEC79 8.9 -0.8 9.4 -0.4 6.6 ~2.9
MAR80O 11.7 2.2 10.2 0.8 8.9 -0.4
JUNBO 12.2 1.9 9.6 -0.5 9.2 -0.8
SEP80O 12.0 1.1 10.8 0.1 10.2 -0.5
DEC80 13.7 2.3 11.6 0.3 12.8 1.4
MARS1 11.0 =1.2 11.3 -1.0 10.7 -1.6
JUNS1 12.7 -0.1 12.7 -0.1 14.9 1.8
SEP81 4.8 2.0 9.3 -2.9 14.1 1.4
DEC81 13.4 1.2 12.7 0.6 12.0 =01
MARS82 16.8 L.7 12.8 1.2 10.8 -0.7
JUN82 15.0 3.4 11.7 0.4 6.3 -L.4
SEP82 10.9 0.5 13.4 2.8 6.0 -3.9
DEC82 9.5 9.2 9.8 3

PERCENT CHANGES ARE FROM ONE QUARTER TO SAME QUARTER LAST YEAR
SOURCE:STATISTICS CANADA, CANSIM-UNIVERSITY BASE
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