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Toward a "General Theory" of Market Exchange

Robert E, Prasep,
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808 Robert E. Prasch

Assumptions in Economic Theory: Abstraction
vs. Oversimplification

Defenders of the perfectly competitive model argue that assumptions
are necessary for scientific work. However, an argument for the
hypothetical deductive method of science does not automatically mean
that theorists must accept the specific assumptions behind the theory of
perfect competition.2 In particular, we would do well to remember that
there is an important difference between an abstraction and an over-
simplification. Stated briefly, an abstraction examines the essential
aspects of a situation. It extracts fundamental relationships that can be
subjected to further study by application of the rules of deductive logic,
On the other hand, an oversimplification distorts our knowledge to the ex-
tent that it focuses on, and generalizes from, an inessential or ephemeral
aspect of the process at hand. In its error, an oversimplification inhibits
our search for the truth of the subject at hand.? Contrary to Milton
Friedman’s widely cited essay on method, assumptions do matte_r.

In this paper, I argue that the theory of exchange can be enriched if we
do not, accept two oversimplifications that are charactenstu': of the
received theory of exchange. The first is the presumed homogeneity of ra-
tional economic actors. This important assumption makes t1.1e objective
situation of the persons trading in the market immaterial. Within stand-
ard Mmicroeconomics, all persons are ontologically identical since they are
Presumed to be rational maximizers. The only acknowledged _diff'erences

etween persons are their individual preferences and respective endow-
Mentg,

A second oversimplification occurs when users of neoclassical theory
assume that the specific characteristics of commodities do not substan-
t“‘_'EIY affect the operation of the market. This latter assumption is im-
plicit in texthook presentations that illustrate “the” theory Qf the 1112:11'1“35t

¥ discussing an undefined abstract good such as the proverbial "widget.”

I will argue that by not accepting these assumptions, the homogeneity
of actors, and the homogeneity of the market process, the theory of ex-
ch?“ge can be broadened into a much more "general theory” of exchange.
1S more general theory can assist in understanding the specific institu-
thng}l structures of various markets as they have evolved over time. MOTP
SPecifically, it can provide institutional economists with a better theoreti-
f:] u“del"standing of current and anticipated policy changes than is a;-
i V:? d by either transactions cost or public choice analyses. Indeed,

Otions of economic "fairness’ and unequal exchange can be showp to
ave substantive theoretical content insofar as they are grounded in 2
general theory of exchange, When the homogeneity assumptions are i
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critically employed, our knowledge of the market process is distorted. This
error is compounded when neoclassical theory is employed in the forma-

tion of policy.

Competition Where Participants Are Not Homogeneous

Following Lutz and Lux [1988], I propose that instead of a homo-
geneous economic agent, there are two characteristic types of market pay.
ticipants. Some people trade in the market in order to fulfill needs, while
others trade in the market in order to fulfill wants [Lutz and Lux 1988
chap. 2. For this paper, I will define a need as a demand that, if not met,
will intensify with time. On the other hand, a want is a demand that, if
not met, will remain at the same intensity or diminish with time 6 It f:ol-
lows that needs traders must enter into certain exchanges in order ¢
maintain their status as viable participants in the market economy, Thig
activity does not necessarily involve an increase in utility. Alternatively
wants traders, through the exchange process, are able to advance u;
higher indifference curves as measured in utility.

The existence of both needs and wants traders in the market hag the
potential to redefine the relationship between the act of exchange anq the
utility experienced by a particular economic agent. It introduces the idea
that the utility that a person receives from a particular exchange is, unde
certain circumstances, not independent of the nature of the tradeq gOOdsr
their income, or social status. This observation undermines standarq ¢ :
change theory and will be seen to drive the following results.” x-

Now it should be clear that there are many commodities that coyq fit
within the definition of a need or a want at any given moment jp timl
This is precisely the point. It is not the specific commodity, but rather t}f :
circumstances of the person in the market—in other words thei, specife
individual condition-that dictates whether a given transaction g¢ a 1
ticular time is about satisfying a need or a want. The familiar textbmkp ar-
ample of water may help to illustrate this point. A thirsty person i: "
desert, whose life is in danger, will be willing to freely exchange g consida
erable quantity of wealth to obtain a relatively small quantity of drinkin )
water. Alternatively, a thirsty person who lives in the Proximity of
freshwater lake in Maine would be unlikely to engage in such a deSperat:
exchange. The first thirsty person is trading for a need, the second Person
seeks to fill a want, a want that, if it remains unsatisfied, can soop |,
resolved by their own initiative.8 ©

If market participants can be divided into persons who trade for needs
and persons who trade for wants, then four possible market arrangementg



810 Robert E. Prasch

can be presumed to exist. I have depicted these four scenarios in the fol-
lowing table:

Table 1.

Seller Buyer
1. Needy Trader Needy Trader
2. Wants Trader Wants Trader
3. Needy Trader Wants Trader
4. Wants Trader Needy Trader

Needy Seller and Needy Buyer

The first scenario is one in which needy persons are trading on both
the selling and the buying sides of the market. We could characterize this
as a subsistence economy where both persons are dependent on the
market for their sustenance. Both parties to the exchange must trade in
order to prevent their personal circumstances from deteriorating, In g
fundamental sense, these people need each other and are even conscious
of their interdependent relationship. For this reason, neither buyer nor
seller can derive a systemic advantage from the structure of the market,
This theoretical conclusion should not be construed as an assertion that
exploitation does not take place. Depending on historical circumstances,
such a market may or may not be distinguished by harmony or sharp
trading.? The point is that any exploitation would be based on individual
characteristics and specific historical circumstances. In this case, exploita-
tion is not systemic to the process of exchange in the sense that the
market arrangement embodies a principle of unequal exchange,

Wants Seller and Wants Buyer

The second scenario has wants traders on both sides of the market.
This means that both parties would improve their circumstances should
they have an opportunity to trade, but they will not be worse off should
the exchange fall through. They desire to improve their utility but are not
threatened with a decline in their current levels of "happiness.” This
situation is characteristic of the world of standard microeconomic theory.
In such a situation, neither side is able to derive a systemic advantage
from their position in the market. Both enter freely into the exchange and
will only follow through with the exchange if they perceive it to be to their
advantage. The "gains from trade" are purely additive in the sense that
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new goods acquired in market exchanges leave one strictly better off. A
failure to trade does not subtract from current utility levels. The guiding
principle is the idea of the presumed autonomy of market participants.

It is crucial to the success of the neoclassical theory that everyone who
enters into an exchange is fully constituted independently of the market.
This aspect of the theory, while not stressed by our contemporaries, was
obvious to the founders of the neoclassical school. For instance, in Carl
Menger’s Principles of Economics, two independent farmers, A and B,
happen to have a surplus in their respective crops, grain and vintage, and
hit upon the idea that they would be happier if they were to exchange
their surpluses.? No sense of urgency is expressed in this vision of the ex-
change relation. This autonomy is not merely a simplifying assumption.
As the next section will demonstrate, it is integral to the neoclassical
theory of the market.!!

Needy Seller and Wants Buyer

The third scenario is the first to illustrate the difficulties that arise if
the circumstances of the traders are different. It is characterized by a
needs trader on the selling side and a wants trader on the side of the
buyer. This could be a stylized depiction of the modern market for un-
skilled labor.12 In such a circumstance, we can expect that the freely con-
tracted wage will be systemically lower than what it might have been if
labor was trading to satisfy wants. The reason is that in our example the
laborer must sell his/her services in order to meet his/her needs. If these
needs are not met, his/her situation will deteriorate, which implies that
he/she will be even more desperate and consequently in a worse bargain-
ing position in the next trading period.

I wish to emphasize that employers do not have to be conscious of their
bargaining power for this result to hold. No notion of a conspiracy is re-
quired. Employers are simply maximizing their profits in the manner in-
dicated by the standard theory. However, in this example, maximizing
profits ensures that the firm’s managers meet their wants. That js to say
that being in this market is both rational and beneficial for them. The cru-
cial difference, the difference that leads to the characteristic result of this
market, is that wants traders have the option of withdrawing from, the
market if a proposed exchange fails to meet their proﬁt—maximizing
criteria. For instance, if maximization indicates that buying labor or g
substitute for labor at a later time will gene?ate higher returns, the firm
has the option to leave the market tempo.rarﬂy and return to it at g More
advantageous point in time. This fact is important to the outcome of the
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wage bargain. One corollary of the above duality between needs and
wants is that exploitation occurs when one side has the power or ability to
wait and the other does not.13

This idea is not at all new. That a differential ability to wait is impor-
tant to the eventual outcome of the wage bargain has long been under-
stoed. Consider the following quotation from Adam Smith:

The workmen, accordingly, very seldom derive any advantage from
the violence of those tumultuous combinations, which, partly from
the interposition of the civil magistrate, partly from the superior
steadiness of the masters, partly from the necessity which the
greater part of the workmen are under of submitting for the sake of
present subsistence, generally end in nothing, but the punishment
or ruin of the ringleaders [Smith 1976, 76; emphasis added].

Before it can be concluded that a form of systemic advantage exists in
the context of free exchange, it must be established that the differential
bargaining power of market participants is lasting. This power must be
something other than an ephemeral condition that will be competed away
as other potential emPloyers enter the market to secure the services of
disgruntled workers.* In our example, the employer is foregoing the pro-
fits he could gain from employing labor in the short term. Theory indi-
cates that the firm would prefer to profit now rather than later. However,
this firm is assumed to be a wants trader, with the implication that it is
not essential to the firm’s viability as an economic unit that it pursue
short period returns.

For this differential in bargaining strength to be sustained, one of two
conditions must be true. The first is that the owners (or managers) of a
firm must be in a position of fulfilling wants. This ensures that they will
have a higher reservation price than the presumably needy work force.
This is the condition that is implied in the definition provided by Lutz and
Lux [1988], as well as in the above quotation from Adam Smith when he
refers to the "superior steadiness of the masters."

A second condition that can result in the existence of a differential in
bargaining strength is related to the credit worthiness of the two traders.
By definition, we know that persons who are trading for wants are less
immediately dependent on the market. This is due to their ability to
withdraw from trading for a period of time. The implication is that wants
traders possess additional resources that they can rely upon until trading
conditions are more to their advantage. The corollary is that, by having
additional resources, wants traders have some collateral that can be
employed to secure credit. Needs traders, who are dependent on the
market in order to prevent a deterioration in their current position, are al-
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most certain to have less adequate collateral. After all, if they owned
goods that were liquid, they would no longer be needy. As goods owners
they could credibly raise their reservation wage and join the ranks oi‘
wants traders. Similarly, who would rationally lend to someone whose
economic situation is likely to deteriorate over the near term? The lack of
collateral on the behalf of needs traders implies that as a group they are
credit constrained. Need, combined with a differential access to credit, ig
sufficient to ensure a systematic reduction in the needy person’s bal‘ga’in-
ing position. The differential access to credit ensures that some traderg
are temporally restricted. Just as the free market presumes to provide
perfect choice at a point in time, the assumption of perfect access to credit
implies that everyone has the freedom to freely locate their choices
through time.'®

What, then, of William Baumol’s proposition about the nature of "¢op,
testable markets"? Let us recall that a firm is or is not inclined to entey -
market depending upon the profit it can make. In economics, profit can ba
thought of as a return over reservation price. If buyers of labor 5 e
homogeneous and buying in order to fulfill a want, then all buyers are ;‘e
the same position vis-a-vis this market. They all reap the advantage ]}
waiting. Under these conditions, the threat to withdraw from an exchin 0
is credible. Game theory indicates that where a threat is credible, it ig ge
likely that it will have to be exercised [Kreps 1990, 65-77]. The 1':381111; un-
disadvantageous market outcome for needy traders. Understanding ﬂl‘s a
disadvantage, needy traders grudgingly accept the dictates of the mark eir

Another objection to the above argument might be that nee dy & et.
firms with a lower reservation price—can and do exist. Such firms ms—
observe a profitable opportunity and enter the market. There gy could
ways to respond to this line of thought. The first is that the distinct? two
being a wants or needs trader is determined prior to a person’s partliop of
tion in the market. For this reason, the number of needy firmg 44 Cipa-
necessarily increase in any discernible proportion to the "demg, ?is:' not,
them. Second, and more fundamentally, free entry and exit requi nd" for
cost to bankruptcy and perfect credit markets. It is exactly this dl‘es zero
access that is in question. Needy firms are, if anything, less meix:ee of
their pursuits and location choices than more fortunate firmg ; ile in
and firms do not become needy because there is an advantage ;n ersons
situation of need is a preexistent condition, one that most of ug It. The
overcome in our economic lives. Once we achieve economic Secur‘i‘:;l sh to
are no longer compelled to accept the humiliations that constit, ty » We
daily experience of needy traders. ute the
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It is generally understood that being needy and dependent on a market
has an important impact on a person’s observed behavior. For instance,
we can suppose that a needy person, as opposed to a wants trader, will ex-
hibit a higher degree of time preference. The fact is that "the poor are too
busy working in order to survive" [Lutz and Lux 1988, 27]. An unwilling-
ness to invest in educational opportunities, a lower savings rate, and
other learned forms of short-term behavior can be attributed to low in-
comes and lack of access to credit.!® Indeed, these behaviors are
reasonable responses by persons who are trading for needs. Such
problems are less frequently associated with persons who are wantg
traders.!”

Wants Seller and Needy Buyer

Finally, let us turn to the fourth scenario that describes a market
where a wants seller is trading with a needy buyer. Again, it is the gdif.
ferential reservation price that matters. If the seller is indifferent be-
tween staying in the market at a given profit rate or leaving the market
altogether, he/she is in a superior bargaining position relative to a person
who needs to purchase in order to maintain his or herself. This is relateq
to the problem of local monopolies. The market described in this scenarig
has been evident in both Third World situations!® and in the economic
history of this country [Ransom and Sutch 1977]. In such cases, there is a
systemic advantage in favor of the wants trader. The reason is that thejr
well-being is not immediately dependent on the successful outcome of the
exchange. Alternatively, the needy buyer is presented with a situation in
which their personal position will deteriorate with the passage of time,
For them, it is rational to engage in a trade today even if it is clearly a
disadvantageous one. I wish to emphasize that in this trade the canons of
rational behavior are not violated. Information is not constrained, ang
there are numerous buyers and sellers. The only change in the standard
assumptions of neoclassical price theory is that the initial positions of the
participants in the exchange are not homogeneous.

Not all instances of this scenario have capital in the privileged market
position. An interesting example of firms being needy relative to labor ig
illustrated by the nineteenth and early twentieth century shipping in-
dustry. Sailors, when they returned to port after a multiple-year Jjourney,
would typically be in possession of a relatively large amount of accumu-
lated back wages. We could say that their reservation price was, on
average, considerably enhanced. On the other hand, it was unprofitable
for a ship to be moored in a port any longer than necessary. A superior



]

Toward a "General Theory” of Market Exchange 815

ability to wait meant that sailors held a significant degree of market
power over their potential employers. The consequent "labor shortage"
faced by shipowners was especially acute in the West Coast ports where
many people would decide to leave the sa111r3g pr:of'essmn al:ld pursue op-
portunities in the booming economy of Cal:f?mla. ?‘or §h1powners, the
resolution was a de facto legalized form of kidnapping in which sailors
would be "shanghaied.” This was a procedure in which disreputable
tavern owners would drug sailors and, for a finder’s fee, }oad them onto
outbound ships. Once the ships were out to sea, the captau.l was the only
figure with legal jurisdiction, and the §all9r vs./ould find himself without
any recourse to law. In this way, the shl.ppx.ng industry too.k advantage of
the legal structure of international shipping to ensure itself a timely,
cheap, and docile supply of labor. The vo.clferous resistance to various
reform efforts is indirect evidence that shipowners a}nd captains under-
stood how difficult and expensive it would be to recruit labor if unfettereq
market relations were to prevail in their 1§1dust1:y [Dav3ds.on 1985].

Perhaps more germane to recen't, dlscuss:ml.ls within the law and
economics literature is the observation that it is needy ﬁrm.s that are
motivated to negotiate contracts with key suppher; of {)roductnon inputs,
Firms in complex production processes are expose ‘to arge losses in the
event of an unanticipated disruption in the production process. The wi]).
ingness of courts to acknowledge this need and apply penalties in the ¢age
of contract violations is an adaptation of the legal system in recognition of
this aspect of exchange [Corbin 1964, secs. 1102-1135]. In this view, the
social value of a contract is not simply limited to minimizing transactiong
costs or sharing the risk implicit in the fluctuation of input prices, Op the
contrary, the continued existence of a potentially needy firm is, in many
cases, dependent on this social arrangement we c.al.l contract law.

The point is to suggest that with the addition of a plausible and
reasonably elementary distinction, some important results of neoclassjeg)
economics can be brought into question. A free market may not Maximize
utility for all, for a systemic pattern of unequal exchange may exist, 1¢ the
above argument has merit, the theory of the perfect market ig not ag
generalizable as its proponents claim. It would follo»\{ t.;hat neoclassiciSm
is a specific theory that applies only under .the conditions of the secong
scenario where wants traders are on both sides pf the exchange, Such g
theory of the market can generate important r'msunde.rstandings if it g
employed to study exchanges that are outside of its sphere of ap.

plicability.
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Competition When the Specificity of the Commodity Matters

The Theory of General Economic Equilibrium

It would be a fair generalization to state that to most contemporary
economists, the theory of general equilibrium is synonymous with
economic analysis. A corollary of the theory of general equilibrium is the
proposition that, barring external constraint, the final result of exchange
in a free market is the most efficient outcome. Proponents argue that to
interfere with the smooth functioning of the market is to lose the "infor.
mation” transmitted by the market price. As a scarcity index, prices in
commodity markets are thought to allow for the rapid transference of in.
formation on profit opportunities and relative scarcities.

An implicit assumption of general equilibrium theory is the proposition
that in the absence of external constraints, market forces operate in an
identical manner in each and every market. General equilibrium theory
presumes that an equilibrium will arise in every market without regard to
the nature of the commodity under discussion. In this theory, the "laws" of
the market are thought to hold equally for stolen car stereos, hamburgers,
and foreign exchange.

Within this theory, market clearing prices must always emerge. This
must be the case since incorrect valuations represent an opportunity for
an alert arbitrageur to capitalize on false prices. In this manner, neoclas-
sical theory, with its emphasis on the theory of individual behavior, ar-
gues that market opportunities will not last in the absence of external
constraints. Being persuaded by these arguments, economists typically
conclude that the free market provides the most rational and efficient dis-
position of a nation’s resources.

As a strategy of persuasion, neoclassical market theory attempts to
reduce price and monetary relations to a primordial barter relationship
between the owners of real quantities of goods [Levine 1980). Within thig
Robinson Crusoe metaphor, the purchase of a financial asset is a form of
investment theoretically indistinguishable from planting a seed in the
ground or postponing present consumption.!® There is no room in such an
analysis for the possibility that the financial circulation is a process with
an internal logic that is not reducible to an underlying barter economy.

Parallel to the argument of the last section, I will now explore the im-
portance of the assumption that all markets operate as barter markets, [
will argue that by deriving a theory of market behavior that is inde-
pendent of the commodity traded, the neoclassical school participates in a
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fundamental conceptual error. The existence of this error leads to false
deductions, poor judgment, and ultimately misguided regulatory policies.

On the Distinction Between Consumer Goods, Status Goods, and
Financial Assets

My thesis is that the behavior of a market depends on some of the
specific qualities of the good traded. To uphold this thesis is to reject the
idea that there is a single generic or universal theory of market behavior,
For example, a distinguishing characteristic of asset markets is their rela-
tive liquidity. During normal trading periods, individuals can rid themsel-
ves of their entire portfolio of assets for a negligible transaction cost, By
contrast, real estate will normally sell at a discount well below its market
price if one desires to sell it within a month. Used furniture is even legg
liquid than real estate.

Besides liquidity, traded goods differ in a number of other dimensions,
For instance, some goods are bought and sold in a manner that is very
close to the way markets are typically described in textbooks. I will denote
such goods "consumer goods.” Consumer goods are distinguished by the
fact that their essential properties can be reasonably well understood or
anticipated by the purchaser. Of most significance for the behavior of the
market, the consumer is able to judge his or her desire for these goods
prior to, and independently of, their knowledge of the market price. Thig
independent evaluation is essential if the standard theory of demand is to
be operable. In such markets, firms can and do lower price in order to in-
crease sales and reduce inventories.

A second type of good, which I will denote "status goods," are different
from consumer goods in that they are valued for their ability to help g per-
son achieve a sense of individuality. Consuming a specific good, in opposi-
tion to other choices, indicates something about a person and aids the
process of individuation [Levine 1981, 278-285]. A product of this sort is
useful, but that is far from its only attribute. For instance, Reebok
sneakers are obviously footwear, but Reeboks play a more complicated
role in our social system. They indicate that the consumer is fashion con-
scious and has a surplus of disposable income [Veblen 1953, chap. 7).
Sellers of status goods are aware of the dual nature of their product. For
this reason, they exert themselves to establish the market "position" of
their product and to ensure that these commodities maintain their image.
This is the reason that status goods are distributed through certain ups-
cale retailers at a minimum price. This is mandated to the extent that
part of the utility of the good is embodied in the price and public image of
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the product. These marketing realities present a challenge to the neoclas-
sical theory of consumption, which requires that utility and price be con-
sciously separable.?? With status goods, the retail price indicates an
artificial scarcity, a scarcity that consumers perceive to be one of the
desirable attributes of the product [Veblen 1953, 116-7].

Financial assets are a third distinct type of good. Assets represent a
legal entitlement to a future pecuniary return. This commodity is unique
in that it has no attribute enabling it to be directly observable or con-
sumable. Its price and ultimate value are independent of any particular
preference other than the desire for an increase in wealth. Moreover, as.
sets are typically free of carrying costs. As such, an asset can usefully
serve as a store of generalized purchasing power or wealth.2! Its value ig
determined by what the aggregate of market participants perceive the
asset to be worth, along with their collective estimation of how this value
will change over time. This latter fact is fundamental to the actual opera-
tion of asset markets.

A unique feature of asset markets is that they function, that is to say
trades are made, only in the case of divergent expectations. Like a]l
markets, someone has to be willing to buy if a price is to emerge. How-
ever, the purchase of an asset requires that a buyer hold an expectation
that differs from that of the seller. Instability results when expectations
converge. A market crash occurs, and is rational, when everyone concurs
on an expectation of falling values.??

This situation is fundamentally different from that of other markets.
Under normal conditions, the demand for consumer goods depends on the
current market price for those same goods. On the other hand, a conven-
tional (high) valuation for status goods is essential to the operation of
those markets. After all, the value of a status good to its owner is depend-
ent on a widespread knowledge of a good’s price and its premium over any
conceivable use-value that can be derived by the consumer. The asset
market is unique in that it is the unknown and, to an important extent,
unknowable value of the asset that creates the market and the need for
an exchange [Prasch 1992].

Perspectives on Policy

If the Identity of Traders Matters

If it is true that traders are not equally dependent on the market in
the sense that some people must trade from a position of systemic weak-
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ness, it follows that trading restrictions that attempt to protect, and even
enhance, the bargaining position of needy traders begin to make sense,
For instance, extending the coverage of the minimum wage can be jus-
tified in occupations where we can identify a large group of needy
workers. Such workers may be subject to low pay since they are unable to
bargain effectively with an industry that trades to sati_sfy the wants of itg
management. Occupational Safety and Health Administration (OSHA)
protections make sense if workers who are dgpendex}t on the market are
unable to bargain for the higher wage that is reqmre{l to act as an in-
surance fund against unsafe working conditions. This last statement
would be true even in a case where workers were ft}lly capable of under-
standing the exact health risks involved. Implicit in this result is that
without symmetric bargaining power and/or full employment, the "theory
of compensating wage differentials” does not hold.

One policy that would probably do more than any other to eliminate
unequal bargaining power would be a policy of full employment. Workers
would have substantive bargaining power if JO!)S. were plentiful, That full
employment is capable of enhancing the bargaining power of workers hag
not escaped notice. The Phillip’s curve is implicitly based upon this fact
[Phillips 1958]. Michal Kalecki also drew our at.:tentlon to the role of up-
employment in managing the workplace .[Ifalec’kl 1971, chap. 12].

Another aspect of the market’s pernicious lrppact on needy traders ig
captured in the recent work of Juliet Schor, which draws attention to the
increasing labor effort expended by the average American worker [Schor
1991]. Reductions in the level of income support programs, combined with
the retreat from a public commitment to full .er.nployment, has forced
people to accept reductions in their stanQard of living [Krugman 1992, 1¢
is difficult to imagine that the observed increase in the labor supplieq by
individuals is due to some exogenous social force that has increased the
average American’s "preference” for labor over leisur.'e time. It is more
reasonable to speculate that this increased work week is associated with g
decline in the bargaining power of the American work force.

A policy of full employment would begin to bring actual content to the
market ideal of a free exchange between equally situated owners of
property. With full employment, laborers who are dependent on the
market would be able to bargain as if they were wants traders. Wants
traders, who formerly derived a surplus from labor’s fear of unemploy-
ment, or the abject condition of a specific group such as migrant laborers,
would be forced to bargain on a more equal basis.
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If the Nature of the Commodity Matters

The value to society of specific economic regulations and other market
interventions can also depend on the type of commodity that is being
traded. For instance, an agency that inspects the quality of food items can
be socially useful by ensuring consumers that the quality of food ig
uniformly healthy. Such regulation has the secondary effect of taking the
speculative element out of the purchase of food. Ideally, customers deter-
mine their demand for certain food items on the basis of preference and
price. In such a case, they would be free of the need to make some es-
timate of the prospective safety of food items on the basis of its relative
price or some other "signal” [Akerloff 1970]. We can conclude that health
regulations improve the efficiency of the market by allowing food to trade
in an orderly manner as consumer goods rather than in the more disor-
derly manner that is characteristic of speculative goods.

Asset markets can serve a more social purpose to the extent that as.
sets can be induced to trade in the manner of consumer goods rather than
as speculative goods [Keynes 1964, 158-161]. For instance, some specula-
tive pressures are eased when the Securities and Exchange Commission
requires a degree of truth in the annual reports of publicly listed com-
panies. In the event that expectations converge and a flight from assets ig
in evidence, "circuit breakers" can stop trading while the situation stabj.
lizes. Moreover, volume is enhanced by the ability of regulatory agencies
to provide the market with a degree of legitimacy through their periodic
attempts to curtail insider trading. Such interventions can improve the
operations of asset markets by enhancing their "efficiency” and preventing
mishaps in the financial sector from spilling over into the rest of the
economy in the form of debt-deflations or credit-crunches [Fisher 1933;
Kindleberger 1989].

Conclusion

This paper is critical of the generalized use of the theory of perfect
competition. Its primary conclusion is that the received theory is a specific
theory. Its domain is limited to the case of wants traders who are ex-
changing commodities with well-defined and predictable characteristics
such as non-status consumption goods. The argument suggests that if
market participants can be distinguished by circumstances that affect
their trading behavior, and/or the market is trading a good whose per-
ceived value is dependent on either its current or expected price, the
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standard theory of exchange fails to perform a descriptive or scientific
purpose. In such cases, the wrong theory is being applied to the problem
In these latter cases, the political economy of the situation changés

Various safeguards and regulatory measures may be rational solutions to
very real economic problems. Such policies can be directed to defects that
are intrinsic to the exchange relationship. Economists must come to real-
ize that in many cases regulatory policy is geared to finding solutions to
problems that are internal to the actual performance of a free, perfectly
functioning, market-based economy.

Appendix. The Independence Assumption in the
Theory of Consumer Behavior

In the standard, or neoclassical, theory of exchange, all persons are
trading in the market to satisfy wants. Some wants are acknowledged to
be of high intensity and others less so, but the underlying notion is that
the integrity, or structural coherence, of the individual as an economic
agent remains intact even in the event that a want remains unfulfilleq
[Levine 1988, 5].

Crucial to the neoclassical theory of consumption is the assumption
that a given agent will move to a higher utility frontier in the event of an
exchange, but in the event that the exchange does not take place, they
will not, as a result, be worse off. In other words, the reservation price
valued in utility, is the status quo ante. The assertion that the failure t(;
exchange does not make us worse off is not simply an ideological bias, On
the contrary, it is a foundationally crucial assumption. For this reason
"needs," in the sense of dependence on the exchange relationship, can ang
must be thought to be nonexistent. The reason that needs are overlooked
is tied to an assumption that is unique to the neoclassical theory. The
neoclassical theory posits that for any individual optimizing agent, the
prices of consumption goods, their "endowment,” and their preferences
must each be independently determined. I will label this assumption the
"independence assumption.”

Indeed, for a consumer, the prices of consumption goods are given in
the market place. These prices are thought to be parameters to the prob-
lem of "rational choice.” The consumer is generally thought to be so small
relative to the market that any attempt to manipulate the relative price
structure through purchase or sale would be futile.

The second of these assumptions is that pertaining to income. The con-
sumer is thought to have an "endowment" that, when sold, represents his
or her income. This would still be true even in the case of a consumer who
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desires to consume his or her own goods. In such a case, the goods are
thought to have a shadow price that values these goods as income at thejr
respective market prices. These shadow prices would be used to calculate
the value of their initial endowment so there would be no effect on the
theoretical estimation of a consumer’s income.

Finally, there is the map of indifference curves. This is treated as g
datum to the problem of consumer choice. We are not supposed to know,
judge, or be able to provide quality weights to them because they are
given. At best, they can be inferred from ex post Eurchase patterns along
the lines of the notion of "revealed preference.” 3 Graphically, the con-
sumption decision looks like Figure 1.

Relative prices of consumption goods A and B determine the slope of
the budget constraint. The original endowment, valued at market Prices,
determines the distance of the budget line from the origin. The equj-
librium "basket” of consumption goods is the tangent between the highest,
attainable utility curve (U”) and the budget constraint.

A problem arises when our preferences are in any sense a function of
the relative plentifulness or scarcity of various goods. For the sake of
simplicity, suppose that there are five goods in our "economy": business
suits (S), entertainment (E), food (F), water (W), and labor (L). Further-

Figure 1. The Consumption Decision

U!”

U”
U!
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more, suppose that our "representative agent” sells his’/her labor for g
wage that allows for a certain budget. Consumer surveys indicate that
he/she spends hisher income on the four consumption goods in the follow-
ing quantities: 40 percent S; 30 percent E; 20 percent F; 10 percent W,

Now suppose her job is offshored so she is working in the fast-food in-
dustry for one-quarter of her previous wage. Fast-food restaurants pro-
vide uniforms. This fact, combined with the now unaffordable cost of
nights on the town, indicates that suits are no longer in demand. Thig
leads our consumer to formulate a new consumption pattern, say 80 per-
cent F; 15 percent W; 5 percent E; 0 percent S. Now typically, this change
is handled as a simple example of the income and substitution effects at
work. However, this assumes stable preferences. Can we honestly say
that this is the case?

The question at hand is whether a change in the wage level is able to
force a change in a consumer’s utility for different goods. To continue the
above example, we might suppose that our imagi.nary laborer is depressed
and begins to consume an entirely new commodity suc?'n as fortified wine,
Can we attribute this new demand to a change in her income? Most of ug
would agree. However, the neoclassical theory of demand cannot concur in
this judgment without losing its determinacy. .

We know that the neoclassical theory insists that a consumer’s
preferences are established prior to their knowle@ge of their income ang
must remain constant throughout the comparative statics exercise. At
best, these utility maps are estimated by supposing various "states of the
world." But this is unconvincing since the only theoretical basis for such a
claim is based on the theory of revealed preference. This theory is ineffec-
tive since it is not able to separate out hypotheses as to whether it is the
substitution effect or a reassessment of preferences that is responsible for
changes in the consumption bundle when a consumer experiences lower
incomes [Georgescu-Roegen 1954; Lutz and Lux 1988, Appendix I).

Now, if the slope and location of the utility curves were dependent on
the level of income, it would follow that the model of consumer choice
would be underspecified. The reason is that we would be trying to deter-
mine the optimal consumption of the two goods A and B from a single
equation, an equation that jointly determines the location of the budget
constraint and the specificity of the preferences that make up the set of
utility frontiers.

It should now be clear that the reason for the "independence assump-
tion" is to satisfy a mathematical imperative. If consumer theory is to
posit a unique solution, utility must be determined prior to, and inde-
pendently of, our knowledge of a person’s endowment, and the purchasing
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power of that endowment as indicated by the structure of relative prices,
It is an unfortunate vice of modern mathematical economics to assert that
the assumptions that are imperative to achieving the closure of any given
model correspond to observable realities in the actual economy. There s
no a priori reason to assume such a correspondence. The independence as.
sumption is a case in point. In order to solve for what are supposed to be
three independent variables, the level of goods A and B consufned and the
level of utility achieved, the model must articulate three independent
equations—the utility map, the consumer’s endowment, and the market’s
relative prices. Such an assumption cannot be supported by our
knowledge of real-world behavior. If the independence assumption did not
modify our understanding of actual policy proposals, this fact would be of
no importance. However, we know that this is not the case. "The Theory of
Consumer Behavior" is invoked to support a wide variety of policies. Some
of these policies are of questionable merit.

For this reason, the positing of "needs” as a category in the text plays
an undermining role. The existence of needs indicates that the utility 5
person is able to obtain from various bundles of goods can reasonably be
thought to be a function of income. The idea is that a consumer’s condj.
tion, valued in utility, deteriorates as their needs go unresolved over time,
Having the budget constraint fall below a certain level increases the
potential utility that a person could gain by having these needs met. In
the "real world,” we cannot formulate our preferences until we know oyr
income.

Those who dismiss the notion of needs by an appeal to the standarg
theory of consumer behavior are not, as they suppose, making a theoret;-
cal argument so much as they are simply reasserting the priority of the
"independence assumption” for economic theory. Such an assertion is not
derived from a reasoned argument. On the contrary, it reflects a belief
about the priority of a certain methodology. Should defenders of the inde-
pendence assumption believe that it captures an important attribute of
consumer behavior, it is they who should articulate their reasons for jt
and allow that argument to be subjected to professional scrutiny.

Notes

1. The presentation is not designed to shed new light on economic history. On the
contrary, these examples are designed to illustrate the breadth of under-
standing that can emerge through the proposed more general theory of ex-
change.

2. Proponents of the theory of perfect competition implicitly force us into a false
choice when they require that we simultanecusly accept both the use of as-
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sumptions and their specific idea of the appropriate assumptions to use or be
forced to reject what most contemporary economists believe to be the method of
scientific investigation. It is understood that the theory of perfect competition
is not intended to be completely "accurate” in the sense that it provides a full
description of the market process. It is clear that an abstraction has been made
and will inevitably be made if theory is to advance in its appointed task.

"The theorist must, of course, simplify to some extent . . . theory cannot render
its appropriate service to practice except by abstracting from what for the im-
mediate purpose on hand can without serious loss be treated as of negligible
account. What can safely be disregarded depends in part on temporary cir-
cumstances. But it is the nature of the questions which are put to economists

or which should be put to economists, rather than any methodologicai
preferences or prejudices of the economists themselves, which provide the
proper criteria for framing of models for purposes of analysis” [Viner 1953, 3-

4].

. f‘ried;nan [1953]. For critiques, see Katouzian [1980] and Hollis and Nell
1975).

. By rejecting a universal explanation of the market process, this paper is

spiritually aligned with the American Institutionalist School. See Means
[1935], Ware and Means [1936), and Galbraith [1967] for representative ex-
positions of an institutionalist view of the market process.
Lutz and Lux [1988] argue that a want is more of a whim, which, if not ful-
filled, will decrease in intensity over time and perhaps even disappear. I would
like to modify their definition and posit the distinction that is featured in the
text. I believe that this less stringent distinction preserves my argument
without obliging me to enter into a discussion over the nature of human
desires. However, one should not surmise from my silence that such discus.
gions are uninteresting. The needs/wants distinction is developed in a slightly
different context in Galbraith [1958, chap. 11].
. Those who would like a more extended discussion of the relationship of the
idea of needs to the orthodox theory of exchange are asked to refer to the Ap-
pendix to this paper.
. This single example, while clear, is extreme. Obviously, there are degrees of
deprivation. Some are absolute. On the other hand, one might argue that in a
wealthy society few needs are absolute. I would not agree with such an asser-
tion. However, I am willing to allow for, and even encourage the reader to con-
sider the importance of a social context that creates needs and the idea that
these distinctions are rarely so clear in practice. However, this paper is
designed to introduce the concept of needs into the larger discussion of
economic theory and policy. For this reason, clear distinctions have an impor-
tant illustrative value.
. The specifics of the relations of exchange that characterize a society that lives
at or near subsistence is, as one might expect, a subject of debate among
economic anthropologists. The debate takes the form of "substantivists vs. for-
malists.” The former group believes that the structures of society are important
determinants of how exchange is conducted and that the forms of exchange will
differ between societies. See Sahlins [1972, chaps. 4-6] and Dalton [1961]. For-
malists argue that rational economic man can take many guises and argue for
an adherence to standard microeconomic doctrines. See Cook [1966] and
Sc]imelider [1974). The argument in the text lends support to the substantivist
school.
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"To begin with the simplest case, suppose that two farmers, A and B, have both
previously been carrying on isolated household economies” [Menger 1981, 177).
Some writers within the neoclassical tradition have tried to argue that needs
simply do not exist. An example is the chapter titled "Substitutes Everywhere:
The Concept of Demand” [Heyne 1987, chap. 2). Both Lutz and Lux [1988,
chap. 2] and Levine [1988, chap. 1] have raised objections to this facet of
neoclassical thought.

Later in the paper, I will show that full employment has the potential to trans-
form needy unskilled labor into wants traders.

The existence of unequal bargaining power explains a number of institutional
arrangements wherein people attempt, through their behavior, to give them-
selves an edge in the exchange bargain. Firms stockpiling inventories before a
wage negotiation or a union strike fund would be examples of such behavior.
This is the outcome promised by the theory of contestable markets. See
Baumol [1982).

The decade of the 1980s has provided numerous examples of the unequal bar-
gaining power between employers and employed. Wage give backs, and even
the systemic looting of pension funds, were all tolerated by employees who,
after numerous years in manufacturing jobs, were trying to hang onto their
employers. The fact is that firms had more bargaining power as a result of
financial deregulation, and a generous bankruptcy code allowed takeover
specialists to use this financial strength to their strategic advantage. Neoclas-
sicism cannot see these facts because it is wedded to the General Equilibrium
Theory with its idiosyncratic assumption of a complete set of futures markets.
A number of earlier commentators on this paper have argued that a needy
trader is simply the special case of a person who has no savings and a high
rate of time preference. This is a reply consistent with the decontextualized in-
dividualism that is essential to the standard theory of exchange. The text ar-
gues that these observed behaviors are a result of being a needs trader and are
symptoms, not causes, of the observed behaviors. For a lengthier critique of the
neoclassical theory of consumption, see the Appendix to this paper.
Characteristically, economists have assumed the homogeneity of market par-
ticipants. As a result, when they observe a correlation between short-term
orientation and a person’s poverty, they tend to see the former as the cause of
the latter. This conclusion follows directly from their vision of the free market.
Distinguishing between the prior positions of persons trading in the market
can aid social scientists in separating cause from effect. By distinguishing be-
tween market participants, it can be hoped that economics can make a more
useful contribution to the discussion of poverty and its cure.

It is their grasp of this issue that motivates some theorists to articulate a
"basic needs” approach to economic development. An example is Hicks and
Streeten [1979].

Examples of this "Crusoe approach” are in Mankiw [1992, chap. 15] and Barro
[1993, chaps. 2-3]. Through its focus on the barter model, the neoclassical
theory of investment attempts to finesse Keynes's critique of both the Loanable
Funds theory and Say’s Law. However, this is not the time to dwell on the
macroeconomic critiques of neoclasscial theory. We will simply join in the spirit
of standard microeconomics and assume that the necessary macrofoundations
of the theory are in place. For this reason, this paper will assume that effective
demand is constant at a level that will assure full employment throughout the
trading period.



Toward a "General Theory" of Market Exchange 827

20. ". . . as we consider the total dynamics of society the impact of the price struc-
ture on preferences may be just as important as the impact of preferences on
the price structure” [Boulding 1989, 5.

21. The reasons for this conclusion are complex, and a full argument is not
provided in the text. Those who are interested will want to start with Keynes
[1964, chap. 17].

22. The dynamics of expectations-led crashes are well documented in the litera-
ture. See Kindleberger [1989], Minsky [1986], and Wojnilower [1980].

23. This strict assumption concerning interpersonal comparisons does not seem to
prevent economists from engaging in the lucrative activity of cost-benefit
analysis, which requires, at its foundation, that interpersonal utility estima-
tions be made. But the contradictions inherent in that activity are not the sub-
ject of this paper. See Lutz [1993] for such a critique.
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nce we're past a certain age, really new information about the world becomes a

i collese . =
ts at their €0 rarity. Our picture of the world solidifies. Occasionally, science will add a new fact—the

OPPOSITE: Studen

near Cochin atom bomb, say—that changes the way we understand existence. Or some political event, ]
like the collapse of the Soviet bloc, will scramble our perceptions for a while. But such : s 1

cataclysms are rare. Even travel rarely startles us: we know in advance roughly where we

will find poverty or order or splendor or charm or fanaticism. Fodors in hand, we can
figure out what to order for dinner six months before we arrive.

So when I say that Kerala, a state of twenty-nine million people in southern India, is
unsettling and bizarre, | am making a strong claim. In certain ways it may be the oddest
place on earth.

Not on the surface. On the surface, it defines a planetary norm. The first morning I was

there, I got up before dawn and climbed to the flat roof of the small dormitory where 1
was staying ReOre theranvas enough light even to make out the nearest trees, the sounds

were already sharp-roosters crowing and wild birds starting to sing, the occasional

(RSO~ S pree. haaisbile:

belch of 2 cow and the steady, nasal music that came from a loudspeaker by the Hindu +
temple 770 miles distant. The music rose like a column of smoke from a chimney, always g
there but n€V¢" obscuring the other sounds—the splash as someone up~endedﬁa bucket 3!;
fane morning shower, the infrequent cough of an engine. As the sun came up, [ could see 4 s
HIPEe clearly 4" the valley-could see, anyway, the tops of endless coconut and banana :
P e carl.]el ‘_Vith a bit of emerald rice paddy showing through here and .
there X IOOked aiTnOSt like jungle; it seemed unlikely there were People enough to be

making all that noise.
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But as I started to walk on the well-packed trails through the
woods, 1 saw how carefully the groves were spaced and
tended—the trunk of each rubber tree delicately wounded and
dripping its thin trickle of white latex into a small saucer, the
base of each palm mounded against erosion. Just as the sun
pushed above the canopy of fronds I came out on the dikes that
circled and crossed the paddy fields. In one of the small fields
seven people bent OVer sickles, harvesting the stalks of rice one
handful at a time. Farther on, in a field already cut, two men
hoed the heavy mud, readying it for the next planting. A steady
e walked the dike in the cool of the morning,

stream of peopl

Paddy near Adoor

their heads: rice seedlings, bundles of
on :ed white coconut. And a particular
. “This is what heword
This is one of the two or
and palm trees,

most with baskets
palm fronds, piles of I watched
thrill ran through me 2° ing.
loeks like,” I found mySel Sa);s- rice fields
three archetypal humar seent
muscled labor, brown skin-
Having seen this surfac®
knowledge of the world gotrr
sun, hand labor, and ric€ pa
acy, diseases I didn’t want w
the children could lend 2
brutish, ang short. .
And in gome measure

?cf O;Nn flin do corresp ot ome est.imatl?d Y YRl
I India wi apita inc out one-seventieth @
veys to b; b e peroal nd $350 a year, a.b n anthropologist
i) agd etween $298 a rica
Crican average.

jte village of Nadur
Richarq Fr, families had
g anke surveyed the 170

In the late A °

[ was ready to fill in the rest-my
ed sufficient. Brown skin, beating
dies equal poor Peasfﬂ_ltS, illiter-

and large families so that

h, :
catt fields. Lives nasty,

andinthe

ht. Hard labor, rice, and
rala is poor, even

en

only cooking utensils, a wooden bench, and a few stool
their homes. No beds—that was the sum of their possessi
Thirty-six percent also had some chairs and cots, and nin
percent owned a table. In five households he discovered cu
ioned seats. 1
But here is the odd part
The life expectancy for a North American male, with all i
chairs and cushions, is seventy-two years, while the life ex=38
pectancy for a Keralite male is seventy. So a boy born thig
spring in America can expect to die in 2067, while a boy born;
in Kerala will die in 2065.
After the latest in a long series of literacy campaigns, the
United Nations in 1991 certified Kerala as a hundred pe °‘-"_f
literate—your chances of having an informed conversation a ‘_
atleast as high in Kerala as in Kansas. ‘
Kerala’s birth rate, meanwhile, hovers near eighteen per
thousand, compared with sixteen per thousand in the United:
States—and is falling faster. /%
Demographically, in other words, Kerala mirrors the United
States on about one-seventieth the cash. It has problems, o
course. There is chronic unemployment, and a stagnant econ-
omy that may have trouble coping*with world markets. Its bud- 8¢
get deficit is often described as out of control. But these are the".‘ v
kind of problems you find in France. Kerala utterly lacks the 8
squalid drama of the Third World—the beggars reaching 88
through the car window, the children with distended bellies, S
the baby girls left to die. J
In countries of comparable income, including other states of
India, life expectancy is fifty-eight years, and only half the peo-
ple (and perhaps a third of the women) can read and write; the
birth rate hovers around forty per thousand. Development e‘x-
PErts use an index they call poL1, for “physical quality of life
Index,” a composite that runs on a scale from zero 10 2 hun-#
dred and combines most of the basic indicators of a decell‘ll‘
human life. In 1981, Kerala’s score of eighty-two far exceeded
al{ of Africa~in Asia only the incomparably richer South K.orea: ,
iz;g;etﬁ_g_ve) » Taiwan (eighty-seven), and Japan (ninetY‘e’ghlz ‘
had risenltghe-n And Kerala kept improving. By 198% 1° sc?he' i
rest of In d'o erlghty'elght-wmpared with a total of sixty for the:
most densleal‘ * has managed all this even though it,s.amougali—‘ :
fornia SQue;zgo.wdEd Places on earth—the population . ven:» .
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that water could freeze at sixty degrees. It de-
mistry 10 explain it, a whole new science.
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surplus large enough to satisfy both themselves and-the
British, these rajahs offered tax breaks for the reclamation of
swamps and marshes, and they moved to give tenant farmers
more control over the land. “Development policy in the whole
world is generally considered to begin in the 1940s,” says
Tharakan. “But you can see the roots of it right from the begin-
ning of the nineteenth century in Kerala”

To conclude, however, that Kerala under the British was be-
coming an enlightened and democratic place would be a mis-
take. The tradition of caste, bulwark of the Hindu rulers since
the eighth century, was as strong as ever in the nineteenth. At
the top of the heap were the Namboodiri Brahmins, followed
by the Nairs-soldiers and administrators—and various arti-
sanal classes. Below all of them were the Ezhavas, roughly a

Snake boats on the Pamba River on Krishna’s birthday

fifth of the population, who traditionally made their living
climbing palms to harvest the coconuts, and the Pulayas, the
local l_lntouchables. Within the various castes, innumerable
complicated subsets emerged, and the codes of conduct be-
came ever stricter and more degrading over time. Unclean
castes had to stay outside the temples—Ezhavas had to stand
twelv.e’feet from the walls, and Pulayas sixty-four feet. A Nam-
boodiri walking on the road was preceded by a Nair, who gave

a wamu‘lg shout so that others could get out of sight. Low-caste
men paid a tax on their hair,

breast tax-and the proper salu
of rank was to bare her breas
lower castes (a hardship in thi

and low-caste women paid a
tation from a female to a person
t Umbrellas were forbidden to

! § equatorial clime, where much
of the population now carries black parasols to ward off the

Sl.ll']). The humiliation was accompanied by exploitation—
higher castes, who owned most of the lang cou.lg i tol.h

lower castes at will, and worked them virtuaily as s i
.maran Asan, an Ezhava poet, captured the feeling of hEIWES- -t
In one poem: “They walk so gently, with fear p ml:,ge(:}:z
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even the earth does not feel their tread . . . even grass would not
make way before them?

Kerala is now less caste-ridden than any spot in Hinduism,
a transition more complete than, say, the transformation
achieved by the civil rights movement in the American South.
Looking backward, itis clear that some of this epic, and mostly
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tions as part of the order of things” writes M. K. Sanoo, a i
alite historian. “Each in his own set place, moving alon 3
orbit of caste, as if it was nature. The men of those days cqg
not even dream that any change in it was possible? E
Tharakan, a devout rationalist, says that “though s
changes had an economic base, they were mediated at fha
level of ethics, of moral dictums? Or, in plainer English, Kerg 2
too had its Lincolns, its Martin Luther Kings, and to
stand this quick and peaceful miracle—and perhaps to repeat
elsewhere-we need to catch their temper, see the ideas :.h'
set loose. ‘

ri Narayana Guru was born in 1856 to an Ezhava fam;J
ly—in proper holy-guy fashion, in a hut “but a shade!
better than a cowshed?” His biographer/hagiograph
relates that when he was born he did not cry: “He lay
there without any movement. His father was in 3
formed the child was stillborn. Then movement started limb? 3
by limb. The father was informed that the child was not dead. |
Even after that the cry of the chifd was not heard. The umbili-
cal cord was cut, still he did not cry. He did not cry even when 4%
hungry or for any other reason” As a young man, he re-i%
nounced worldly attachments and began to wander, sitting in
caves with legs crossed and meditating, fasting and consorting
with lepers. Curing lepers, maybe. As more people sought him %
out for healing or advice, he and his disciples felt the need of a |
regular temple for worshipping Shiva. At a beautiful spotina " k
river near Aruvippuram, he had his followers build a small !
canopy of coconut leaves and mango leaves over an altar on a &
rock jutting out in the water. The year was 1888. “They impro- |
vised lamps with shells and arranged them in rows. They were 3
lighted at dusk and a piper began to play devotional tunes. The &
whole place was soon filled with pious village folk” Sri
Narayana, who had been sitting apart and meditating all night,
stood at midnight and walked into the river. As thousands &
watched silently (“if silence had music, the atmosphere was &
filled with it,” wrote one correspondent) he descended into the
river, and then reemerged, holding an idol of Shiva. He stood
beneath the canopy with it in his arms for three hours, totally
lost in meditation, tears flowing down his cheeks. Finally, at &
three in the morning, he installed the idol on the pedestal. !
His action was the Keralite equivalent of overturning the ta-
bles of the money changers, or refusing to give up a seat on the
bus. From the beginning of time, so far as anyone knew, only
Brahmins had ever installed an idol. “Yet when Swami per-
formed the sacred rite itappeared so natural for him to pick up
a small rock and install it” When Brahmin authorities arrived
to question him about his action, he gave an answer that still
makes Keralites laugh. “I have installed only the Ezhava

Shiva,” he said, a mockery of cagte that undermined its rotten
superstructure more than his actual deed,

Caste did not crumble immediately, however. Sri
Guru, along with many other reformers, spent their |
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Narayana
ives cam-



¢ more rights for the various castes—more repre-
vernment jobs, increased educational opportu-
o enter and worship at all temples. But all the
- gle for civil rights went on in an atmosphere of
rosaic s'n-ug e than the simple assertion of power by a
spiritualltY; mo 10 be ignored, it was also the assertion of a
up 'too Iarge.ew of human dignity against the oppressions
moral ideal, 2 W and of faith. “One caste, one religion, one
poth of feudih:::s ori Narayana Guru’s rallying cry,
God for man,” W and religion were so intertwined in Hindu
since oppression o depended on religious reform, which
from religious leaders—there’s a sense in
come i Narayana Guru had to be both Martin
ther King. He knew the freedom struggle
e than political independence. When a
that if all the Indians merely spat at the
men would be drowned, the swami
t the mouth becomes dry on seeing an
ilding new people as much as a new

jgning fo
ation in g0

sen )
pity. the right t
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ither and Martin Lu
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was about mu
student of his said onf:e
same time the English
replied, «That is trué- Bu
Englishman.” He was bu
politics. '
Something was!
Keralites who joine

n the air—that’s clear from the wide range of
4 the fight against caste and privilege. To

they were shedding old traditions, such as ex-
sume exlen_t_ d joint inheritance, that stood in the way of
tended families an _ ] ﬂon_Tharakan speaks of a “counter-
economic zru?dermeslnSe to the lower-caste activism. But there
reformation” In F?SP‘I’ vel of class betrayal, of people voluntar-
was also @ stunfuﬂg ‘:1 rivilege. The story of E. M. S. Nam.-
jly leaving behind Uld g the first Communist government in
boodiripad, wh? l'leﬂ € stive, Born a Brahmin and a jenmi, or
Kerala in 1957,115111(11115::; he grew up studving the Rig Veda and
rent-collecting 12 ewin’g all customs and mannerﬁs of society
..\l__l.upulously obs ' neration 10 generation.” In his autobiog-
handed down fl'Ollflli g,gfamilfs extensive lands, “not one squ;_“:e
faphY; ie o s” Instead they sat on the ver.'aflda ot: ey
inch cultivated by u -ts o their serfs and receiving tribute,
estate, giving presenn'y of Kumaran Asan, who also servc;‘d Zfs
Awakened by the Ime(;uru Namboodjripad ﬁﬂd_ Omfir esa‘s’ his
an aide to Narayana OU% L ripped by radical l_d n_:{nd
clan began to find the ed the sacred threads that 1 elrilShled
movements?” Solme bugndemanded they be taught. E::g b 8
them as Brahmins an forms of the 111- eritance
well as Sanskrit; OtheI‘IS 1940 Namboodiripad inherited a vast
traditions of the caste. 1D

it all to start
fortune, seventy thousand 't tf“t h:e(:z;?ie\?v:en he took
a DUblis:lj:ng house for the workers dmo the land re-
office in the 1950s, NamboodiriP?

introduced
e last material basis of caste
forms that eventually stripP®
domination,

The moral fervor did not infe
nized to hold on to their positi®
Was a series of constant Jow-leve
says Franke. “A few deaths her¢
uprising, the Moplah rebellion” still, aips
heads was as thorough as the revolUUU g
“There was such a strong culture o‘f re': - ,m
“The parallel with the American civil Tig

peeS,

e privileged, who orga-
the 1920s on there
among the poobr_,
d one very P18
and theré an_ © people,s

ct all th
n. “From

] uprisings

e e

useful one. There came a period here when even closet racists
had to at least pay lip service to change. In Nadur, the village I
was studying, we lived with a Brahmin family. They were not
Communists, and they were not happy about losing their land,
but they did acknowledge that it was morally right” In his
book, he tells the story of a hot May, when drying wells made
fetching water a major task. “A rich high-caste household
(whose son is a prominent Marxist) arranges privately for a
deep bore to be dug in the rock behind their house” After two
days of drilling, they hit water and pump it with their own
diesel motor to a government truck that distributes it daily
throughout the village.

Empl ;
mptoyees of Malayalam Manorama, India’s largest newspaper,

recewing Christmas presents

fﬂgziogrux?g:;sm_ that slowly emerged from this intense re-
sor at the Centre 11: § Its marks. As T. M. Thomas Isaac, a profes-
the coir-workers'or I).evehpmem Studies, wrote in a history of
yana Gury was 4 i< 1 Al%ePPey, one legacy of Sri Nara-
mainly Ezhaya 1absense of pride and self-respect among the
temple-entry , 'tat;') rers. Having entered politics through the
From ke mili?an on or other such campaigns, many went
1938 strike yaq bce o class consciousness, especially after
caste, one religiorl;u tally repressed. For many, he says, “One
caste, ng religion » one God for man” wag replaced by “No
office, the Keraliu; go . fo.r man?” But even when elected to
that Characterizeq ommunists managed to avoid the Junacies
all the truagls o Marxist governments everywhere else. For
that the Search,f e.re Vjifas enough ﬂe.\'ibility, enough morality,
Or justice never turned into social cleansing.
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For those of us who live in the rich parts of the world, the
most moving part of the story is probably the painful decision
of some of the well-off to trade in their old privilege for some-
thing fairer. Those who did so were rarely saints; in some
ways, the most moving story I heard involves at least as much
calculation as nobility. F. K. Nambiar, a retired veterinarian
who guided me on @ Visit to Trivandrum, described his up-
bringing in a well-off Nair family. They owned two thousand
atres=a vast holding in Kerala, where the average spread
nowadays is an acre or two-all of which was farmed by ten-
«] can remember; eVen now, the depressed classes would

ants.

A Nair family

- They'd have to .stay .three hundred
pring a live fish, and dig a little hole in the
L1d not move away, and then they'd make

ground so the fish WO know the fish was there” When he went
a little sound so We a {her would make hit t.ake SR v
away to school, his M9 pefore she’d touch NM—“She’q insist
he came home on brewash your own cups;” he said, as we
right now that you father somehowW il T:hat g Iy
finished our tea. “But m}‘;me, and he decided 10 give away his
fol'm would evellmt:;lzscgn it were high, a.IlY::;‘;’I :v'lr'lt(;las o
an i e -
8 tdatlnlu;selﬂ tTI:IZntSs even today, are verYthe bitter end, 3Vl:le[::
12 our el e o who held out to our old lands to cre-
my mOeL}i; ik (11 cently, W€ penurie 2 t what people there
& molher died re Jittle worried A e th

e her. And | was 8 1. It is cus Iy that the
Would say. Byt they were wonderfu e, and he was grate-
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meters away. They'd
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- began granting scholarships to untouchables and tribal peo- 4 ‘

B

n the morning, every road in Kerala is lined with boys ay
girls walking to school. Depending on their school; .;
uniforms are bright blue, bright green, bright red; itmg :
be sentimental to say that their eyes are bright as v
but of all the subtle corrosives that broke down the qlg

order and gave rise to the new Kerala, surely none is as imp o
tant as the spread of education to an extent unprecedented ang
as yet unmatched in the Third World. g
Though Christian missionaries and the British started
process, it took the militance of the caste-reform groups and
then of the budding Left to spread education widely—the f st
great boon{ was in the 1920s and 1930s, particularly in soul h—
ern Kerala, where the princes acceded to popular demands fof
ever more schools. When leftists dominated politics in the!
1960s, they spread the educational programs into Malabar, the
northern state that had been ruled directly by the British, and}

ples. By 1981, the general literacy rate in Kerala was seventy 3
percent—twice the all-India rate of thirty-six percent Even3&
more impressive, the rural literacy rate was essentially identi- § 4
cal, and female literacy, at sixty-six percent, not far behind. ¥
Kerala was a strange spike on the,dismal chart of Third World ] f
literacy. j
The government, particularly the leftists who governed for X
much of the late 1980s, continued to press the issue, however, 4
aiming for “total literacy,” usually defined as a population
where about ninety-five percent can read and write. The pilot &
Project began in the Ernakulam region, an area of three mih k]
lion people which includes the city of Cochin. In Jate 1988, fifty §
thousand volunteers fanned out around the district, tracking § !
down 175,000 illiterates between the ages of five and XUy
two-thirds of whom were women. The leftist People’s Science .
Movement (EssP) recruited twenty thousand volunteer tutors &
fm.d sent them out to teach: within a year, it was hoped, the
illiterates would reaq Malayalam at thirty words 2 minute, &
COPy a text at seven words a minute, count and write from on® %
0 a hundred, anq add and subtract three-digit numbers- g
E:;hl’:zgel‘ goal was to make people feel powerful, _t:ﬁ i
e ;Lhe earl).r lessons were organized around Brazill ;B
aolo Freire’s notion that the concrete problems o ¢

pl'EOp le’s lives Provide the best teaching material. ESSP 01_'53'
nizers, dressed in red loincloths and white headbands, might

appear in g village, drumming and dancing; as a crowd gath-

ered, one of the teach e a Bertolt
e " aBe
Brecht poem: rs would start to sing, adapting

e
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Do not hesitate.

The old ang the young,
Worker and farmer,
Begin Studying today
To reag and write, . .
Study everything,
Questign everything,
Do not hesitate, J
Take g book in hand.
Itis the new weapon.

i LR




d in cowsheds, in the open air, in court
1d the New York Times. “For fishermen w&;
In the hills, tribal groups sat on rocks
patients were taught to hold a pencil in stumps f
ands. We have not left anyone out_’I’) FD
those with poor eyesight, volunteers collected fifty thousaj:?;
donated pairs of old eyeglasses and learned from doctors ho
to match them with recipients. On February 4, 1990, thirte L
months after the initial canvass, Indian prime min;ster Ve;
singh marked the start of World Literacy Year with a trip to E .
pakulam, declaring it the country’s first totally literate distri;t:
5,000 scored eighty percent or better

of the 175,000 students; 13
e region’s official literacy rate above

on the final test, putting th
pinety-six percent; many of the others stayed in follow-up

classes and likely had Jearned enough to read bus signs. The
total cost of the 150 hours of education was about twenty-six

dollars per person.

Organizers knew
letters from the newly
offices, demanding paved roa

ast across the Ghats, in the neighboring state of Tamil
Nadu, a new industry has sprung up in recent years.
Quack doctors claim pe able to tell, from the appear-

ance of a newborn’s ambilical cord, whether the next

child will be a boy ora g;lr]—-if they say it's a girl, the
o will often opt for an ab0Ti% as soon as she gets preg-
nant (a twig of the poisonous grukkam plant is inserted into
her cervix); should the procedur® not work, the flowers of the
plant yield a milk that can K pewborn females. When two
Washington Post reporters begal looking into the issue in
1995, they traveled 10 Madras: in Tamil I\Tﬂdu, where they
came across a recent survey bY the Communty Service Guld-
of the 1,250 women surveye d, the survey concluded that more
than half had killed baby dau ghters- One woman who had poi-
soned her newborn daughter told the reporters «] never felt
?hny sorrow, There was a 1ot of bmern&SS_in my heart toward
ciz baby because the gods should have 'g“"en mEa .son.” The
in e may be higher-te Ch_amnjocemes:s is now widespread
_OUYban India—but otherwisé much 1he same. Of 8,000 abor-
ens Performed at one Bombay clinic i the early 1999% 7’9.99
:E of female fetuses. Even those i lchildren a].lOWed to live

bi O:en given less foo'd, Jess edU tion, and less hea]th. clare, a
Eivep loetsconﬁned to India. Across Third Wor. 1d, 8178 'are
; s fo nd so they die. In China,
With o od and less health care; ae R aver 100
gir ce bi wer :
s ung birth control, the"" There are, in short, millions Sign for a jevsepys, % e
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should be. The female life expectancy in Kerala exceeds that of
the male, just as it does in the developed world. Infant mortal-
ity is actually lower for girls than boys. There are actually
more female college students than males,

As with education, the emancipation of women is both cause
and effect of Kerala’s singular progress. To some extent, it has
historical roots—by ancient custom the Nair caste of Hindus,
who made up about fifteen percent of the population, lived in
joint matrilineal households. Much studied by anthropolo-
gists, these taravads owned all household property in com-
mon. A husband could marry into the taravad, but doing so

aters near Kuttanad
Field hands in the back '

rights to property=0r éven to his wife,
hen the man returned from g Siuiiey
a warrior caste), he had to wait on 4
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for “awareness training” They were like a bright, m =
cloud in their saris; many were midwives or other
workers, and they would return home to spread the
about everything from managing finances to breast-fee

Though many were married, they felt free to travel on the
own. (A solitary Muslim husband had come along to chaperg
his wife and her sister.) And on the last night of their program
in a packed auditorium, they performed more than an hour}

and the powerlessness of illiteracy—have left th )

state with a distinctive feel, a flavor of place that i.u-'.
fluences every aspect of its life. It is, for one thing, an intenselyj. ;
political region: early in the morning in tea shops across Ker- 8¢
ala people arrive to eat a dosha and read one of the two or &
three Malaya]am"limguage papers that arrived on the first bus.: :
(Kerala has the highest newspaper-consumption per capita. of %
any spotin India.) In each town square political parties main- &8
tain their icong—q statue of Indira Gandhi (the white streak in &
her hair carefully painted in) or a portrait of Marx, Engels, and 3%
Lenin in carefy] profile. (Kerala may be the last spot on earth 3
where socialist realism is not cami).) Strikes, agitations and &
“stirs,” a sort of wildcat job action, are so common as to be .a.l— R
most unnoticeable, One morning while I was there, the Ind-zan .
E2press ran stories on a bus strike, a planned strike of medical &
students gver

“unreasonable exam schedules,” b
from one leftj

st leader that the government take over @ coat | i
factory where striking workers had been locked out By the ¥
Dext day’s paper the bus strike had ended, but a bank strike &
s Worse, the men who perform the traditional and 8
:l‘;l::lh lllleloved kathakali dance-a stylized ballet that can 13-51
A3 ccilt—vvere threatening to strike, and planning a m;-arch in

Some;:::e and makeup through the streets of the ca-pltall. a
b es all t-he disputation can get overwhelming. n g
& unt 'o.f his home village, Thulavady, K. E. Verghes ;

¥s that “politics are much in the air and it is difficult to €~ &
Cape from them, Everi .

) d
elderly women who are not intereste
are draggeq into politic

bershOP posted i s ARar SereralBEnis, e rep.o e a'bZ:
Please” Byt f e on the wall: No political dlsf:ussw d’
Protests gee pi .the most part the various campa'@‘f"an
vast improvm a sign of self-confidence and political vitality, a
or Lr'ibalisrne[[;,1 ent over the apatny, powerlessness, ignorancé
1981 in the w1, > Many Third World communities: 12
closely, 5 locl Iage OFNad‘ur’ which Richard Franke studied S0
electric:al tra ; rCOmmunlst leader began to agitate for a new
electricity ¥ 01.~mer_ (Only a quarter of the households have
ty, but everyone benefits from streetlights.) With the
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' old transformer, the current, though rated at 220 volts, was so
weak that in the early evening the streetlights hardly glowed.
th private lamps began to turn them off

As the few people w1
around 10 P.M., however, and the current began to strengthen,

the streetlights flared to life-long after they were of any use. A

ive and some demonstrations at regional offices
ubstation built Five years later, the same vil-
aving of the main road, which was nearly
impassable during the rainy season and a d}lsty mess the rest
of the year- Though the protest was fierce, it was nonviolent,
and the road was paved—dust D0 longer washed into people’s
homes, which is 2 major political victory, if dust has always

coated your dinner.

finally gota new s
lagers forced the P

For those used to the all-too-exPhczble servility of poor peo-

le in other parts of the wor!d (and to the occasional, and
; ally explicable, rage that this °bseq_lli0usness can suddenly
10 drers a refreshing Whiff of the air that George

, Kerala 0 .
turn t0) volutionary Spain in the 1930s. “Waiters and

orwell found in re .
shop-walkers Jooked you I the face and treated you as an

> n ceremonial forms of speech had disa
equal. Servile and eve queer and moving” Once, flying outlt));‘
pea-red- .. .dia I was wrapped by a snowstorm and spent two
JFK for Inanh’attan seeing the usual winter sight of beggars
\ » blanke'; against the col.d, pltlful signs scrawled on
huddled in their feet. Finally landing in Bombay, I took a taxi
: . srport to the domestic terminal, and i
from the mtema'l:::le;l;z d four separate women with clmz
through the window asking alms (not sur-
on people live in cardboard hutg

the ten-minute jo
ing children reach
ne of the world’s largest SIUIDS),

prising, since perhaps a milli

; . ways, in o
lining ﬂl‘]e ;;:‘.:;;n;un Y jtely poorer than New York, anq
To reac ?

hich is infini '
ail Bombay come, was a relief-queer
in fact raus ‘

in per capita in

and moving indeed.
ave come and gone from power sey-

Independence; at the moment they
and even when they’ve been in con-
of a coalition. But the po.
the egalitarianism, the will-
i strain of thinking that
i 2] O s bred a particlar & i e
ingness to agitate vative ad o,

conse
seems to last even throughege mony,” SaYS Thomas Isaac~

“There is a Left ideologicﬂl h the watchword of Keralite pol-
al.th;lot growth. Where other poor

or, translated from the Ma
itics has been redistributio Taiwan, South Korea, Brazi,
1o alleviate poverty, Ker-

pl&ces~Japan after WOl'ld War 1,

the new Mexico—focused o7 gr e in sharing what wealth
ala has been much more iB'e" e various revo-
was available. And the most obvl + every agrarial economy,
lutionaries, as it has been 18 AP "k . Verghese: In bis
was land reform—sharing the ¥& sou. e old rural
chronicle of the village of Thulavady, croppers were paying
economy as “semi-slavery” share 55 returns to the
between sixty and eighty percent of the & 1t 0 andowning
lal'ld]ords; as late as the 19605 eig.t perce ot of rice land.
households controlled more than gixty perc

he Communists h
eral times since
are out of power,
trol it’s usually been :11 1'1
litical culture of Ker

A

Such feudalism, of course, is still typical across Asia and Latin
America.

When, after much interference from Delhi, the Communists
managed finally to pass land reform laws in the late 1960s,
about one and a half million tenants became landowners, av-
eraging about an acre and a half of rice land apiece. More than
a third of a million of the poorest Keralites received the rights
to the hut land they had been living on, gaining compounds
large enough at least to grow a few coconut trees. While the
land reform redistributed acreage, it didn’t completely level
the distribution of wealth—time after time I talked with the de-
scendants of Brahmin families who had used the compensa-
tion from the taking of their land to get good educations, win
professional jobs, and maintain relatively high incomes. But,
as Franke points out, at least these doctors, teachers, and civil
servants do some good for Kerala, instead of earning their
wealth by collecting rent in the fashion of their ancestors. The
huge slice of profits they took off the top of each year’s crop has
been effectively redistributed. And undoubtedly, the relative
moderation of Kerala’s land reform has been one of its bless-
ings. Landowners were compensated for their properts, and
the Communists made no attempts to collectivize agriculture,
content to let the new owners farm it as they saw fit

If there’s a general lesson about lefiist ideology to be learned
from Kerala, in fact, it’s that it benefits from having to answer
to. voters. The Keralite Communists have ruled a population
s Crsbosoki B Gy Han, O
nations insiste:i the; oo accomplished all of the things to°
done so without cloy- were also accomplishing; and they have

| losing newspapers, jailing opponents, of ¢
stroying the en !
helped prod vironment. Most of all, perhaps, the¥ have
all other wolllse.a Population of people able to hold them, and
d-be leaders, a _ and for
themselves the goods th s f:countable able to dem

Chief among thoge atdSO.VIet leaders dispensed ?s favor;d
food was part of tha egoo $ is food. The fight for fairly Pr*
pendence—milimmsg snt:ral uphe"fwal of the years before inde-
forced landlords to sell ged antihoarding campaigns, and
Communist govemmen:‘:.'ipluses: at affordable rates. The first
measures, but when it w ed to institutionalize some of these
guished untj) 1864, when o dl:”*f’»olved by Delhi, efforts lap-
10 make gyre it W:as avai]a famine forced the state to buy fof’d
Price” shops that i able. The system of ration or “fair-
CARE relief agency quiiﬂ,an"e" then, in collaboration with the
state’s villageg are ;erv 1 Y spread-ninety-nine percent of the
ata steep discount. g ‘; by one of the stores, which offer ric®
depending o, how m Ch family gets a ration of the cheap rice:
studi ze 0;“’1‘ Paddy land they own-when Franke

Nadur in the late 1980s, he found the

1ed the vijg
poorer reside. .
01s buying two-thirds of their rice at the store, 2

figure 1,
summer

fifth of y, and that effective]

ere ies!:lzpulaﬁ?n by ten percent.
“F‘ranke, uﬁngu;’suon that food is often scarce—in Nadur, $47°
food ig € hot, dry months of February and March;
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mango snacks, and mango dessert” But severe malnutrition
has virtually disappeared, partly because what calories do
exist are shared much more equitably than most places. Just
as imp ortant—and a fact that underlines both Kerala’s poverty
and its uniqueness—the calories that do get eaten get put to
use. It turns out that in a body infested with intestinal para-
sites, as much as half the food that goes in the mouth nour-
ishes only the WOITS. 'Because Kerala has easily affordable
medical care and clinics across the state, there are fewer
worms. This is whaf much of the world is about, and Kerala is
not: Are the worms 11 YOUur gut eating half of your food?

rickets at a bus stand, Trichur

{ boy selling lottery

sincerely alarmed by the world’s ever-
population, have decided that we need
Jaws to SIOP the growth~that, Sii :St;mch coercion
dbe,itsa necessary stEI?‘ ey have some
woul oint to—China, for instance, where mas-
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o”mv-wites Paul Harrison in his book The
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" from health and education, making life less predictable an

election largely as a result, the campaign was called off, an
was “ten years before the number of couples using modes
contraception rose again to their 1972-73 peaks?” India’s poy
lation, which grew by 109 million in the 1960s and 157 millig
in the 1970s, grew 160 million in the 1980s. That is the popuyl;
tion of two Mexicos, or one Eisenhower-era United States.
The population problem seems so overwhelming that we'y
always looking for shortcuts. I think it's occurred to many iy
dark moments that horrible diseases like A1Ds might be the
start of the earth trying to reduce its overpopulation. Mora li
aside, the idea is simply wrong. For one thing it underes ‘
mates the sheer momentum of the increase. Half a million|
Rwandans were hacked to death in that country’s brief iy i
war-a number that took the world about forty-seven hours 3
replace. And by killing those in their prime, writes Harriso .;
war and disease simply deepen chaos and divert resources

delaying the shift to lower fertility. As usual, immorality is bad}
policy.
In any event, Kerala—and a scattered collection of other;
spots around the world, now drawing new attention in the 3
wake of the United Nations’ Cairo summit on population—3
makes clear that neither plague nor coercion is necessary. In 3
Kerala the birth rate is forty percent below India as a whole %
and almost sixty percent below the rate for poor countries in i ]
general-in fact, a 1992 survey found the birth rate had fallen &
to replacement level. That is to say, Kerala has solved one- &
third of the equation that drives environmental destruction the &
world over. And, defying the conventional wisdom, it has done *
so without rapid economic growth—done so swithout becoming &
a huge consumer of resources and thus destroying the envi- &
ronment in other ways, &
“The two-child family is the social norm here now,” said
M' N. Sivaram, the Trivandrum representative of the Interna- &
tonal Family Planning Association, as we sat in his office, Sur- &8
rounded by family-planning posters. “Even among illiterate
women we find it’s true, When we send our surveyors out, peo- &
Ple are embarrasseqd to say if they have more than two kids. 8
Seven or eight years ago, the norm was three children and We
thought we were doing pretty good. Now it’s two, and among 1
the most educated people, it’s one” Many factors contribute to §
:::ssr;e\:f Dotion of what's proper—the pressure on land is %D'
g th;ir course, and most people can’t support buge farmhe; :
oo ;n;dall Parcels. But that hasn’t stopped others el!'oulil
ucation at.: Ore powerful, perhaps, has been the spread of e4” 4
charge of ;‘]0975 I.{era]a_ Literate women are better able 10 take :
in Kerala, ¢ eir lives-the typical woman marries at twenty-t"o
around u,leompmd to eighteen in the rest of India. On average
tion bear mworlfi, women with at least an elementary educ&:-
more, they ;)]Chl]dren fewer than uneducated women. Whats
l’l'lany, cases thic; wanka 800d education for their children- In
lic education anl:eans Private schools to supplement the pub-
» and people can’t afford several tuitions.
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Kerala’s remarkable access t0 affordable health care has
rovided a similar double blessing. There’s a dispensary every
few kilometers where 1UDS and other forms of birth control
are freely available, and that helps. But the same clinic pro-
ides cheap health care for children, and that helps even more.
With virtually all mothers taught t0 breast-feed, and a state-
supported nutrition prograr® for pregnant and new mothers,
infant mortality in 1991 was Se‘feﬂteeﬂ per ﬂlt_msand, com-
pared with ninety-one for Jow-income countries generally.
someplace between those two figures—seventeen and ninety-
one-lies the point where people l-)e?come Cﬂﬂi?qent their chil-
dren will survive. The typical f‘?mhty for traditional societies,
savs Harrison, is about sevell Chﬂdre’_l per woman, which “rep-
resents not just indiscriminaté preeding, but the result of care-
ful strategy” Women needed 0n€ Ol‘hh’VO 501.15 to take care of
them if they were widowed and where child mortality was

; ns and, on average, six chil-
‘o . ving three S0 :
high this meant ha girl s seem as useful as boys, and

» i where
irsg. In hjj\ djzzlzg eiie ntly, reason suddenly dictates one
nl:e Chi]dr «f have one cbild: and Lallidepending on. fes
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o survive,” sal .
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tion about mfaﬁ;n;fiel survive even in Kerala, or wil]
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T e e e
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hurry—in part because there W& o :rle been signal problems
Ployment and underemploymen[ hauarter of the state’s popu-
in Kerala for decades. As MU¢ a] villages, by many esti-
lation may be without jobs; I or eighty days a year of
Mmates, laborers are happyY for S€ ¢ liberal pension and un-
hoe and sickle work. And thou Lhd - Jand reform that has
‘:RNOymem compensation 1"‘;5’ a;loa::onut trees in their house
mog : talé 3 it is none-
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graduates become seekers of jobs rather than creators of jobs”
In Kerala, says K. K. George of the Centre for Development
Studies, “the concept of a job is a jobin a ministry. When you
get out of school you think: ‘The state should give me a job as
a clerk’”—an understandable attitude, since government ser-
vice is relatively lucrative, completely secure, and over, by law,
at age fifty-five. Large numbers of Keralites also g0 into medi-
cine, law, and teaching; that they perform well is proved by

A tragffic .
Jam qgfter a procession honoring Krishna, Trivandrum

their suc i N
Cess in finding jobs abroad—as many as a quarter mil-

lion Keraliteg
work i i ;
there is legg demandat tmes in the Persian Gulf—but at home

The combi .
mitment tom:j tion of a stagnant economy and a strong com-
facing lal‘gepb ‘;mlng hea-_lth and education have left the state
udget deficits. Development expert Joseph Col-

lins, for a]) b .

cial welfai: lsst: raise of Kerala’s progress, calls it a “bloated $0-

that has deygy te without the economy to support it,” a place
oped a “populist welfare culture, where all the

parties are j
ln - .
to promising more goodies, which means more
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MY AUNT SMOEKES ANOTHER LUCKY

She slips it out of its leatherette case,

an immaculate cartridge

she clenches between the red bow of her lips

while flicking her butane lighter,

sucking deeply until the tip

starts to crackle and glow like a fuse.

She snaps the lighter shut and blows smoke

through pursed lips over her shoulder,
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like somebody ab0
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tories, or lowering wages to grab jobs from elsewhere, or col- ©
lectivizing farmers, the Left has embarked on a series of “new
democratic initiatives” that come as close as anything on the
planet to actually incarnating “sustainable development.” that
buzzword most beloved of environmentalists. The Left has
proposed, and on a small scale has begun, the “People’s Re-
source Mapping Program,” an attempt to move beyond word
literacy to “land literacy” Residents of local villages have
begun assembling detailed maps of their area, showing topog-
raphy, soil type, depth to the water table, and depth to bedrock.
Information in hand, local people could sit down and see, for
instance, where a grove of trees would make sense to prevent
erosion.

And the mapmakers think about local human problems, too.
In one village, for instance, residents were spending scarce
cash during the dry season to buy vegetables imported from

‘elsewhere in India. Paddy owners were asked to lease their

land free of charge between rice crops for market gardens,
which were sited by referring to the maps of sbil types and
the water table. Twenty-five hundred otherwise unemployed
youth tended the gardens, and the vegetables were sold at the
local market for less than the cost of the imports. This is the di-
rect opposite, clearly, of centralized planning, as well as the di-
rect opposite of a global market. It is exquisitely local-it de-
mands democracy, literacy, participation, cooperation. The
new vegetables represent “economic growth” of a sort that
does much good and no harm. The number of rupees con-
sumed, and hence the liters of oil spent packaging and ship-
ping and advertising, go down, not up.

With Kerala’s high levels of education and ingrained com-
mitment to fairness, such novél strategies might well solve
its economic woes-especially since a stabilized population
fneans itdoesn’t need to sprint simply to stay in place. One can
imagine, easily, a state that manages to put more of its people
Fo work for liveable if 1ow wages. They would manufacture
ltems that they need to use, grow their own food, and partici-
pate in the world economy in a modest way: exporting workers
and some high-value foods like spices, ;md attracting some
tourists. “Instead of urbanization, ruralization,” says K- ¥ish:
Wanathan, the longtime Gandhian activist who runs an or
El.lanage and job-training center where I spent several days. Al
e i o e
together hrok’e (t)rmen- \earm to repair small motors & sg ild
a small-scale eI::o anslf‘tof‘ radios—to make things last, 10 ube-
come commercialnom} o Permanestos. "edo't neE(_l l: this
and that,” says vj E;]ge.ms’ to always be buying and selling ™"
spinning a future Sat“a"athan. He talks on into the ev eni“z
much like the lree-shf?:l]:g humble and exceedingly p]ealsﬂl

- “dand airy community he has built on
Once-abandoned land: 5 futur isioned
by E. F. Schumacher or T} S ks

omas Jefferson or Gandhi as is cuT
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. aple on this planet. “What s the good life?” asks
renilt fﬂlji'?na «The good life is to be a good neighbor, to con-
vishwana ’ self”
sjder your neighbor af’_ Yg;;rs want mainly to sell you things?
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f that happens, it may or may not be tragic for Kerala.
Given its high level of education, it might be able to
adapt to the new market-driven world—it could conceiv-
ably emerge as another Asian “tiger” like Thailand or
Taiwan. But if it did, it would be a tragedy for the rest of

the world-a waste of the lesson that Kerala offers.

Because Kerala suggests a way out of two problems simulta-
neously—not only the classic development goal of more food in
bellies and more shoes on feet, but also the emerging, equally
essential, task of living lightly on the earth, using fewer re-
sources, creating less waste. Kerala’s environmental impor-
tance is utterly basic. It demonstrates that a low-level economy
can create a decent life, abundant in the things—health, educa-
tion, community—that are most necessary for us all. Gross na-
tional product is often used as a synonym for achievement, but
itis also an eloquent shorthand for gallons of gasoline burned,
stacks of garbage tossed out, quantities of timber sawn into
boards. One recent calculation showed that for every Ameri-
can dollar or its equivalent spent anywhere on earth, half a
liter of oil was consumed producing, packaging, and shipping
the goods. One-seventieth the income means one-seventieth
the damage to the planet. So, on balance, if Kerala and the
United States manage to achieve the same physical quality of
life, Kerala is the vastly more sudcessful place.

Which is not to say that we could ever live on as little as they
do-or, indeed, that they should. The right point is clearly
somewhere in between. Logical as a middle way might be,
though, we've not even yet begun to think about it in any real
terms. We've clung to the belief that perhaps someday every-
one on earth will be as rich as we are—a belief that seems ut-
terly deluded in light of our growing environmental aware-
ness.

Keraia does not tell us precisely how to remake the world.
Bu.t it does shake Uup our sense of what's obvious, and it offers a
gi‘(;'i;’tf;:ge;sages to the First World. One is that sharing works.
i r:]mg}? ::S mafle Kerala a q
important Jesson Oilsltlihmlc growth. Th

; » 18 that some of our
are um_ustiﬁed. It is not a chojce be
and dying at thirty-five,
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change, g

ecent place to live, even
e second, and even more
fears about simpler living
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f television and ignorance. Kerala is a
inspiring and discomfiting. The aver-
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because it has always been a society unusually interested in monitoring its
social and psychological temperature, blood-pressure and other symptoms,
and mainly because the most obvious form of identity politics—but not
the only one—namely ethnicity, has always been central to Americanpli-
ticstsince it became a country of mass immigration from all parts of
Europe. Roughly, the new ethnicity makes its first public appearance wich
Glazerand Moynihan's Beyond theMelting Porin 1963 and becomes a mili-
tant programme with Michael-Novak's The Rise of the Unmieltable Etfing in
1g72. The first, I don't have to tell you, was the work of a Jewish professor
and an Irishman, now the senior Democratic senator for New York; the
second came from a Catholic of Slovak origin. For the mament we need not
bother too much about why all this happened in the 196os, but let me |
remind you that—in the style-setting usa at least—this decade also saw |
the emergence of eworothiervariants of identity palitics; the:modemn (that

is, post suffragist) women'simovementand the gayimavement.

Eric Hobsbawm
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. Identity Politics and the Left

I am not saying that before the 1960s nobody asked themselves ques-
tions about their public identity. In situations of uncertainty they some-
times did; for instance in the industrial belt of Lorraine in France, whose
official language and nationality changed five times in a century, and
whaose rural life changed to an industrial, semi-urban one, while their
frontiers were redrawn seven times in the past century and a half. No
wonder people said: ‘Berliners know they're Berliners, Parisians know
they are Parisians, but who are we?' Or, to quote another interview, 'l
come from Lorraine, my culture is German, my nationality is French,
and I think in our pravincial dialect’.’ Actually, thesechingsonly leditos
genuine identity problems.when;people:were prevented from having the
multiple, combined, identinics whichrare naruralito'most ofiis. Or, even
more so, when they are detached ‘from the past and all common culcural
practices’.? However, until the 1960s these problems of uncerrain iden-
tity were confined to special border zones of politics. They were not yer
central.

They appear to have hecome much more central since the 196os. Why?
There are no doubt particular reasons in the politics and institutions of
this or that country—{or instance, in the peculiar procedures imposed on
the usa by its Constitution—for example, the civil rights judgments of
the 19505, which were first applied to blacks and then extended to
women, providing a model for other identity groups. Tt may fallow, espe=-
ciallyinzcountries where parties compete for voces, chat constituting >
uneselfin(p such an identity groupmay provide concrete olitical adyan-
tages: for instance, positive discrimination in favour of the members of
such groups, quotas in jobs and so forth. This is also the case in the/TSAY
bu_t not only "‘F"—‘- For instance, in India, where the government is com-
mitted to creating social equality, it may actually pay to ¢ lassify yourself
as low caste or belonging to an -‘,]-,,,ﬁ;innl‘:‘ﬁhﬁl'gmup. in order ro enjoy
the extra access to jobs guaranteed to such groups.

My lecture is about a surprisingly new subject.* We have become so used to
terms like ‘collective identity’, "identity groups, ‘identity politics’, or, for that
matter ‘ethnicity’, thac it is hard to remember how recently they have surfaced
as part of the current vocabulary, or jargon, of political discourse. For instance,
if you look ar the International Encyclopedia of the Social Stiences, which was pub-
] lished in 1968—that is to say written in the middle 196os—youwillfind fio
\ ~(  entryrunder identity except one about psychosocial-identity, by Erik Erikson,
who was concerned chiefly with such things as the so-called “identity crisis’ of
adolescents who are trying to discover what they are, and a general piece on vot-
ers’ identification. And as forsethnicity, in the Oxford English Dictionary of tthe
early 1970s it still occurs only asa rare word indicating ‘heathendom and hea-
then superstition’ and documented by quotations from the eighteenth century.

* This is the text of the Barry Amicl and Norman Melburn Truse Lecture given at the
Institute of Education, Londan an 2 May 19906,

' M.L. Pradelles de Latou, ‘Identity as a Complex Network’, in C. Fried, edd . Menaretser,
Community and Identity, Berlin 1983, p. 79

* Ibid. p. 91.

In short, we are dealing with terms and concepts which really come into use

only in the 196os. Their emergence is most easily followed in the Usa, partly
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The Denial of Multiple Identity

But in my view the emergence of identity politics is a consequence ofithe

extraordinarily-rapid and profound. upheavals-and- transformations-of:
| .human society in the third quarter of this century, which I have tried to
describe and to understand in the second part of my history of the ‘Short
Twentieth Century’, The Age of Extremes. This is not my view alone. The
American sociologist Daniel:Bell, for instance, argued in 1975 that "The
breakup of the traditional authorify structures and the previous affective
social units—historically nation and class. .. make che ethnic actachment
more salienc’.?

In fact, we know that both the nation-state and the old class-based polit-
ical parties and movements have been weakened as a result of these trans-
formations. More than this, we _have been living—we are living—
through a gi ntic ‘cultural.revolution’yan ‘extraordinary dissolution of

=

traditional social norms, textures and values, which left so many inhabi-
tants of the developed world-orphaned and-bereft.”If I may go on
quoting myself, ‘Never was the word “community” used more indis-
criminately and emptily than in the decades when communities in the
sociological sense become hard to find in real life’.# Men and women'look
forgroupsto which they can belongjcertainly and forever, in.a,world:in®
~ whichallielse is'Tmovingrand shifting, in which nothing else is certain.
Y1 And they find it in ansidentity.group. Hence the strange paradox, which
the brilliant, and incidentally, Caribbean Harvard sociologist Orlanidar
Patterson has identified: peopleehiose to belong toan identity group, buts
‘itris;a choice predicated on the strongly held; intensely conceived belief
Y tharthe individual fias absolitely no chivice butico belong to that specific
group.” That it is a choice can sometimes be demonstrated. The number,
of Americans_reporting-themselves. as-‘American Indian’ or ‘Native
American’ almostquadrupled between-1960and 1990, from about halfa
million to about two millions, which is far more than could be explained
by normal demography; and incidentally, since 70 per cent of "Native
Americans’ marry outside cheir race, exactly who is a "Native American’
ethnically, is far from clear.®

So what dorwerunderstand by thisicollective ‘identity’, this sentiment of
belonging toa primary group, which is its basis? I draw your attention to
four points.

<First, collective identities are defined negatively; thar is to say against
others.”"We' recognize ourselves as ‘us’ because we are different from
‘Them’. If there were no ‘They' from whom we are different, we wouldn't
have to ask ourselves who ‘We' were. Without Outsiders there are no
Insiders. In other words, collective identities are based not on what cheir
members have in.common—they may have very little in common except
not being the 'Others’. Unionists and Nationalists in Belfast, or Serb,

* Daniel Bell, ‘Ethnicity and Social Change', in Nathan Glazer and Daniel P. Moynihan,
eds., Ethnicity: Theory and Experience, Cambridge, Mass. 1975, p. 171.

YE.J. Hobsbawm, The Age of Extremes. The Short Tuentieth Century, 1914~1991, London
1994.p. 428.

10, Patterson, ‘Implications of Ethnic Identification’ in Fried, ed., Minorities: Community
and ldentity, pp. 28-29.

" Todd Gitlin, The Tuwilight of Comman Dreams, New York 1995, pp. 162, 109.
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Croat and Muslim Bosnians, who would otherwise he indistinguishable
—they speak the same language, have the same life styles, look and
behave the same—insist on the one thing that divides them. shich hap-
pens to be religion. Conversely, what gives unity as Palestinians to a
mixed population of Muslims of various kinds, Roman and Greek Catho-
lics, Greek Orthodox and others who mighe well—like their neighbours
in Lebanon—fight each other under different circumstances? Simply
that they are not the Israelis, as Israeli policy continually reminds them,

Of course; there aré collectivities which are based on objectiveeharituer-
isticsswhich their members have in common, including biological gétis,

der or such politically sensitive physical characteristics as skin=colour
and so forth. However most collective identities are like shirts rathier
thaniskin,namely they are, in theory at least, aptional, not inescapable.
In spite of the current fashion for manipulating our bodies, it is still eas-
ier to put on another shirc than another arm. Most identity groups are
not based on objective physical similaricies or differences, although all of
them would like to claim that they are ‘natural’ rather than socially con-
structed. Certainly all echnic groups do.

Sgngd.. itsfollows that in real life identities, like garments, are inter- =
changeable or wearable inrcombination: father than unigque and, as it
were, stuck to the body. For, of course, as every apinion pollster knows,
no one has onc and only one identity. Human beings cannor be described. |
even for bureaucratic purposes, except by a comhination of many charac
teristics. But identity politics assumes that one among the many identi-
ties we all have is the onc that determines, or at least dominates our
politics: being a woman, if you are a feminist, being a Protestant if you
are an Antrim Unionist, being a Catalan, if you are a Catalan nationalist,
being homesexual if you are in the gay movement. And, of course, that
you have to get rid of the others, because they are incompatible with the
‘real’ you. So David Selbourne, an all-purpose ideologue and general
denouncer, firmly calls on “The Jew in England’ to ‘cease to pretend to be
English’ and to recognize that his ‘real” identity is as a Jew. This is both
dangerous and absurd. There is no practical incomparibility unless an
outside authority tells you that you cannot be both, or unless it is physi-
cally impossible to be both. 161 wanted to-besimultaneously and-ecii=
menically a devout Catholic, a devout Jew, and a devour Buddhist why,
shouldn't 2 The only reason which stops me physically is thar the
respective religious authorities mighe tell me [ cannot combine them, or
that it might be impossible to carry out all their rituals because some gor
in the way of others.

Usually people have no problem about combining identities, and chis, off
courseyis the basis of general politics as distince from sectional identity

politics. Often people don't even bother to make the choice between

identities, either because nobody asks them, or because it's too compli-

cated. When inhabitants of the usa are asked to declare their ethnic ori-
gins, 54 per cent refuse or are unable to give an answer. In short,
exclusive identity politics do not come naturally to people. Tt is more
likely to be forced upon them from outside—in the way in which Serb,
Croat and Muslim inhabitants of Bosnia who lived together, socalized
and intermarried, have been forced to separate, or in less brutal ways




Thethird ching tosayis that identities, or.theirexpression, are.not fixed,

ensupposing you haveopted for one of your many portential selves, the
way Michael Portillo has opted for being British instead of Spanish.
They shift around and can change, if need be more than once. For
instance non-echnic groups, all or most of whose members happen to be
black or Jewish, may turn into consciously ethnic groups. This happened
to the Southern Christian Baptist Church under Martin Lucher King.
The opposite is also possible, as when the Official rA turned itself froma
Fenian nationalist into a class organization, which is now the Workers'
Party and part of the Irish Republic's government coalition.

Thi;;[u_ur:h and last thing to say about identity is that itdepends on the
context, which may/change. We can all think of paid-up, card-carrying

| members of the gay community in the Oxbridge of the 19205 who, after

‘| the slump of 1929 and the rise of Hitler, shifted, as they liked to say,
from Homintern to Comintern. Bg;gesuncuilgn,t.@g_wgm.,unns-
ferred cheir gayness from_the public to the private sphere. Or, consider
the case of the Protestant German classical scholar, Pater, a professor of
Classics in London, who suddenly discovered, after Hitler, that he had to
emigrate, because, by Nazi standards, he was actually Jewish—a fact of
which until that moment, he was unaware. However he had defined
himself previously, he now had to find a different identity.

The Universalism of the Left

What has-all this to do withehié Lefr? Identity groups were certainly not
central to the Left. Basically, the mass social and political movements of
the Left, thar is, those inspired by the American and French revolutions
and socialism, were indeed coalitions or group alliances, but held
together not by aims that were specific to the group, but by great, uni-
versal causes through which each group believed its particular aims
could be realized: democracy, the Republic, socialism, communism or
whatever. Ourowri Labour Party in‘its great days-was both the party of a
¢la8§ and;-among other things, of the minority nations and immigrant
communities of-mainland-Britainiaps. It was all chis, because it;was a
party.of equality and social justice.

Let us nom misunderstand its claim to be essentially class-based. The
political-labour-and socialist-movements-were-not; ever;-anywhere,
movements essentially confined to the proletariat-inthe strict Marxist
sense. Except perhaps in Britain, they could not have become such vast
movements as they did, because in the 1880s and 1890s, when mass
labour and socialist parties suddenly appeared on the scene, like fields of
bluebells in spring, (bMQLWLEH_,mwF counctries wasa'
fairly small. mingrity, and ip-any.case a lot of it remained outside socialist.
labour organization. Remember that by the time of World War 1 tlllr.-
social-democrats polled between 30 and 47 per cent of the electorate in
countries like Denmark, Sweden and Finland, which were hardly indus-
crialized, as well as in Germany. (The highest percentage of votes ever
achieved by the Labour Party in this country, in 1951, was 48 per cent.)
Furchermore, the socialist case for the centrality of the workers in their
movement was not a sectional case. Trade unions pursued the sectional
interests of wage-earners, but one of the reasons why the relations
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between labour and socialist parties and the unions associated with
chemn, were never without prohlems, was precisely that the aims of the
movement were wider than those of the unions. The sacialist argument
was not just that most people were ‘workers by hand or brain’ but that
the workers were the necessary historic agency for changing society. So,
whoever you were, if you wanted the future, you would have to go with
the workers’ movement.

Conversely, when the labour movement became narrowed down to noth-
ing but a pressure-group or a sectional movement of industrial workers, | {
as in 1970s Britain, it lost both the capacity to be the potential centre ui{[
a general people’s mobilization and the general hope of the future. i“lli-\“
tant ‘economist’ trade unionism antagonized the people not direcely V'
involved in it to such an extent that it gave Thatcherite Toryism its most
convincing argument—and the justification for turning the traditional
‘one-nation’ Tory Party into a force for waging militant class-war. What
is mare, this proletarian identity politics not only isolared the working
class, bu also split it by setting groups of warkers against each other.

So what does identity politics have to do with the Lefe? Let me state
firmly what should not need restating. The political project of the Leftis
universalist: it is for a/f human beings. However we incerpret the words,
itisnt liberty for shareholders or blacks, buc for everybody. Tt isn't equal-
ity for all members of the Garrick Club or the handicapped, but for
everybody. It is not fraternity only for old Etonians or gays, but for every-
body. And identity politics is essentially not_for everybody but for. the
members of a specific group only. This is perfecely evident in the case of
ethnic mrﬁ(—n%m%mms. Zionist Jewish nationalism, whether
we sympathize with it or not, is exclusively about Jews, and hang—or
rather bomb—the rest. All nationalisms are. The nationalist claim that
they are for everyane’s right to self-determination is bogus.

Thart is Ehy the Left cannot A '|f‘n_|'!_id_(_'niirly_iygli‘li(_‘ﬁ, It has a wider
agenda. For the Left, Treland was, histor ally, ane, but only one, out of
the many exploited, oppressed and victimized sees of human beings for
which it fought. For the 1ra kind of nationalism, rhe Left was, and is,
only one possible ally in the fight for its objectives in.certain situations.
In_others it was ready to bid for the suppore of Hitler as some of its Jead-
ers did during World War 11, And this applii's.m ewr\, j:'ruup which

makes identity politics its foundation, ethnic or otherwise.

Now the wider agenda of the Left does, of course, mean it supports many
identity groups, at least some of the time, and they, in turn look to the
Left. Indeed, some of these alliances are close that the Left is,
surprised when they come to an end, as
riages break up after a lifetime. In the Us. :
that the ‘ethnics'—that is, the groups of poor mafss immigrants and their
descendants—no longer vote almost automatically for the Democratic
Party. It seems almost incredible thata black American could even con-
sider standing for the Presidency of the usa as a Republican (Iam think-
ing of Colin Powell). And yet, the commofi interest of Irish, It:ll_inn.
Jewishand black Americans in the Democratic Party did not derive from
their particular ethnicities, even though realistic politicians paid their
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respects to these. What united them was the hunger for-equality and
social justice, and a programme believed capable of advancing both.

The Common Interest

- Bu this is just what so many on the Left have forgotten, as they dive head
first into the deep waters of identity politics. Since the 1970s:there has

'\ beena tendéncy—anvincreasing tendency— tosee the Left essentially asa
coalition of minority groups and interests: offace, gender, sexual or other
cultural preferences and lifestyles, even of economic minorities such as the
old getting-your-hands-dirty, industrial working class have now become.
This is understandable enough, but itis dangerous, notleastbecause win-
ning majorities is not thesameas adding up minorities.

Eirst, let me repeat:midentity,groups-are-about-themselves, for them-
selves, and nobody else. A coalition of such groups that is not held
together by a single common set of aims or values, has only an ad hoc
unity, rather like states temporarily allied in war against a common
enemy. They break up when they are no longer so held together. In any
case, as identity groups, they are not committed to the Left as such, but
only to get support for their aims wherever they can, We think of
women’s emancipation as a cause closely associated with the Left, as it
has certainly been since the beginnings of socialism, even before Marx
and Engels. And yet, historically, the British suffragist movement before
1914 was a movement of all three parties, and the first woman MP, as we
know, was actually a Tory.?

Secondly, whatever their rhetoric, the'actual wiotements and orgaizations
of‘identity” politicssmobilize only: minorities, at any rate before they
acquire the power of coercion and law. National feeling may be universal,
but, to the best of my knowledge, no secessionist nationalist party in
delmocratic states has so far ever got the votes of the majority of its con-
stituency (though the Québecois last autumn came close—but then their
nationalists were careful not actually to demand complete secession in so
many words). I do not say it cannot or will not happen—only that the
safest way to get national independence by secession so far has been not

to ask populations to vote for it until you already have it firse by other
means.

Thar, by the way, makes two pragmatic reasons to be against identity pol-
itics»>Wichout sich outside compuilsion’or pressure; under normal cir-
cumstances it hardly ever mobilizes more than aminority—even of the
‘target group. Hence, attempts to form separate political women’s parties
have not been very effective ways of mobilizing the women’s vote. The
other reason is that forcing people to take on one, and only one, identity
divides them from each other, It therefore isolates these minarities.

Consequently to commit a general movement to the specific demands of
minority pressure groups, which are not necessarily even those of their
constituencies, is to ask for trouble. This is much more obvious in the

7 Jihang Park, "The British Suffrage Activises of 1913', Past & Present, no. 120, August
1988, pp. 156-7.
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usa, where the backlash against positive discrimination in favour of par-
ticular minorities, and the excesses of multiculturalism, is now very
powerful; but the problem exists here also.

Today both the Right and to the Left are saddled wirh identity politics.
Unfortunately, the danger of disintegrating into a pure alliance of minori-
ties is unusually great on the Left because the decline of the great univer-
salist slogans of the Enlightenment, which were essentially slogans of the
Left, leaves it without any obvious way of formulating a common interest
across sectional boundaries. Thesonlyzone of the So-called “newssocidl
movements which crossestall such botindariesis that of thierecologis®
Biit, alas; its political appeal is limited and likely ta remainiso.

Howevergthiéré is one formeof idencity politics which isactually.compre-
hensive, inasmuch as it is based on a common appeal, at least within the
confines of a single state: cirizen'nationalism. Seen in the global perspec-
tive this may be the opposite of a universal appeal, but scen in the per-
spective of the national state, which is where most of us still live, and are
likely to go on living, it provides a common identity, or in Benedict
Anderson’s phrase, ‘anrimagined Commumity’ forEhelessrealifor being
imagineds The Righe, especially the Righe in government, has always
claimed to monopolize this and can usually still manipulate it. Even
Thatcherism, the grave-digger of ‘one-nation Toryism’, did it. Even its
ghostly and dying successor, Major’s government, hopes to avoid elec-
toral defeat by damning its opponents as unpatriotic.

Why:then:has-it beensso-difficule for the Lefr, certainly for the chl’ in
English-speaking- countiics, to seesitself-as;chesrepresentativerofithe
entire nation? (1 am, of course, speaking of the nation as the communiry
of all people in a country, not as an ethnic entity.) Why have they found it
so difficult even to try? After all, the European Left began when a class,
or a class alliance, the Third Estate in the French Estates General of
1789, decided to declare itself "the nation’ as against the minority of the
ruling class, thus creating the very concept of the political 'nation’. After
all, even Marx envisaged such a transformation in The Communist Mani-
festo.® Indeed, one might go further. Todd Gitlin, onevofithe best
observers of the-American:Lefts has punitdramaticallyin his new/book,
The Tuwilight of Cammon Dreams: “What is a Lefe if it is not, plausibly at
least, the voice of the whole peaple? .. If there is no peaple, but anly peo-
ples, there is no Left.””

The Muffled Voice of New Labour

And there have been times when the Left hasmot-only wanted to/be the
nation, but has been accepted as representing the national intercse, even
by those who had no special sympathy for its aspirations: in the usa.
when the Rooseveltian Democratic.Party was politically hegemonic, in,

* 'Since the proletariar muse first of all acquire political supremacy, must rarse itself 1o he
the national class, must conscitute itself the nation, it is itself srill narional, though not in
the bourgeois sense.” Karl Marx and Frederick Fngels, The Communit Mamfeiun, 1848, part
11. The original (German) edition has ‘the national class’; the English translation of 1888
gives thisas 'the leacling class af the nation’

2 Gitlin, The Tuilight of Cammion Dreanis, New York 1995, p. 165




Scandinavia since the‘early-1930s. More generally, at the end of World
War 11 the Left, almost everywhere in Europe, represented the nation in
the most literal sense, because it represented resistance to, and victory
over, Hitler and his allies. Hence the remarkable marriage of patriotism
and social transformation, which dominated European politics immed-
iately after 1945. Not least in Britain, where 1945 was a plebiscite in
favour of the Labour Party as the party best representing the nation
against one-nation Toryism led by the most charismatic and victorious
war-leader on the scene. This set the course for the next thircy-five years
of the country’s history. Much more recently, Frangois Mitterrand, a
politician wichout a natural commitment to the Left, chose leadership of
the Socialist Party as the best platform for exercising the leadership of all
French people.

One would have thought that today was another moment when the
British Left could claim to speak for Britain—that is to say a/f che people
—against a discredited, decrepit and demoralized regime. And yet, how
rarely are the words ‘the country’, ‘Great Britain’, ‘the nation’, ‘patriot-
ism’, even ‘the people’ heard in the pre-election rhetoric of those who
hope to become the next government of the United Kingdom!

It has beensiiggested tharsthisis because;unlike 1045and 1963, ‘nei-
ther the politician rior his public has anything but amodest beliefin'the
capacity of government to dovery much’.' If that is why Labour speaks
to and about the nation in so muffled a voice, it is trebly absurd. Firse,
becauseif.citizens:really think:that government can't-do veryiiiichy wlhiy
should they bother to vote for onie lot rather than the other; or for-thar
(mitter for any lots Second, because government, thac is to say-the man-

agement of the state_in the public interest, is indispensable and wil|

remain so. Even the ideologues of the mad;Ri_ght, who dream of replac-
ing it by the universal sovereign market, need it'to establish theicutopia,
or rather dystopia. And insofar as they succeed, as in much of the ex-
socialise world, chebacklashiagainst the matket brings back into politics

those who want the state to recurn to social responsibility, In 1995, five

years-after-abandoning: their old state with joy-and enthusiasm, two
thirds of East:Germans chink that life and conditions in the old GDR were
better than the ‘negative descriptions and reports’ in today's German
media, and 76/percentthink”che'idea of socialism was good, but we had»
incompetenupoliticians’. And, most unanswerably, because in the past
seventeen years we have lived under Bgovernments which believed thar
government has enormous power, which have used that power actually to
change our country decisively for the worse, and which, in their dying
days are still trying to do so, and to con us into the belief that what one
government has done s irreversible by another, The-state-will-not 8o
awayslt is the business of goverfiment to use it

Government isnot just about getting elected and chen re-elécted. This is
a process which, in.democratic:politics,implies enormous quantities of
lyingiinall its forms. Elections become'contests in fiscal perjury, Unfor-
tunately, politicians, who have as short a time-horizon as journalists, find

'"Hugo Young, ‘No Waves in the Clear Blue Water', The Guardian, 23 April 1996,
p.13.
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it hard to see politics as other than a permanent campaigning season. Yet
there is something beyond. There-liesswhat-government. does-and muse
dolThereis the futurernf elie country. There are the hopes and fears of che
people as a whole—not just ‘the community’, which is an ideological
cop-out, or the sum-total of carners and spenders (the “taxpayers’ of
political jargon), but the British peaple, the sort of collective which
would be ready to cheer the victory of any British team in the Waorld
Cup, if it hadnt lost the hope that there mighe still be such a thing. For
not the least symptom of the decline of Britain, with the decline of sci-
ence, is the decline of British team sports.

“Te'was ‘Mrs Thatcher's strengehy thae sherecagnized this dimension-of 5

politicss She saw herself leading a people "who thought we could no
longer do the great things we once did"—I quote her words—'those who
believed our decline was irreversible, that we could never again be whae
we were."" She was not like ather politicians, inasmuch as she recog-
nized the need to offer hope and action toa puzzled and demoralized peo-
ple. A false hope, perhaps, and certainly the wrong kind of action, but
enough to let her sweep aside’opposition within her party as well as out-
side, and change the country and destroy so much of it. Thélfilure of herd
project is now marifests Qurdeelineasanation histioe been halteds Asa
people we are more troubled, more'demaralized than in 1979, andiwe
know'it. Only those who alone can form the post-Tory government are
themselves too demoralized and frightened by failure and defea, to offer
anything except the promise not to raise taxes. We may win the next
general election that way and I hope we will, though the Tories will not
fight the election campaign primarily on taxes, but on British Union-
ism, English nationalism, xenophobia and the Union Jack, and in doing
so will catch us off balance. Will those who have elected us really believe
we shall make much difference? And whatwillwedoif chey merclyeler

sy shrigging their shouldersias théy do so2 We will have created the
New Labour Party. Will we make the same effort to restore and trans-
form Britain? There is still time to answer these questions.

" Cited in Eric Hobsbawm, Politics far & Rational Left, Verso, London 198y, b 54




From: "Lance Taylor" <lance@airs.com>

To: NSSR.65 FIFTH(SHAIKH)
Date: 3/24/97 5:19pm

Subject: Your CEPA proposal
Dear Anwar,

Here are a few immediate responses to your proposal:

emphasized to me when he was in town last week,
faculty members are given as seed money. Thatis, a
rve as a basis for an effort which can draw in

outside funding. Because you obviously have a major data creation
and processing operation in mind, you should say something about
how you plan to continue after the summer project.

First, as John
CEPA grants to
grant should se

Second, with regard to the material on pp. 8-11, one observation is
that mainstream people like Ben Friedman have done a fair bit of work
on money supply determination on the asset side of the banking system's
balance sheet; non-mainstreamers like Bob Pollin have also chipped in.
You may want to look at some of their material.

With regard to using ratio variables in growth models, I've been
doing it a long time, you see the trick in people like Barro and
Sargent, etc. As | see it, your original twist is tq split |nv§stment
into circulating and fixed capital components, with potential differential
effects on the growth rates of output on the one hand and potential
output on the other. You should probably spell out the underlying

linkages more clearly.

The budget looks fine.

Regards Lance




Bre-X saga is the greatest gold scam

(. But 10 understand the enormity of
vef-raud' you had to be there. Our man in
Bh;neo tells his story. by Richard Behar

HEN I STEPPED OFF THE PLANE IN JAKARTA,
I was, like the rest of the world’s lemmings, swept
up in the Bre-X Minerals euphoria. The Canadian
company had found the largest gold deposit of the

century, buried deep underground in a dense Indonesian jungle

on the island of Borneo. As Bre-X vice chairman John Felderhof

later explained to me, a volcano had essentially “collapsed back

onto itself” three million years ago, causing a massive buildup of

heat and pressure, which created the miraculous treasure. He

drew a diagram. It made sense. After all, he was on his eighth

peer of the evening; I was on my fourth. What’s more, everyone

believed him—fellow geologists, engi-

neers, financial analysts, business jour- IT'S SHOWTIME:

nalists, the world’s largest mining compa-  Was the Bre-X Minerals

nies, government officials, even a former  site in Indonesia

U.S. President. “Geologically, it’s the nothing more than

most brilliant thing I've ever seen in my  an elahorate

life,” Felderhof sputtered. “It’s so big, it’s  Hollywood-like set

scary. It’s f—ing scary!” with hundreds
Horrifying is a better word. Bre-X was  of performers?
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for so long as civilized life remains. But his philosophy tutor at
New College, H.W.B. Joseph, deterred him from devoting hls
life to that subject, by reacting extremely negal.ivcl)_r to 'h{s
essays. Harrod has left an account of a seminar on Einstein's
theory of relativity in Oxford in 1922 where Joseph drew
attention to a few terminological problems and believed this
had undermined the theory. Einstein’s theory of relativity
survived, but Harrod was persuaded not to pursue a career In
academic philosophy. In later years he published in the
distinguished philosophical journal, Mind, and his F ‘”‘E".da"
tions of Inductive Logic (1956) has received serious critical
attention from philosophers as distinguished as A.J. Ayer
(1970), but his main scholarly work was not to be in
Philosophy.

He followed his First Class Honours in Literaec Humaniores
in 1922 with a First Class in Modern History just one year
later, and in 1923, Christ Church, Oxford elected him to 2
Tutorial Fellowship (confusingly described as a Studentship in
that College) to teach the novel subject, Economics, which was
to be part of Oxford’s new Honour School of Politics,
Philosophy and Economics,

Harrod was allowed two terms away from Oxford so that he
could learn enough economics to teach it, and it was suggested
that he might spend this time in Europe, but he first went 10

wrote weekly essays on Money and International Trade for
John Maynard Keynes. He Was equally fortunate when he
returned to Oxford, for while he was critically discussing the
economics essays of Christ Church’s undergraduates he was
himself  writing weekly microeconomic essays for the

Drummond Professor of Politica] Economy, Francis Ysidro
Edgeworth.

In addition to his new academic work Harrod took a notable
part in the administration

of his College (where he was Seniof
n 1929-31

Christ Church can be called u

University where he Wwas elected to Oxford’s Governing BodY
(the Hebdomadal Council

W ) in 1929 before he was thirty. In the
Umver_suy and ist Church, he fought Powerf
campaigns on behalf of Pro i

his postwar cabinet.
By 1930 his economics had developed to the point where he

was  able tq Publish his first important and origin

» in which he was the first

i : he marginal revenue C“r;:;

3 : .~ aPpeared in 1928 to produce a claim .
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Harrod, Roy Forbes

N 1930s and these together with his extension
policies in ﬁ;ﬁ;ﬁeﬂt multiplier to international trade in his
International ~ Economics ~ (1933)  prompted  Joseph
A. Schumpeter to write in 1946 in his obituary article on
Keynes, ‘Mr Harrod may have been moving independently
toward a goal mot far from that of Keynes, though hf
unselfishly joined the latter’s standard after it had been ralsed
Shortly after the General Theory appeared, Harrod published
The Trade Cycle (1936) in which he developed some of the
d ic implications of the new theory of effective demand.
Tﬁa::nditions where output would grow were a central theme
in Adam Smith’s, The Nature and Causes of the Wealth of
%an’on: and it had been much analysed in the great
l9th-cel;tury contributions of Malthus, lywdo..Mlll and
Marx, but the long-term dypamic implications of immediate
icular economic variables received vxrtually. no

changes to Pf;:n eoclassical work that followed the marginal
attcx;tan mln the General Theory Keynes .mostly: went no
;e:& uuct:g:n to work through completely the immediate effects
urther Jy stationary economy of a variety of disturbances
on a formerly cess of the saving which would occur at fl{ll
such as an exv“ the investment busim.ssmen considered it
employment odertak°~ Harrod went a vital step furt_her and
prudent to “:‘ could be expected to occur if saving was
showed Whah' 4 in relation to the long-term opportunity to
qermanently 39‘ie followed The Trade Cycle with ‘An Essay in
invest. In 19 » and after the war he developed his growth
Dynamic Theof;:; the book, Towards a Dynamic Economics
theory further :u articles followed including a ‘Second Essay
(1948). Im?or'jt%eory' (1960), and ‘Are Monetary and Fiscal
in Dynamic 7 (1964). It is almost certainly because of
Politics En%\}gl:) very of growth theory in the 1930s and his
Harrod's re 1_5; tions to it that Assar Lindbeck, the Chairman
‘notable contn ;nze Committee, chose to state that he was
of the Nobel ho would have been awarded a Nobe! Prize in
among tposgfwhe had lived a little longer. The nature of
Econou'nw 1 inal contribution, and the gradual evolution of
Harrod’s orig! 1939 to 1964 is set out in the second part of
his theory from jled technical characteristics of Harrod's

gis v;;ﬁc;l:bd?eﬂ:w‘he subject of a separate article, The
0

odel.
Hfr(ofh-foén;:) ﬂ‘”{v‘"oﬁﬂ War Harrod’s friendship with
n

) is increasing distinction as an economist led
Lindemann at?gnhltsou.liom the Statistical Department of the
to an mvmg Branch) which Churchill set up when he agajn
Adrmralty'(t Lord in 1939. This moved to Downing Street
bmh ::hr:z ’:cshill became Prime Minister' in 1940, but Harrod
when

i talent for detailed statistical w
did not have ;%“ﬁ?m' ing interest in the internatiqrs
and he ald?v:ﬁ‘:utions, the International Monetary Fund agg
w 1deank, which would need to be set up as 500n as the
w:r w:; won, and from 1942 onwards he pursued this work i
Christ Church. In the immediale POSWAr years he took 5
strong interest in national _poh"%'e:: ralsElecﬁ or Parliament
unsuccessfully as a Liberal in the Tty Shoﬁ of 1945 and
for a time he was a member of that Par t!t'ees b:f“' Cabinet.
He had served on Labour Paf"’m,:";:;’o e Jore the war,
and in the 1950s with Churcht® : u“rl;:mgay:
A Y Harold
) nservative Prime Minister in 1957-63, yopr o4
xcea‘;::duattllu’e(liznour of kgighlhOC;d in 3959' in cr;fosniﬁon of
his public standing and his notable academic achievements jy,
the prewar and POt dewd&:iit r of the Econom;,
He had succeeded Keynes as editor ] mic J,

in 1945, and in partnership with Austin Robinson (who oo, ed
1 »
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after the book reviews) he sustained its reputation and quality
until his retirement from the editorship in 1966.

His own postwar academic work included important
contributions in three areas. In addition to the continuing
development and refinement of his prewar work on dynamic
theory, he published extensively on the theory of the firm and
on international monetary theory which had been his
particular concern during the war.

The Oxford Economists’ Research Group had begun to meet
prominent British industrialists before the war. A group of
Oxford economists which generally included Harrod invited
individual industrialists to dine in Oxford, and after dinner
they were questioned extensively on the considerations which
actually influenced their decisions. This led to the publication
of a number of much cited articles and the book, Oxford
Studies in the Price Mechanism (1951) to which Harrod himself
did not contribute. Propositions which emanated from these
dinners included the notion that businessmen took little
account of the rate of interest in their investment decisions,
and that they did not seek to profit maximize, but priced
instead by adding a margin they considered satisfactory to
their average or ‘full’ costs of production. In his important
articles, ‘Price and Cost in Entrepreneurs’ Policy’ (1939) and
“Theories of Imperfect Competition Revised’ (1952), Harrod
set out a theoretical account of how firms price in which
industrialists follow something like these procedures. Their
object is especially to achieve a high market share and by
setting prices low enough to deter new entry, they actually
succeed in maximizing their long-run profits and avoid the
excess capacity that Chamberlin and Joan Robinson had
considered an inevitable consequence of monopolistic or
imperfect competition. This attempt to reconcile the ‘rules of
thumb’ that the businessmen revealed with the propositions of
traditional theory was more highly regarded outside Oxford
than some of the books and articles in the new tradition.

His work on the world’s international monetary problems
occupied a good deal of his time and attention in the postwar
decades. Keynes himself had considered the breakdown in
international monetary relations a crucial element in the
collapse of effective demand in so many countries in the 1930s,
and he devoted much of the last years of his life to the creation
of new institutions which would avoid a repetition of these
disasters. Harrod believed he was continuing this vital work
when he devoted much thought and energy to these questions.
He arrived at the conclusion that there was bound to be some
inflation in a world which was successfully pursuing Keynesian
policies, and that the liquidity base of the world’s financial
system was bound to become inadequate if the price of gold
failed to rise with other prices. He believed that underlying
world liquidity which rested on gold in the last resort must be
allowed to rise in line with the international demand for
money. He therefore came to focus on the price of gold, and in
his book, Reforming the World's Money (1965), he proposed
that a substantial increase in the price of gold would be needed
if subsequent international monetary crises were to be avoided.
iigz’ehhn%n (1970) has summarized his contribution to this
UH.“““ took a great interest in actual developments in the
coll]ll::li Kingdom ¢conomy, and published seven books and
sl dious of articles in the first two postwar decades which
ye e directly concerned with the policies Britain should follow.

€le Was in addition an immense range of articles in the
acacemic journals, the bank reviews and the press on these
g‘&?ﬁ?mﬁ, not to mention monthly stockbrokers letters for
that Il:: t:;d Drew. Harrod argued strongly and powerfully
8 Was to be gained by running the economy below
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Harrod, Roy Forbes

i an unemployment rate of less
Rull employment, whict oo e the 19605, lﬁ}w late 1950s he
than 2 per cent in rned that the removal of import controls
was deeply conce ingly difficult for Britain to pursue such
would render 't.‘!'cra:lnd he was a vigorous opponent of
Keynesian polxcmc;n Market entry. He attached ﬁ?w
European fgmmsom distinguished Keynesians tr:k ho, an
filglvf t?'fmltllcaetionagm he published stz:lt;::u:;1 mB g;*;'na' thi‘:r. h::

W ]

Economic Policy (1967) t&:g:onomy was in recession than

tended to be faster wh:: 0 expand. He argued therefore that

when output was allowel) O o useful role in policies to
deflationary policies co:tldin%ation, which he considered the
control the rate .°f -,‘;ﬁauon in Britain. Policy swung sharply
essential element 0 l@sian tradition in the last years of 337 éxt:e,
away from this Ke}':l Jetter to The Times on 21 July e in
and he wrote a ﬁ‘;e economics of Tony Benn and e:f’t:r h gl::
Which he praised jtion to the Labour g?ver:l?en therg isan
for their OPPgs for, “To cut public s?:letnis ng whe
fl;%e;g:g;; ;:lsh, rate ot;tu::zl:‘l)?sﬂ::d his adverse reaction to
His advocacy Pf lmapzoall times might suggest thato trx: ;:; a:)x}
deflationary po ™, but bis willingness to support cach of
echonomisltl o ltil:iecalfza}ﬁes at varo:x:btl‘elx‘;lessc:‘;nol be typecast.
the British po! . social p . .

c @ followed directly from
approach to ecqnom! suPP°"ted always jor interrela-
The lines of policy he significance of the maj fa-

i ing of the & Keynesian theory (whic
his understanding © his belief that Key L iod
i i i develop) provi e
tionships, and it W35 7"\ refine and op) 1

jate tools ' I ) ue
;l:gll;?etr’:sathat led h:m t(;}ut further theo;%t;c?vleﬂng u‘mﬁ"ﬁé
. . Bu u '
iy which he believed, e S8, Shich very Right
s 0

o e i article, “Why I Shall Vote
wing

attached: his
Just before the 195 e‘e?x:g;”y Conservativ
us ive', in The ent that only the h s
Conservative’, 1 able argum he better off who had most
startlingly unfash'°“oney togoto Pn Harrod's strong belief in
would allow n:m;;:‘ future O Bfrlt;‘ti; country’s population stock
to contribute t0 jty O the physical capital
the importance 01\ ered 0O éﬁﬁa&oushf the quality of
(which,l he bt;;l:li:’d i gl:und to (‘-leteriomﬁtlee I;O t;e ﬁ:‘iﬁ:
f;?gp?;aﬁon would ‘}:fcwcr chitl;::e%nd of abi.lity, and
classes continued, inheritan® ion he drew was that in
a strong believer 11 ﬂ::a;ion “3": lcu;lurch's much sought after
a provocative COPVeL: 4 of id to the rich. Their children
. 1d, one-thi uld be SO . o to perform well in
an(;deal ‘:;‘l)!:lte’ plaw sh:cadcmic ab'mybﬂjﬁes of other kinds
un A "+ erited @
un e:rg;:d insuffici t d mh w?pogitions. S0 they should
. but the highest P = i e inheritence of
exa.mmauons, ke emtood's masonms t in detail in the
o 1s oford Bt feations 18 % gival Commission on
gg. 0 d its im| l"ca.t to the ted that a difficulty in
ability an he SUPT. " he sugBeSIS -idle classes had
Memorandum 7,/ “rpere BE ¥l e medy this state of
Population in 197 e reasod &g o Service should be
finding s_ervants - mmon practice for
e Bt ot S
established, and

‘ uestions asked. His
Jatch-ke¥®_“gith no s when it is widely
ts to hav :a] lives, the 198 .
servan to enjoy agely 18 ical conclugxgps may
nustrase:dum reads gr;: that anY 513 ¢ human abilities are
Memora a tab ition his arguments to
regarded ”r“:m the prngawd to carry
be drawn Ir pever

inherited. Harr

Times, put forward the-

their limits, and he always went where hisfreat.;oning took him,
irrespective of the predictable reactions of o hers. :
Thl:ecunselfconsciousnm of both his academic apd his public
writing comes out especially in his two biographical volumes,
the official life of Keynes (commissioned by the executors)

‘which he published in 1951 and The Prof (1959), his personal

sketch of Lord Cherwell. As well as providing magnificent
accounts of their subjects from the standpoint of one who had
known them intimately (and who profoundly understood the
economic problems Keynes wrestled with), these books
contain extensive autobiographical passages which will enable
later generations to know more of Harrod than any
i her can begin to convey.

bll?lfaegamd to lecture in Oxford in 1967 upon reaching the
statutory retirement age of 67, but as a Visiting Profassog he
continued to teach in several distinguished North American
Universities. He died in his Norfolk home in 1978 eleven years
after his Oxford work came to an end.

HARROD'S REVIVAL OF GROWTH THEORY AND HIS CONTRIBUTION
TO KEYNESIAN MACROECONOMICS. Harrod was innmar:ely
involved in the origins and development of Keynesian
economics. As the galley proofs of the General Theory emerged
from the printers from June 1935 onwards, copies were sent to
Harrod, to Kahn and to Joan Robinson and w1t§1 t.!'zexr
assistance, Keynes rewrote extensively t:or final pnblnmxor.x.
Harrod helped to clarify the relationship between Keync_ss
new theory of the rate of interest and the t}xen n:l}ng
neoclassical theory where this depended upon the intersection
of ex-ante saving and investment schedules. In the course of
their correspondence, Harrod showed Keynes hov_v well !:c
understood the essence of the General Theory by setting out its
novelty and its principal elements in ten lines on 30 August
1935:

Your view, as I understand it is broadly this:-
Volume of investment { marginal efficiency of

0 capital schedule
determined by rate of interest

liquidit,
Rate of interest 'quiclity preference
. schedule
determined by quantity of money
Volume of employment volume of investment
determined by multiplier

‘{a‘;zfe:‘gi‘::e‘g"g’;'“ { propensity to save

Keynes responded, ‘I absolve you completely of misunder-
standing my theory. It could not be stated better than on the
first page of your letter.’

Almost immediately after the appearance of the General
Theory, Harrod published The Trade Cycle which contained
for the first time in the Keynesian literatyre the concept of an
economy growing at a steady rate, Keynes wrote of it to Joan
Robinson on 25 March 1937, *[ think he has got hold of some
good and important ideas. l_;ut, ifIam right, there is one fatal

technique relates to steady growth ’ Harrod’s < i

: . od’s
the'ﬁrst step towards the Teinstatement of gro:vhtﬁ :;:;m ::tc;
mainstream economic analysis, v
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Harrod convinced Keynes, who, on 12 Apnl’congrat.ulaled
him for ‘having invented so interesting a lheo:l'y , but with tht:
reservation, ‘I should doubt whether any reader who has 1o
talked or corresponded with you could be aware thal;e e
whole of the last half of the book was mt?nlged - ddég
relation to a moving base of steady ngr&.m ey-neds 3 tate
{hiat St-was vital that Barcod cATY his ideas further and res
them more comprehensibly. : the next fifteen months,
Harrod made important progress in toe 252, . ’
and on 3 August F938 he sent Keynes @ preliminary draft of

the article, ‘An Essay in Dynamic Theory’, and wrote in his
accompanying letter, | -

my rstatement of te ST L o o
ﬁath;r:gr?;ﬂ:m;ﬁ%;lyof places Ott:hlhe dpolssi?:;ig ::r:
owth an

formulating a simple 1a¥ 6f eglr based on the ideas of
substantiate the claim. It is 13r8¢Y

b ink it gets us a
the general theory of employment; but I think it g

step forward.

Harrod and
eveloped between | ¢
hentdon'ginal elements in Harrod’s
uch interest and controversy

v extensively discussed.

A lengthy correspondence X
Keynes in which the two m?
contribution which later excit i
in the economics profession .W as the invention of a moving
Harrod's principal innovation ¥ nomy, and he described this
equilibrium growth path for [ ecc;-[arrod had perceived before
as the ‘warranted’ line ofgr,vo th;ﬂ ghere: a2 4 DHicam em}?l
Cycle : revalent in the
]:gn:;g;:ﬁg'e bi{iif:n {he assumalilléo?:dugtry, to which he
microeconomic theory of .thc-ﬁ s, and the ncw Keynesis
had made notable contnbuuc"“ , of the firm, lo:ég-ter;n
; the jvation to undertake
:‘nacroeconomlcs. [nfm- firms had 1° lr;kr(:tl‘;;r‘iod equilibrium.
s Sl ag a0, they were I . uired that there be
further investment qnoemacr onomics rte ?yhenever there was
= u:.th" new Key n?::nns or the Eovcmmelfa theory compatible
ne . :
anyl?l‘;s;zl:inntgb{n the macroec? 01'1111ic equilibrium  thercfore
1 micr ‘me, so that they can
:;nhlbgth mact:i'o Zn?nvest all the 0% i formulation of
coﬁiﬂe lllhatb l;l::lotal net sawn_i- novel discovery, was an
. nually abso £ grO“"—h' hi Jibrium growth path that
the warranted rate © equit decisions must all the
attempt to set out this “,a :nvestment complete economic
llpdust?‘al and comﬂé‘:‘;c‘ 1o achieve 2
ime follow in oOf
equilibrium um or ¥ jonal i
. ational income) be
Ha_rrud's moving (5 per at of thte B he asked the
required that saving (of oA in"'es?m%r:,{}s all the time choose
continually absorbed  gro ational income, which
question: at what rate © at of the nr is question, he made
to invest the s pcl' cefeS? To aﬂswe elaﬁoﬂ' as he called lt,
equilibrium growth.mq":_mcip eof . .l capital to produce an
use of the acceleration P its of additio™ " premises that the
that firms need say C, ;lt“ ollows fTO™ 4y e 5/C, per cent per
extra unit of output- of output “:mjt entails that C, extra
warrantef.! rate of gro = output bY § , per cent tOf[the
annum. Since each ris€ s in OU ut . rum ipvestment ot C,
units be .invested‘;ia Tl for an €92 of the “3201": ll_;gff;f;?;
. e - T 3 me.
n_atlonal_ Income V= cisely S PET ° o onal ince oy
times this which is PrECS° Fone natl® . 1 5 of 10 pe ol
the ratio of ex-ante saVINE ©ogied a WP/ 1 0 o warranted rate
examples at this time, ea C, of 4 folbs uilibri
the national int:‘cn‘lle= an ¢ . 4] saving: toon eqcame al;m
of growth of 23 pfcgrt ;::: » wnu% i production a
This idea that ‘1 cometric B¢
entails a continua! &

) arranted growth path
eqr.lilibl'l
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considerable surprise to Keynes and the other members of the
‘circus’. As Harrod had already explained in April 1937,

The static system provides an analysis of what happens
where there is no increase [in output] which entails (as in
Joan Robinson’s long-period analysis) that saving=0.
Now I was on the lookout for a steady rate of advance, in
which the rates of increase would be mutually consistent.

But Harrod's second discovery had equally radical implica-
tions. Suppose the actual growth of output is marginally above
the equilibrium or warranted rate of growth. In Harrod’s
numerical example with 5 10 per cent and C, 4, it can be
supposed that output actually grows 0.1 per cent faster than
the warranted rate, that is by 2.6 per cent instead of 2.5 per
cent. Then with 2.6 per cent output growth, the acceleration
principle or relation will entail that 4 times 2.6 per cent be
added to the capital stock, so that ex-ante investment is 10.4
per cent of the national income. With ex-ante saving limited to
10.0 per cent, the 0.1 per cent excess of actual growth over
warranted growth then produces an excess in ex-ante
investment over ex-ante saving of 0.4 per cent of the national
income. Any excess in ex-ante investment over ex-ante saving
will be associated with extra expansion of the national income
according to the economics of the General Theory. Thus if the
actual rate of growth exceeds the warranted rate of s5/C, per
cent, the tendency will be for actual growth to rise and rise, for
as soon as actual growth rises from 2.6 to say 3 per cent,
required investment will rise further to 4 times 3 per cent
which equals 12 per cent and so exceed the 10 per cent savings
ratio by a still greater margin. Conversely, when actual growth
comes out at a rate just short of the warranted 2.5 per cent,
ex-ante investment will be below the 10 per cent savings ratio,
which will cause the rate of growth to decline. This second
discovery, which became known as Harrod’s knife-edge, was
therefore that any rate of growth in excess of the equilibrium
or warranted path he had discovered would set off a continual
acceleration of growth, while any shortfall would set off
deceleration. He wrote to Keynes of this discovery on
7 September 1938:

If in static theory producers produce too little, they will be
wal_satisﬁed with the price they get and feel happy; but
this is not taken to be the right amount of output; they will
be stimulated to produce more. The equilibrium output is
taken to be that which just satisfies them and induces them
to go on as before. Similarly the warranted rate [of growth]
1s that which just satisfies them and leaves them going on
as before. The difference between the warranted rate and
the old equilibrium (i.e. the difference between dynamic
and static theory) is, on my view, that if they produce
above the warranted rate, they will be more than satisfied
and ‘be-stimulatcd, and conversely, while in the case of
t‘.qu:l{bnum in static conditions the opposite happens. The
field® round the [static] equilibrium contains centripetal
that round the warranted centrifugal forces. :
It took Keynes time to absorb Harrod’
On September 19th he proposed a cc:':-lﬁ?e
Was merely one-tenth, while s was also
;-Ounterexample, a deviation of output
irr:?::;::z: nwtarll;amEd Path, say by dx, which
Cox Wouldamgreel the level at which it wo
nse in planned sa
S0 there
effective
one-ninth

§ startling discovery.
rexample in which C,
one-tenth. With this
by a small amount
“i?jmd raise planned

; . uld otherwise be b
Y raise this by 0.10 8x, which would equal lhi
e bevmg of s8x, which would also come to 0.10 dx,
s n'(])_r:?ndency towards an explosive growth in
i wh-‘ h 1S would grow explosively if C, was
ICh case planned investment would rise by

ST SRR

ety

—

——

0.11dxa
output w
Keynes !
equally |
Harro.
extra cap
capital r
incomes
probabil
would n
instabilit
But ser
in ex-ai
followin:
() Th
determir.
new reqt
decision:
the reles
output
(2) Th
planned
to save
upward
propen:
The .
deviatic
avoidar
margin:
where 1
investm
Essay 1
with th
accoun:
advanc
the cyc
early st
industr
therefo
save. |
warran
greater
of gro:
In ad
of adv
equilib
actuall
article
asserte
which.
produ
no m
the sa
Towar
advan
of mi
advan
Theor
assum
warra




Harrod, Roy Forbes

0.118x and saving by only 0.10 &x) but the further growth of
output would be damped if C, was merely one-cleventh, so,
Keynes insisted, ‘neutral, stable or unstable equilibrium’ are
equally likely. e

Har);-od pr{nested on 22 September, ‘it is absurd to suppose

: . 1 of annual output, when the
extra capital required [C,] only _‘:h "Ho: precrisient Jevel of

capital required in association with * The

incomes in England today is 4 of 5 um;s ta 22_“;;: ‘;,tf",‘;;;mg,t

probability that C, would exceed s 50 t a'n order to produce

would rise by more than ex-ante saving !

instability was therefore ovemhdm?g'comparing the increase
But several qualifications emerged- In

) ‘ . rease in ex-ante saving
in ex-ante investment to the INC from the warranted rate:

following a small deviation of OUIPUt HO% ™) which
(1) The relevant marginal c_a}:: :tmeﬂt will rise is the net
determines how much planned Tmf-‘ﬂ‘- In so far as investment

new requirement of induced InVESUTR ', oyations in output,
decisions are autonomous of short-t¢

my’s overall capital
the relevant C, will be lower than the econO™Y

output ratio. hich determines the increase in
(2) The relevant coefficient W e average propensity
planned saving is the marginal and n(:et t\::here output deviates
to save. Planned saving will 115¢ m}C:e greater is the marginal
upward from the warranted ra[e'hte average propensity.
propensity to save in relation to : oduce 2 stable upward
The circumstances that could PP7 o tied rate and the
deviation of growth from Fis wri therefore a very high
avoidance of Harrod's knife-edge ab'natif’“ with a situation
: : in comb! he induced
marginal propensity to save ! ous so that t

: om '
where most investment ls_au?nngidcrably less than 1. In “An
investment coefficient, C,» 15

; bilit
simentcofiient, G 13 9710, corred s posily
T the camshen long.aT8 S abie cquiibrium of
:’; the caveat, W_henc :t ofa eutral Obrie o
ou . . .
advanr; 'r;l.athi::lgén:togemer i b:lind here is that in the
the cycle.’ 'I¥hc possibility he ha t;‘ere may be so mli(::r: :xgisj
early stages of a cyclical recoV, Cuite low for a , and
industria? capacit; that C, will s © arginal propensity

. than owth from the

therefore quite possibly 10Wer eviatioh " e investment by a

save, Bucilin anzfaln;"z,ould raiﬁ;’:}; result that the rate
Tranted line of adva ing W1

8reater margin than ex-ant€ rranted line
: er. the wa
of growth would deviate furthe™ . ienc Oi;lad to define the

In addition to establishing ' hich would
4 . s . SCS w
of advance and its 'nstablhitgur bysmciate. In his 1939
equilibrium investment behd e rcq“‘-""'c

impl
1 rule but simply
hawonuth rate of growth

Sed lead to expansion a
,salisﬁcd that they have
ies

: n
article he omitted to offer 277 . /
asserted that the warrante alrl parties S50, amount’. That 1;
which, if it occurs, will leaVe an the 1B~ 1p and muc
produced neither :'nore nor les$ pilibriu™ warranted rate in

than a descriptio® %" dion of K5 cr.all rate of
nho more than t:: ef:i: o his definit! ithat N in a state
the same can be sai ; trepren imilar
Towards a Dynamic Ew:“’m'm-u Jeave ’i‘o carry %IL ‘I’) ;;mnic
advance which, if execute® par jement st
i . o € ' havioura
of mind in which they & ;}dclc. 'iupP - Ezn % the
advance’. It was only mHa o arf;raic formuld
Theory’ (1952) that his alge
hed

assumption that matc  occasion of
warranted rate: qur o © c; " s order
o entrepre? t conta!™ an order for

Let the represcmauvel i ouging theret® A ock to be
giving an order 1PE2% g, ad his cxisﬂngr subtracting

4 Tl
last equivalent P°% gges ents
g?;r theounl by W ich he .lo be defict
deficient, if he judgcs .

therefrom the amount by which he judges his stock to be
redundant, if he does so judge it.

With that assumption an economy which once achieves growth
at the warranted rate will sustain it, while any upward or
downward deviations will lead to still greater deviations
wherever C, exceeds the marginal propensity to save.

But it emerged by 1964 when Harrod published, ‘Are
Monetary and Fiscal Policies Enough?”, that even that
assumption fails to define growth at the warranted rate, for it
must also be assumed that the representative entrepreneur will
expand at a rate of precisely 5/C, when he judges his capital to
be neither deficient nor redundant. This requires an
expectation by the representative entrepreneur that his market
will grow at a rate of precisely 5/C,. Hence the full requirement
for growth along Harrod’s warranted equilibrium path is that
entrepreneurs expect growth at this rate and expand and
continue to expand at that rate so long as their capital stock
continues to grow in line with their market so that it is neither
deficient nor redundant. They will of course increase their rate
of expansion if their capital should prove deficient, and curtail
it if part of their stock becomes redundant.

The warranted rate of growth and its instability were
Harrod’s great innovations. From 1939 onwards he contrasted
this equilibrium rate with the natural rate of growth, ‘the rate
of advance which the increase of population and technological
improvements allow’, which was entirely independent of the
warranted rate. Harrod defined the rate of technical progress
more precisely in 1948 as the increase in labour productivity
‘which, at a constant rate of interest, does not disturb the
value of the capital coefficient’. This then entered the language
of economics as Harrod-neutral technical progress, which,
together with growth in the labour force, determines the
natural rate of growth, that is the rate at which output can
actually be increased in the long run. This raised few
theoretical problems in 1939, and there was nothing novel in
the proposition that long-term growth must depend on the
rate of increase of the labour force and technical progress.
Keynes himself had said as much several years earlier in,
‘Economic Possibilities for our Grandchildren’ (1930). But the
contrast between this natural rate, and Harrod’s innovatory
warranted rate offered entirely new insights.

If the warranted rate exceeds the feasible natural rate, the
achievement of equilibrium growth must be impractical
because the economy cannot continue to grow faster than the
natural rate. It must deviate downwards from the warranted
rate towards the natural rate far more than it deviates upwards
with the result that ‘we must expect the economy to be
prevailingly depressed'. If the natural rate is greater, output
will tend to deviate upwards towards the natural rate with the

result that the economy should enjoy *
njoy ‘a recurrent tenden
towards boom conditions’. N

Keynes’s own reaction to
warranted and natural rates wa

Harrod on 26 September 1938)
exceeded the natural:

the dichotomy between the
s characteristically (his letter to
that the warranted rate always

In actual conditions .., | Suspect the difficulty is, not that a

C - Warranted is unstable, but that th
warranted rate i i i .
s }me o totziltfa ::1 slc: ﬁx‘gh that with private risk-taking
unstagﬁeug:( clef in fact, the Warranted rate - let alone an
L SS; beyond th.e warranted — has ever been
920 in e and UK since the war, except perhaps in
i and 1928 in yUsA. With a stationary

on, peace and unequal incomes, the warranted rate
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Harrod, Roy Forbes

ace which a private risk-taking economy cannot

sets a b reach and can never maintain.

normally

i istic Keynes, but Harrod had persuaded him
};‘i;“,.fga mm Z:alysis in the language of his new
theo! v of growth. In the immediate postwar decades when full

gor d creeping inflation prevailed, it was widely
DL i a?he natural rate had come to exceed the
::frl:-:‘;netlha ';'he richness of Harrod's model is demonstrated by
. oA : kinds of situation. )
its ability to ml{x:n::;ew&o 'll:lodel which has a good deal. in
vsey Dc!ﬂm’Harl'od's was published seven years after 'An
common with mic Theory’, and a considerable literature
oy Dt};;nanext fifteen years on the stability conditions
emerged in eﬂant features of what came to be known as the
and other impo growth model. This is deggnﬂy summarized
E;l;::;[? &;-:rn and Robin Matthews in their celebrated 1964

survey article. ical growth theory in the 1950s
The de:v.elopllw.":‘g ‘;ﬁ ﬁg&?: thatgfhe warranted and natural
led to an mcrcaSluld be equated by an appropriate rate.ot'
growth rates coan-an ted rate was excessive so that oversaving
interest. If the ¥ ditions, a lower interest rate which raised C,
led to slump colz bring it down to the natural rate. Qonver§ely
sufficiently wou ressures that resulted from an insufficient
the inflationary “l/)oul d be climinated if higher interest rates
warranted rat:mcientl}’- If the real rate of interest and C,
reduced C, sthis helpful way, 5/C,, the warranted rate could
responded in ught into equality with the natural rate. i
always b? bro nse included his ‘Second Essay in Dynamic
Harrod's respo sitle which underlines its significance. He
Theory’ (1960);11“;‘_e was an optimum real rate of interest 7,
prqposed that aximize utility, with a value of Gle, G, b.en.ng
which would M long-term rate of growth of labour productivity
the economy’s '?;i é of the total utility derived from real per
and e {he elasti with respect to increases in these. It: al per
capita incomes al per capita incomes raises per capita utility
cent increase in rebe 0.5, and r, the optimum rate of interest
} per cent, € V;‘es atility will be G,0.5, viz. twice the Tate of
which maxxrmbom productivity. If the marginal utility of
growth of 1a * fall at all as real per capita incomes rise, per
income does “‘i’n grow 1 per cent when incomes rise | per cent
capita utility ::nit y, and 7, equals G,. The more steeply the
so that e 15 ! oi" incomes fall, the more e will fall below
marginal utlhtymore the optimum real rate of interest, G, /e,
unity, and the rate of growth of labour productivity,
will exceed the tually secks to establish the optimum rate of
If a society B¢ "7 this kind of way, the value of C, wil
interest dctemt;li: optimum rate of interest, S0 it will not also
depend UpOR = . o rate of interest to equate the natural and
be possible to ﬂ:"of growth in the manner the neoclassical
warranted oﬁi of, for instance, Robert Solow (1956) and
growth m (1956) propose. There will therefore still be
Trevor Swan & the warranted rate of growth with real
difficulties bw:t their optimum level will not in general be
interest rates § | rate. Therefore as Harrod suggested in the
equal to the !;; ublished in 1960 and 1964, governments will
final articles he P t budget deficits or surplugw if they are to
have to run culties inherent in discrepancies between the

:;?ui;alma:dmtgie warranted rates of growth.

ined a convinced Keynesian who continued

S:e Fi‘;’fhdam:'n&tem imbalance between saving, the majp
tom—mwjnam of the warranted rate, and investment opporyy.
g vould call for persistent government intervention, Wey
?l::syt :PPI’Oach to economic policy again becomes fashiongje

economists may learn & good deal from Harrod’s later arpjc)es
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which have not yet received the same attention from the
economics profession as his seminal work in the 1930s and the
1940s.
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Mechanism.

el. The Keynesian revolution led
Harrod-Domar gg"g‘;tgn';o%vsey Domar (1946 and 1947) to
Roy Harrod (1 lications of permanent full employment. In
work out the Imp of Employment, Interest and Money (1936)
The General T}!ea":;_l owed how full employment could be
Keynes himself ade mo attempt to work out the long-term
reached, but he mmust be satisfied before an economy can
conditions whlchd ce at that level. Harrod’s and Domar's
continue to Pro rgblﬂﬂ show that long-term full Employment
analyses of this p fundamental condmons[ be satis cd..
requires that twomy must invest full emp oyr;:cn saving every

First, the 'ecoqﬂ s, per cent of the full employment national

year. If‘ saVlng 15 trment falls short of thl'S, t};;ln. as K_Eynes
| aé}d tlil:r:e?iemand is bound to be insufficient for fy]]
showed, efiec

ent.
Seoond, for €0
of output must

' | employment, tl}e rate of growth
nnnutzh“z E:L wmpof the physical labour force,
‘?qgf;asc in labour pro(iliuctl‘v'll:y. Ifdthere are n
plus the rate of in ckers every year aﬂ” “cl procuces a per
per cent more w:: then continuous tfu y:;f:_l’_‘[’%':zn&iﬁe%:'ms
tput, r cent a s no
cent moé?, cct’itg ow (n-i-ragcsf more workers lf output grows
th;é ;:;oma . mzecxﬂ'a workers who wish to join the
i :c 50 @ ent.
o thafl"l tcl:s\’vi ot ﬁgg t;”éli’s];ﬁred a truism which allows
labour for omar th, to be derived from thege
owill,

Harrod ?oﬂrdg' the rate Of 0K, e as 5Y/Y, where 3Y is
'f:undam: in outp i 5;?]" di‘o"i‘:‘efi l?y fes{me;ll;":')uireugkir}l;ﬂl:
‘Increas equal 10 v, that is, 10 > put, wh
xdentlca“}f jtal/output - ase in output’ or the marginal
- cal;se H capital refore the truism that;

[ H [+
6K/6 Yis incr : 117

the
There 15 . :
. t ratio- _ the capital-output ratio (C).
cap:taI-OU‘P" ¢ I/ Y)+
nt/outpY

-+ 1o basic ful employment copgdj.

/incre

g= Investme

. : anner suggested b
blned wi st in thC m . Yy
tions. The ode
se M
Harrod (who
Domar’s)-
602

The condition that for full employment the share of invest-
ment must equal the fu]] employment savings ratio, Sr, means
that in the above formula, it is necessary that:

& =5y (which has to equal I/Y ) divided by C.

There will be one particular level of C, the marginal
capital-output ratio, which profit maximizing entrepreneurs
consider ideal, for which Harrod used the symbol, C,, and when
this is substituted for C in the above expression, one necessary

condition for continuous equilibrium growth at full employ-
ment is arrived at:

g =5/C,

A second condition which needs to be satisfied if there is to be
continuous full employment is that the economy’s rate of
growth must equal (n + a), the rate of growth of the physical
labour force plus labour productivity. Hence, if there is to be
continuous full employment growth, it is necessary that:

gzsrjcr=n+a

So growth has to equal both 5¢/C; and (n + a). Harrod called
the first of these the ‘warranted’ rate of growth for which he
used the symbol g,, and the second the ‘natural’ rate for which
he wrote g,. An economy will only be able to achieve con-
tinuous full employment if its rate of growth is equal to both
&, and g,. Since in Harrod’s account, seand C, which determine
the ‘warranted’ rate, and (n + a) which determines the natural
rate, are exogenously given and independent, g, and &, will only
be equal by chance. It follows that actual economies will find
it virtually impossible to achieve continuous ful] employment,
a Keynesian result which follows naturally from Harrod's
Keynesian assumptions.

In the version Domar published in 1946 and 1947 which he
sent to the printers before he was aware of Harrod's 1939
article, ‘the rate of growth required for a full employment
equilibrium’ (Harrod’s g,) is described as r, the economy's
long-term saving ratio (s;) is a, and the annual output produced
by a unit of capital in the long term (1/C,) is o. Domar’s
equivalent to Harrod's condition for long term full employment
equilibrium that g, must equal 5/C, is (Harrod, 1959) the
identical proposition that r must equal ag. Harrod's symbols
are more often used than Domar’s because &8, 5, and C are more
readily thought of as the growth rate, the savings ratio and the
capital-output ratio than, r, « and //o.

Harrod and Domar were both then unaware of the work of
Fel’dman, who had produced a growth mode] quite similar to
theirs in the Soviet Union in 1928, Domar published an account
of Fel'dman’s model, ‘A Soviet Model of Growth', in his
Essays in the Theory of Economic Growh (1957), a collection of
Papers in which his own mode] of growth and its implications
for public policy are fully develo ’

The consequences of the all byt iney:

ion is th ,
growth must equal the g - &, 1€ €C0NOMY’s actual rate of

. SR arranted’ rate, g C. i f
this condition is  thay equilibrium gro&,hre:tlril;ne&]:tn g&?ll

employment saving be

OVer considerable periods.
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Harrod-Domar growth model

w W ed Rate
T T Illustrate Growth at the Warrant
ABLE 1. A Table to_f - :

National  Desired
Capital Investment
ital Stock Income
Year Cap o Y .Y I=s.Y

K=Kablt 10000 40000 12.00
1 400.00 103.00  412.00 12.36
2 j;};-gg 10609 42436 12.73
3 Fl

: r cent of the national income
e ?::;agtso(l:i %ef the previous year, and the
is added to the Cal[:ich grows at exactly the warranted ralie of
national income (W exactly one-quarter the capital stock, 5(;
3 per cent) is a'“f'ayls stock’ (which is C, times the nationa
the ‘desired capita line with the actual stock. Thl's means that
income) is always I at precisely the ‘warranted’ rate (3 per
if the economy g‘l'ows_l] be satisfied that they have undertakeg
cent), entreprencurs Wlect rate of investment. In 1939 Ha,rrcih
the commercially cocfé, rate of growth as ‘that rate of grt;lw
defined the ‘warrant 1l leave all parties sat'lsﬁed that th'ey hay;
which, if it occurs, w1re nor less than the right amountl, w 'ltca[
produced neithC{tT:Lion in the tablekwherf: the actual capi
i i si P .
;storc,:l:‘:ifgy;h :quals the desired \iﬁg when g, the actual rate

t goes .
Table 2 il]uslrzl;}i:‘sn‘;hf’ngis assumed that g is only 2 per cent,
of growth is less )

ot and C/das before, g, is still 3 per cent.
while with s, 12 per ¢€

Investment whic

is 1 per cent less
the Actual Rate (g) is
TABLE 2. Grow;h:r?;;ewarramcd Rate (.)
tha

jonal  Desired
i P:::oome Capital  Investment
Year Capital 5to¢ v Y I=s¥
K=K—I+["] 100.00 400.00 1224
2 412.00 104.04 :;g-};g 5o
24 6.12 : :
3 424 106.

4 MER

owth is slightly less than the

of 8 increases faster than
Here, where the Fle ital stock actually

! ‘deal. This margin of €£xcess
warranted rate, "h: onsider ;d?}-m year, so the time is
the one entrepre? inuously yeaeurs will respond by cutting

v contl ren t ;

o 15 o e SSECd (153 e e S0 ik
oun i n 2
Dyestme: Acc:;grdg“ﬁﬂ kit n each occasion of
ety - tative entreprerl:;l:rcgnlained in his order
n mo

Let the I‘CP‘;:‘: repeat r-h:i oi:i. adding th.ert_:to an o;;der for

giving an or' ivalent pe - dges his g:,;ustmg stoc to be

for the last €4 hich he J be deficient, or subtracting

an amount he judges it ul’-;ich he judges his stock to be

e w

deficient, i::he amount BY. % it (. 284

therefrom L nere g €X0eeds g, part of

redundant, ! tin T2 le 2;’& entrepreneur gradua‘!ly

In the conditions %! %" nt and therefore effective
e

rese
the rep e

p tock O inves hus Harrod arrived at
the capital s g0 | li‘o'g that if actual growth

dant,
becomes redun wi clus :
demand and groWih nable cOf} will COme. to fall still funher
a ely uncomfo 4’ rates it that if g exceeds g_ for
'thf ::ﬁ:;ll the ‘warrant ) sim“a"{n ¢ increasingly short of
is le: :

)
; n be 1 and further aboye
below this. “tc: ecouom{ gw;li“ rise further
any reason, o5
: ith the
capital wit
Ew

R

There are propositions in microeconomic theory which F]aﬂ!l
to demonstrate that if there is a surplus of any particular
commodity, then the rate at which it is supplied will fall 'oﬁ'
with the result that market forces respond in the direction
required to remove the surplus. The economy is‘the.:rgfore
expected to respond to a shortage or surplus of an mdmdpa!
commodity in the manner required to remove it; but according
to Harrod’s instability theorem, at the macroeconomic level,
any chance deviation of actual growth below the warranted
rate will lead to excess capacity, and as this grows, investment
and hence effective demand will be curtailed, which will lead to
the creation of still more excess capacity. The response of the
macro-economy to excess capital will therefore be the opposite
of that required to remove the excess, with the result that
economies are inherently unstable at the macro level.

Domar arrived at a similar result by directly contrasting the
rate of growth of effective demand to the growth of productive
capacity. In his formulation (but using Harrod's symbols) the
growth in demand equals the increase in investment (87) times
the multiplier (1/5) while the growth of productive capacity
equals total investment (D) divided by the long term
capital-output ratio (C,), with the resulr: that where the growth
of demand equals the growth of capacity:

81/1=5/C,.

A slight upward deviation of investment f'r'orr: this criticz’;l rate
of growth (which corresponds to Harrod's ‘warranted _rate)
will raise 87/1 (which equals the grovyth of demand) relative to
s/C,, the growth of capacity, and this can be expt?cted to lea,d
to further increases in investment. Thus as in Harrod's
argument, any chance deviation in rhe rate of growth .af
investment from the critical s/C, growth rate of prodpcuve
capacity can be expected to lead to further deviations in the
same direction. )

The difficulties capitalist economies must overcome to
achieve continuous expansion at full employment are sul}
greater because in order to grow all the time at the ‘warranted
rate and so escape the instability inherent in any departure of
g from s,/C,, the ‘warranted’ rate itself must equal the natural
rate, but there is no reason why 5/C, should equal (n +a).

Suppose the conditions assumed in the above tables (s,=12
per cent and C,=4 so that g, =3 per cent) but that the labour
force grows at only 0.5 per cent and productivity at 1.5 per
cent so that g, is just 2 per cent. Then the economy’s full -
employment output can grow no more than 2 per cent 3 year,
so it will be possible for the economy to achieve the 3 per cent
Browth rate required to prevent the emergence of continual
€xcess capacity for a few years at most. Its acty.
growth rate is likely to approximate to the 2 per cent ‘natural’
rate with the result that & the actual rate will fa]] short of g,
most of the time. Then years with excess capacity leading to
economic depression will predominate over periods of expan-
sion. The continual tendency towards depression will reduce
average actual saving (s) below fu employment saving (s)).
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Hart, Albert Gailord
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Hart, Albert Gailord (born 1909). . Born in Qak Park, Illinois,

Hart received his BA from Harvard in 1930 and his PhD from
the University of Chicago in 1936. Most of his career — from

1946 until his retirement in 1979 — was spent as Professor of -

Economics at Columbia University. Much of his noteworthy

work concerned the implications of uncertainty for policy ::
makers, but he should also be remembered as having worked

with Kaldor and Tinbergen (1964) to produce an ingenious
proposal for a commodity reserve currency: this would serve
to improve international liquidity simultaneously with provid-
ing a means of protecting incomes of primary producers
against shrinkage in times of depression.

Hart’s work on uncertainty included a monograph (1940),
one notable feature of which was an attempt to analyse how
decision makers can judge their success or failure, and thence
reformulate their expectations, in the light of partial
knowledge of performance distributions. From 1936 onwards,
he emphasized the rationality, in situations of uncertainty, of
choosing flexible production technologies which, though they
might not be perfectly adapted to any specific output rate,
would not be disastrously expensive to run over a range of
outputs. This idea, which was also promoted by his Chicago
contemporary Stigler (1939), led Hart to be critical of much
writing on decision theory. He felt it misleading to theorize as
if firms assign probabilities to rival hypothetical outputs,
aggregate these weighted values and then buijld their plans
around the weighted average of probable output rates (1942).
Hart was also irritated by Keynes's tendency to speak of
expectations in terms of certainty equivalents, and he warned

that, ‘generally speaking, the business policy appropriate to a | :

complex of uncertain anticipations is different in kind from
tha‘tuzl):propnate for any set of certain expectations’ (1947,
p. ;

Hart carried this theme into work critical of deterministic

macroeconomic model-building and fiscal policy fo i
(1945), and into a distinctive a sty o

(1948'. especially part II). In the latter, he i
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which could be very large, because of the absence of
any significant recovery in labour demand between
1966 and 1972. On the basis of the increase between
1956 and 1961, one could expect at least a doubling of
the low point between 1966 and 1974 if the balance of

stop’ to ‘g0’ had been the same, and more than a
doubling given that there had been more ‘stop”. This
leaves very little room for an increase in voluntary
‘hard core’ unemployment2s,

(v) Conclusion

There is no positive evidence that a large proportion of
the numbers unemployed may be regarded as
voluntary. What evidence there is suggests that very
few people have become voluntarily unemployed
because of a change in attitude towards work and that
the number who have extended their spell of
unemployment in response to higher benefits is most
unlikely to have exceeded 150,000 by 1976. Certainly,
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IN WORLD TRADE

o

£ .
by Francis Cripps

The stagnation of production in most parts of the
world, notably in Western industrial countries, has
now reached the point where output is generally at
least 10% below the level which would have been
projected on the basis of postwar trends prior to 1973,
The cost of this recession is huge, the shortfall of output
in OECD countries being equal to about one-half the
total income of the entire third world. The
phenomenon of world recession affects individual
countries, including the UK, primarily through
stagnation in the volume of international trade. Upto
1973 the volume of trade grew at an average rate of
about 8% a year. It is now some 15% below that past
trend and in the absence of changes in the system of
trade and payments it may be expected to continue
growing relatively slowly for some time to come.

The purpose of this chapter is to attempt a
systematic analysis of the determinants of the level and
growth of world trade and to draw implications about
the conditions necessary for a recovery from the
recession.

In recent years international economic problems
have commonly been analysed in terms of ‘global
monetarist’ models.! But since the models assume an
automatic tendency to full employment in each
country and often do not explicitly consider flows of
International trade at all, they are inappropriate for
analysing the problem of recession. The main object of
global monetarist analysis is to determine the
monetary conditions necessary for price stability, and
to investigate the relationship between balance-of-
Payments flows and domestic monetary
developments. Monetarism has nevertheless inhibited
recovery from recession because it has promoted the

« Dow widely held belief that expansion of demand in

any one country, or of trade in the world asa whole, is
likely to be inflationary if it is stimulated by fiscal or
monetary policy.2 The only sustainable recovery,
according to monetarist doctrine, is that which occurs
Spontancously. Yet, as we shall sec, the recession has
eveloped, and continues to deepen, largely because of
Spontancous tendencies in the pattern of trade. It will
argued that expansionary fiscal and monetary

'Sce the collection of Essays in Frenkel and Johnson (cds.), The Monetary
Approach (o the Balance FPaymenus, London, 1976.

. 2t must be admiteed al the outset that there is @ danger of renewed world
inflation if a recovery of trade were to be achicved. This danger is quite
specific. Itis that o revival of demand could provoke anotker sudden boom in
world prices of foodstuffs, fucls and raw matesials similar 1o that which
Occurred in 1973, (sce p. 38).

“BAUSES OF GROWTH AND RECESSION

policy and interventionist trade policy are both
essential to secure a recovery.

Policy statements by the OECD and its main
member governments have been strongly tinged by
monetarism in their emphasis on inflationary risks of
expansion (although such an emphasis would almost
certainly not be supported by the econometric models
employed by OECD). In spite of this, the major
governments have accepted that recovery needs to be
stimulated by fiscal expansion. The main points of
dispute have been the scale of reflation and the
question of which countries should act first. It has
been argued in Britain that reflation must be led by
Germany and Japan because they are the only major
countrics with strong balances of payments. But the
governments of these ‘surplus’ countries have not in
fact been willing to reflate on a large scale, partly
because of fears of inflation, while governments of
most other countries have not felt able to do so for
balance-of-payments reasons. The US government
has been a significant agent of recovery, but the USA
itself ran into a massive balance-of-payments deficit
before it could initiate a sustained revival of world
trade.

The main conclusion of the analysis presented
below is that demand creation by means of fiscal and

monetary actionat the national level is very unlikely to
be able to procure a recovery from world recession,
because it does not offer a solution to the structural
problem of imbalances in trade. On the other hand,
demand creation at the international level, designed to
boost countries’ import capacity in a manner
analogous to a national budgetary stimulus of
domestic spending, could in principle ensure a steady
world reflation. But the political obstacles to an
international programme of income creation are
immense, partly because this would implicitly or
explicitly involve massive transfers of income from
surplus countries to deficit countries,
anghr: ;ll!;:mauye to a programme of income creation
tribution would be an effective mechanism

during the
adjustments has shown that the
for this purpose. The exchange
therefore needs to be reinforced, or
other system of trade discrimination
restrictions, already ' widely used by




Lconomic Policy Review

countries to- regulate their trade balances, are at
present more or less prohibited for Western industrial
countries. Many of these could achieve a recovery of
their own economics if they were allowed to introduce
import controls. But such action on the part of
industrialised countries would not help developing
countries. Indeed to sustain growth of output and
employment in every country, trade controls would
have to be operated on a multilateral basis with
positive discrimination in favour of the weakest. Given
the desperate plight of some very poor countries, the
case for positive discrimination in their favour is now
becoming urgent.

The remainder of this chapter sets out a general
scheme of analysis of world trade and payments. This
analysis is applied to the postwar system as it has
developed since the late 1940s, leading to a diagnosis
of causes of the present recession. The final section
considers possible methods for procuring recovery.

1. Some basic assumptions
The analysis developed below treats world trade as a
demand-determined systern in which the level of
demand is governed by balance-of-payments
constraints facing individual countries and the way
these interact. This approach relies on the
assumptions, firstly, that exports and imports are not
so price-elastic that individual countries can easily
correct trade deficits by means of devaluation, and
secondly, that the level of world output and trade is
not closely governed by a pre-determined aggregate
supply of energy, food and raw materials.

Before setting out a model it will be useful to
consider the significance and plausibility of these two
assumptions.

The traditional theory of international trade
assumes that changes in exchange rates provide an
effective mechanism for adjusting the export and

import propensities of individual countries. This view
is implicit in global monetarist models. But it also
underlies more conventional analyses in which
variations in demand affect the level of trade and
output as well as the level of prices. If the elasticities of
exports and imports with respect to relative costs of
production in different countries (expressed in

common currency) were very high, countries could

choose the level of employment they wanted and at the
same time balance their trade so long as they did not
maintain artificially ‘over-valued” exchange rates. In
the event of a recession in trade, whatever its origin,
countries which wanted to maintain full employment
would have no difficulty in so doing. Any country
which incurred a trade deficit would find its exchange
rate falling slightly so as to correct the deficit, unless it
happened to benefit from offsetting capital inflows in
which case the trade deficit would not matter, Either
way a fall in total world trade would present no special
problems to any individual country.

In reality, however, few if any countries can readily
compensate for a reduction in total world trade by
means of a devaluation to raise their own share of
trade. Some countries, if they already have trade
surpluses or large reserves, may be able to ignore the
effects of a fall in trade. But most have to accept a
reduction in their own domestic economic activity,
leading to a fall in their imports which helps to restore

their own trade balance but transmits the recessionary *

impulse to other countries. Balance-of-payments
constraints facing individual countries therefore
interact in a cumulative process analogous to the
Keynesian demand multiplier.

The second point which needs prior discussion is
how demand-determined variations in world trade
and output interact with constraints on the world
supply of energy, food and raw materials. In the short
run, as was shown most recently in 1972-73, an upturn
in world economic activity may sometimes result in
shortages of primary commodities and very sharp
increases in their world prices. Moreover, large
demand-induced increases in prices qf primary
commodities can interact with ‘cost-push’ increases in
industrial prices to produce an inflationary spiral.’ In
the short run, therefore, the available supply of
primary commodities sets a c.onstra.int on the
expansion of world economicactivity which may from
time to time become a binding constraint. But in the
longer run this constraint is not pre-determined
independently of the level of world economic activity
because the supply, and to some extent also the
demand, for primary commodities is ultimately price-
elastic. In the long run it may not even be true _that
faster expansion of world output and trade intensifies
cost inflation, although the terms of trade should be
more favourable to primary commodities, because
industrial areas are likely to gain much more from the
higher productivity and employment yielded by faster
cxpansion than they stand to lose from the
deterioration in their terms of trade.

Whether or not the relatively inelastic supply of
primary commodities means that a higher level or
faster growth of world trade intensifies inflation, the
mechanism which governs the level and growth of
world trade itself still needs to be explained. The
model presented below, which is intended to provide
such an explanation, does not distinguish primary
from industrial products, nor does it explicitly
consider the terms of trade between the two. For the
purposes of the model changes in exports and imports
should be understood to include relative price changes
as well as volume changes. When relative price effects
are taken into account, a general expansion of trade
may be expected to increase the export earnings of a]l
countries; industrial exporters normally receive their

gain in the form of a higher volume of sales (offset to
some extent by a deterioration in their terms of trade),
while primary exporters receive part orall 8f their gain
in the form of improved terms of trade, not
necessarily through a higher volume of exports,

As a preliminary to considering thq world system as
a whole, the next section now examines th_c bz}!gunce-
of-payments constraints which face individual

countries.

2. The balance-of-payments constraint
The balance of payments of an individual country may
be set out in simplified form as follows:
X exports of goods and services
less M imports of goods and services
equals BT trade balance

'N. Kaldor, ‘Inflation and recession in the world cconomy.' Ecunomic
Journal, December 1976,

net income received from abroad
profits, interest, aid, etc.)

equals B (balance of current account

lus K _ net capital inflows

equals AR accumulation of reserves

Most countries must normally aim to achieve some
minimum target on the balance of trade, denoted BT®.
Net income from abroad may be varied only to a
limited extent (depending on the country's policies in
giving or receiving grant aid, as well as on the level of
domestic dctivity) while there is a maximum, K*, to
the net capital inflow which can be attracted on an
ongoing basis and in the long run, at least, reserves
must be more or less maintained. For simplicity the
minimum sustainable trade balance may be written

BT*=—(F +K*)

assuming that net income from abroad is fixed and
that reserves cannot be allowed to fall,

This constraint has varying interpretations in
different contexts. Consider first a world of fixed
exchange rates. If a broad international capital market
exists, the maximum sustainable capital inflow, K*,
depends on the creditworthiness of the borrowing
country. However, if lending is dominated by
governments and official agencies, it may depend
mainly on the policies of’lending agencies. In the case
of a country, such as the USA, whose currency was
almost universally accepted as a reserve asset, there
might conceivably be no effective limit to the potential
capital inflow and hence to the size of trade deficit
which could be financed.

In a world of floating exchange rates, the constraint
thust be interpreted rather differently. It is argued by
monetarist authors that there is no effective limit to the
size of capital inflows which any one country can
attract (relative to its other transactions) provided it
offers sufficiently high interest rates and;or it allows
its exchange rate to fall toa sufficiently low level. But
In practice, a very low exchange rate usually
exacerbates domestic inflation by raising the cost of
Imports and the price of exports. There is therefore a
limit below which most governmentsare not willing to
allow their country's exchange rate to fall. There is
also a limit above which they are unwilling to raise
Interest rates. In these circumstances there is still a
maximum to the net capital inflow theycanin practice
attract, although this must now be seen as depending
on the exchange rate which the government is
Prepared to accept and the interest rates which it is
Willing for the country to pay.

Cm(:’;li:fn l::;icon;strgmt on the balance of trade, the
iteana ghievc‘;nf tflc'lng each country is whe}her or not
fulfil this consul'lai:ln?em ot v ative to CapOrts, to

0 atahigh level of domestic activity,
J1€re again the mechanisms vary in different
Institutional contexts. Whatever the regime, one may
Suppose that there is some level of imports, As
Necessary for the desired level of domestic a::tivitg;
(full employment’), and that the actual exports, X,

i)

depgnd on the level of world trade, W, Formally,
writing '

X=aW
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where o is the country’s share of world trade,* the
maximum finance available for imports, which will be
termed ‘import capacity', M, is given by

M=X-BT*=oy+F+ K+

The question is whether or not full-employment
imports, M*, exceed o i i
dehones: ] th’is oe ;d r fall short of import capacity,

Any country for which full-employment imports,
MY, are less ‘than its import capacity, M, is not
balgnee-of-payments—constrained. It has at least the
option of achieving full cmployment by regulating
domestic demand; at the same time it can accumulate
reserves or forgo the maximum capital inflow, X*. On
the other. hand a country with import capacity below
that required for full employment must by some means
or another reduce its output and employment below
the full employment level, and must import only what
1t can afford to finance. Such a country will be
regarded as being balance-of-payments-constrained.
. Apart from the minimum trade balance, B7*,
Import capacity depends on exports and hence on the
level of world trade and on the country’s share of
trade. The trade shares may be influenced to some
extent by national policy, notably by making exports
cheaper through devaluation or by holding down
money wages. But policies to raise a country’s share of
world trade are usually slow-acting and difficult to
Implement. The trade shares of most countries have, in
the postwar period at least, shown rather persistent
trends, despite attempts to change them.

Import requirements must be interpreted in the light
of the regime operated in each country. In a free trade
context, they depend on the market shares of home
and foreign producers in much the same way as
exports, and full-employment imports are then as
difficult to adjust as the export share of world trade. If
imports are controlled by means of tariffs or quotas,
full-employment imports may be more flexible, in
whxch. case a shortfall of import capacity could
conceivably be compensated for by a tightening of
import controls rather than bya reduction in domestic
output and employment. But in many countries the
scope for. tighter restriction is limited or negligible
because JImports are already restricted to those
commodities which are regarded as essential inputs for
domestic production, consumption or investment,

‘Changes in the level or growth of world trade
directly affect the import capacity of every country.
Responses to such a change in import capacity may be
of many kinds. But by and large unconstrained

countries as defined above may be expected to

maintain their imports at the expense of ch i

i : anges in
th:_nlr net capltgl outflow or accumulation of reserves,
While constrained countries will adjust their imports

and alter the
employment.

level of domestic output and
Although countries which are

constrained may attempt to compensate for a fall in
world trade by raising their share of trade or reducing

full-employment
usually slow and difficult to make.

imports, such adjustments are

“The dependence of €Xxports on
:!':ﬂ'emnl forms for different X g in
¢y EXport primary or industrial products, ¢
on the level of world trade, W. products.wndu may there

wo:(d m‘d.c may in reality ke very
ular on whether
ore itself depend

|
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3. A model of world trade

Following the discussion above, countries may be

divided into two groups - the constrained and the

unconstrained. Assume that the unconstrained group
maintain near-full employment and that their imports
-are at the corresponding full-employment level, M*,,.
Given world trade, W, their combined trade balance
will be

BTu s, W"M‘h

wherex,, is their combined share of world trade. The
distribution of this trade balance between different
unconstrained countries depends on their individual
trade shares relative to import requirements, but for a
country to be unconstrained it isat least necessary that

BT > BT*

where BT* represents the minimum balance it could
finance. If the level of world trade varied, membership
of the group of unconstrained countries might change.
But the combined trade balance for a fixed group of
countries (including “borderline’ cases) would rise or
fall with the level of world trade ina manner similar, if
not identical, to that indicated by the equation above,
If all countries were unconstrained, the volume of
world trade would be cqual to total full-employment
imports because the combined balance of trade of all
countries sums to zero.S
If, as is always the case in practice, some countries
are balance-of-payments constrained, their combined
trade balance must meet the financial constraint

BT,=BT*,=—(F, +K*)

Since constrained countries are mostly debtors, their
net income from abroad is usually a negative item.
Their trade deficit is thus determined by the extent to
which they are able and willing to attract aid and
capital inflows in excess of the net profits and interest
they pay to creditors.

The total volume of world trade must be such as to
keep the combined trade surplus of unconstrained
countries down to the level of the combined trade
deficit which constrained countries can finance. Thus

% W-M*, =BT, =—BT* =F, +K*,

The level of world trade js therefore given by
W=(M*, +F, +K*, ) [«,

This equation asserts formally that the level of
world trade is fully determined by the trading
propensities of unconstrained countrics, specified by

» andu, , and by the net flow of income and capital
to constrained countries, F. and F*.. It implics that
the wide variety of causes which might be expected to
influence the level of world trade, including the supply
and prices of oil, food and raw materials, the extent of
protectionism, the pattern of exchange rates, aid

$In practice trade balances do not sum to zcro bocause, apart from
statistical inconsistencies, there is always o stock of 8oods in tranit between
countrics and the value of this stock s usually inemszng: The sum of trade
batances is therefore positive and total world exports slightly cxceed total

imports,

policies, the availability of international credit, the:
creation of reserve assets such as SDRs, and so on, aj| q
affect the level of world trade as a whole if and onlyif 3
they alter the value of one or more of these four
parameters. 3

Since imports by unconstrained countries, M*, ,are .
normally large relative to their combined trade K
surplus, BT, which is in turn equal to the trade deficit
of constrained countries, F.+K*,, it follows that !
changes in the term M*, /x, are likely to be larger,
especially whenot,, changes, than changes. in the term
(Fc+K*.)/«,. This means that the dominant factor
governing growth of world trade il.l the medium term -
can be expected to be the ratio of imports by
unconstrained countries to their share of world trade,
M?*, Jx.. The volume of world trade will grow fa§t
provided that unconstrained countries expand their
imports rapidly and/or reduce their share‘ of world
trade. In a free trade system this presents fllfﬁculues,
because in the long run the countries which become
unconstrained are likely to be those whlch' are most
competitive, with a tendency to increase their share of
trade,«, , and no necessary tendency to maintain very
fast growth of imports. The most favourable
circumstance for growth of world trade would be one
in which the unconstraincd countries were relatively
uncompetitive, but this is not likely to be sustainable
indefinitely.

It can be inferred that the most important task for
an adjustment mechanism is to hold down the
combined share of unconstrained countries in world
trade and to force up their imports.

The growth of imports by unconstrained countries
also depends on the internal rate of growth of demand
as well as on their import propensities. Growth of
trade therefore depends in part on fiscal and monetary
policies in the unconstrained countries.

The other factor, which may be of considerable
importance in the short run, is the finance available for
constrained countries to maintain a trade deficit. If

such countries are not initially indebted, they may for
some time be able to attract sizeable capital inflows,
But this imposesa rising debt service burden and in the
long run their creditworthiness tends to be exhausted,

+ Thus borrowing cannot be relied on to provide a
growing source of finance for trade deficits in the long
run. Although grant aid which does not involve an
accumulation of debt can provide a long-term source
of finance, under existing institutionalarrangements it
is only made available on a very small scale and under
restrictive conditions.

So long as there remain some constrained countries,
the volume of world trade will necessarily be too low in
the sense that total imports are less than the sum of the
requirements of all countries taken together. The
import capacity of a constrained country, i, is given by

M=, WHF + K% co) (M*, +F, +K% )+ F, +K%

b}

This implies that there are three possible solutions to
the prablem of shortfall in import capacity. One is to
reduce full-employment imports, M*,, to match 7,
provided this can be done without too much harm to
the level or growth of domestic productivity. The
disadvantages of this approach, from a global point of
view, are not only that there are many tightly

constrained countries in which further restriction of

; \jmports almost certainly cannot be achieved without
:harm, but also that tighter restriction of imports by
.one country may tend to raise the share of
‘unconstrained countries in total trade (f these
,producc the more essential imports); it might
“therefore reduce the level of world trade and hence the
‘import capacity of other constrained countries.

A second approach is to bringabout a readjustment
of trade shares so as to reducec<w and increase the
share of each constrained country by an amount which
will raise its import capacity to the required level. As
poted above, divergent trends in competitiveness
make this difficult to achieve in the long run when the
most successful countries come to dominate the
unconstrained group.

The third approach is to raise the net receipts of
income and capital of each constrained country
sufficiently to compensate for its low trade share. In
practice this might require massive long-term income
transfers.

The analysis above has shown that the level and
growth of world trade in any particular period of time
are determined by the composition of the
unconstrained group of countries, movements of its
trade propensities, and the size of the net flow of
income and capital to constrained countries. The next
section will briefly consider how these factors have
operated during the postwar period up to the recent
recession.

4. Postwar growth of world trade

In the late 1940s the USA totally dominated world
trade and payments because it possessed the majority
of the world’s gold reserves and its products and
currency were in universal demand. The postwar
system of trade and payments was thus founded in an
era of dollar scarcity in which the USA was the only
important unconstrained country.

As regards trade propensities, the US government
officially encouraged exports by other countries into
the US market (raising M*, ) and, although insisting
that other countries should liberalise their own
imports, permitted discriminatory restriction of
imports from the USA (reducinge, ). These policies
helped to revive trade quickly, despite the dollar
shortage. But the more important factor in turning
trade propensities against the USA ultimately proved
to be the low exchange rates and highly competitive
industrialisation in European countries and Japan,
which soon made discrimination against the USA
unnecessary. In any event, the USA’s share of world
trade fell rapidly while imports began to penetrate the
US domestic market.

The other factor contributing to trade in the late
19405 and the carly 1950s was US overseas investment,
lending and aid, which brought a supplementary flow
of dollars to other countries (F. +K*. ), enabling them
to run trade deficits and incidentally ensuring a trade
surplus for the USA.

The most important point to note about this era of
dollar scarcity is that the unconstrained country, the
USA, took responsibility for securing a rapid recovery
of world trade and felt able to take the necessary
measures without jeopardising its own position.

By the late 1950s many European countries had
rebuilt their reserves and some, notably France,
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inc;eased their holdings of gold. The USA wrongly
believed that its own dominant position as an
unconstrained country, resting on acceptance of the
dollar as an international currency, depended on the
fact that the dollar could be converted into gold ata
ﬁxe'd price. When US gold reserves started to fall quite
rapldly, the US government attempted by a variety of
expedients to maintain convertibility of the dollar
while protecting its gold reserves. Although in the end
convertibility of the dollarhad to be abandoned, in the
event it was gold, rather than the dollar, which became
fiemoncpsed. The gold problem which dominated
International monetary discussions in the late 19505
and much of the 1960s thus in the end proved largely

irrelevant to the growth of international trade and
payments.

Import requirements. In ijtself their tendency to
surplus, with export shares at least as high as needed
(given continuing expansion of world trade) to finance
full-employmcnt imports, implied slower growth of
M*, [x,,, which would have acted as a drag on the rate
of expansion of trade. But on the other hand the build-
up of reserves made it possible for European countries
to relax exchange controls, leading to growth of free

international banking (the Eurodollar market) which

presented wider borrowing opportunities to

constrained countries and enabled them to expand

their trade deficits. The increase in borrowing by

constrained countries, K*,, helped to offset any drag

on the growth of trade implied by the increasingly
strong competitive position of successful European
countries and Japan.

It is worth noting that the official international
banking system, or at least the IMF, played only a
minor role in expanding trade, because it failed to
provide a continuing source of capital inflows to
constrained countries. Drawings on the IMF were
strictly limited and were supposed to be temporary.
SDR issues, which could have helped more since they
provided additional finance without increasing any
country's debt burden, were small and infrequent.
Indeed they may have been less important than
lending by the World Bank which was at least on a
long-term basis and on quite a large scale.

Relaxation of exchange controls and the
development of an open international money market
helped finance growing trade deficits and thereby
maintain growth of trade, especially after 1970. But
any further contribution of banking to the growth of
trade now threatens to be limited by exhaustion of the
creditworthiness of many constrained countries and
by the fact that several debtors have suffered a collapse
of confidence followed by an ‘IMF solution’, the
:i?:enence_of which is liable to encourage a.mlwh
rmum.cauuous attitude towards borrowing in the

At the same time ; i i
made it difficult or impossini foh S CXehange has
countries, at least, to maintain administered exchange
rates. This makes a policy of incurring trade deficits
more risky than before because of the greater
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likelihood that Yloss of confidence’ will lead to a sharp
and highly inflationary fall in the exchange rate.

Both these developments tend to reduce the net
capital inflow to constrained countries, K*_,

5. The recession in trade since 1973

The most immediate cause of the recession in world
trade was undoubtedly the fourfold rise in oil prices at
the end of 1973, which sharply altered trade
propensities. It raised the share of many OPEC
countries (by value) in total trade way beyond their
import requirements, enlarging the tendency to
surplus of the group of unconstrained countries as a
whole. The slump was exacerbated by the fact that
unconstrained industrial countries, especially the
USA, allowed the ‘tax on oil' to provoke a domestic
slump, hence réducing theirimports. Subsequently the
unconstrained industrial countries have all
undertaken some degree of reflationary action, but not
nearly enough to restore a fullemployment level of
output and imports. Their caution in reflation must be
blamed on their belief in the monetarist doctrine that
reflation would stimulate inflation, to which they are
particularly sensitive after the wave of inflation which
followed the oil price increase and the boom in prices
of other raw materials.

The shift in OPEC's share of trade has since been
partly offset by the fast growth of OPEC imports,
although the OPEC surplus would still be very large if
there were a world recovery (demand for oil having
itself been curtailed by the recession). Moreover the
growing energy deficit of the USA helps to maintain
OPEC's surplus position.

Among unconstrained industrial countries,
Germany and Japan remain reluctant to expand fast
by means of domestic reflation.

It is doubtful whether the immediate causes of
recession mentioned above provide a complete
explanation of the continuing slow growth of trade.
The other factors which may be at work are an
increasingly unfavourable movement of trade
propensities as trade becomes dominated by the most
highly competitive countries, and the progressive
exhaustion of the creditworthiness of constrained
countries, combined with their reluctance to incur
deficits in an era of volatile exchange rates.

The most widely canvassed solutions to the problem
of recession are in various respects unconvincing.
‘Recycling’ of the OPEC surplus runs up against the
problems of Jack of creditworthiness or reluctance to
borrow on the part of constrained countries. The fact
that surpluses are always recycled ex post is no
comfort. The point is that the surpluses themselvesare
being held down, through recession, to whatever level
deficit countries can finance.

Coordinated reflation is unlikely to secure a full
recovery of trade. Unconstrained countries cannot
plausibly be forced to reflate much beyond what they
regard as acceptable domestically and there ig
certainly no a priori reason to expect that through
reflation they will necessarily raise their imports
sufficiently to provide a recovery to pre-1973 trends.

At present surpluses on current account as reported
by OECD total about $100 billion a year — roughly
10% of the value of world trade — divided
approximatcly equally between OPEC, industria]

countnies, and a major statistical discre anc !
recorded net receipts of profits and inteF:'est ﬁfgeéé%
countries fall far short of recorded net payments
_dcvelopmg countries (this discrepancy must be off
In capital accounts since the overall balance
payments of each country including changes -
reserves necessarily sums to zero). The total surp)
would probably be larger relative to the value of trade
in the event of a recovery, since the most highly}
competitive countries usually secure 3
disproportionate share of an increase in trade. More:
over some OPEC countries, in particular Saugj
Arabia, would not increase their imports in line wity
their additional earnings from oil exports.
There are three possible approaches to dealing ¢
with the problem of chronic surpluses associated with
structural imbalances in trade. One is for countries ||
individually to try to adjust their economies to live |
with a lower level, and slower growth, of trade. A!
second is to try to eliminate the structural imbalances
which cause surpluses. The third is to accommodate |
the surpluses. Each represents a possible method of |

6. The problem of recovery 3
Before considering measures to eliminate surpluses, or
to accommodate them, it is worth asking whether fag;
growth of trade is in fact necessary to secure a revival
of employment and growth of output. For developing
countries which already restrict imports tightly, a slow
growth of trade would clearly make recovery difficult,
although there are grounds for arguing that many .
developing countries would in the long run benefit
from changes which reduce their dependence on
imports. The argument for lower dependence on trade
is strongest for industrial countries, like the UK, which
suffer a chronic balance-of-payments constraint under
free trade but could mitigate the constraint by controls
on imports. Since the purpose of import restriction
would be to permit higher domestic activity, not to
earn a trade surplus, the use of import controls would
not necessarily cause a reduction in the level of world
trade. Protection would only be harmful to the level of
world trade if controls were operated in such a manner
as to increase imports from unconstrained countries at
the expense of other constrained countries; indeed
protection would expand world trade if restrictions
discriminated against unconstrained countries,
Import controls therefore have a useful role to playin
permitting some countries at least to increase their
domestic output and employment. They would not
offer a full solution to the problem unless they
discriminated systematically against imports from
unconstrained countries in favour of imports from
constrained countries.

Measures to eliminate structural surpluseslpreso_:nt
great difficulties. As noted above, it is hard to imagine
surplus countries being forced to import very much
more than they want. Elimination of surpluses would
therefore require reduction in the export shares of
surplus countries. This is more orlessimpossible in the
case of oil exporters, simply because their oil exports
are essential to the rest of the world. Reduction of the
export share of successful industrial countries has also
proved difficult, not only because they try to limit
revaluation of their own currencies but also because

b;—'

degree of devaluation which other countries are
red to undertake in order to improve their own

pmpetitiveness turns out to be insufficient to

one the most successful industrial exporters. The
euumativc to devaluation is some system of
s = mination against the most successful countries.

?;t;uda"y this would involve a displacement of exporting

industry to other countries which have greater need of

" jtiBut it is hard to imagine how this could be achieved,
. \quite apart from the political difficulty of constructing

‘a‘supranational system for sharing out the gains,
. To the extent that countries cannot easily adjust to
‘slow growth of trade and that structural surpluses
‘cannot be eliminated, the only remaining possibility is
that the surpluses should be more effectively
accommodated, which means procuring an increase in
/sustainable deficits. If trends in trade propensities
{.iweré such that surpluses tend to increase, this could be
(an increasingly difficult task. It is certain that sur-
{pluses would not rise indefinitely because (except per-
~haps for oil exporters) they would eventually become
‘an intolerable drain on the exporting country's own
sresources. For example, it seems unlikely that any
;industrial country would tolerate an export surplus
;amounting to more than 10% of its GDP; a recovery of
. trade which forced the surplus up towards such a level
.would compel the country in question to take strong
action to curtail its own exports or expand its imports.
-+ Given that structural surpluses may be quite large,
even if ultimately they are bounded, the question is
.whether a mechanism could be devised for financing
counterpart deficits on an equally large scale. This isa
: precise analogue, at the international level, of tl_:c
problem of excess savings by households and firms in
a national economy analysed by traditional Keynesian
€Conomics.

Itis possible to imagine a coordinated international
reduction of interest rates, but this would not
stimulate all that much more borrowing to cover
deficits. The Keynesian remedy for slump which has
proved most effective in national economies has been
deficit spending by governments, either in the form of
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direct public expenditure or through subsidies or tax
cuts. The lack of a world government makes
systematic application of this remedy internationally
very hard to conceive. In principle the IMF could, with
guaranteed support by all the major countries,
undertake an annual budget of grants financed by
SDR creation or by the marketing of IMF bonds. So
long as the IMF's own creditworthiness were not in
question, it could give away as much income as was
necessary to enable constrained countries to incur the
requisite trade deficits without accumulating more
debt of their own. The IMF bonds or SDRs (or assets
exchanged for them) would necessarily be
accumulated by the surplus countries.

While a solution involving the IMF playing the role
of a world treasury is only of theoretical interest, in the
earlier postwar period the USA was actually in a
position to perform this function and to a certain
extent did so through itsaid programmesand overseas
military spending. The USA has now not only lost its
political ability to act as sole manager of the world
trade and payments system, but may also no longer
have the capacity to finance an unlimited deficit of its
own,

The obstacles to a financial solution of the
problem of structural surpluses are therefore such as
to require serious attention to be given to the
development of discriminatory measures to reduce
surpluses and to the use of import controls by
constrained countries to help them cope with an
inadequate level of trade. Although international
trade has certainly assisted the development and
dissemination of productive technology, further
increases in interdependence will not necessarily be
beneficial, because tendencies to structural imbalance
make it very difficult to maintain trade at a sufficiently
high level. There must therefore come a point at which
the ability to regulate trade propensities is at least as
lmportant as that they should be high. For many
countries and from the point of view of the trading
system as a whole, that point may now have been
reached.
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of payments, output,
: i 1l

me and public accounts, as wel| as short-run dynamics, have a
national 10C°" g |

largely I:f)ieﬂls;ction of the paper gives a
The firs

ow it relates to different

10 indicate ibe in turn d>sumptiong
. esc ive specific propgg

sections der! P

e

ytic form, some simpli-

n overall, verbal description of the mo_del
theoretical traditions. The three following
relating to real demand, external trade and

itions about relationships between targets
mflation, 2" “The final section o

utlines properties of the model as a whole,
and instf““;fllts from the Preceding sections,
€
hased on I

L. GENERAL DEscripTION

ad Structure the CEPG mode] Jieg squarely within the postwar
In its b eynesian mOdEI-building. The main targets of pohcyf are ‘empflc‘)g-
tradition © tputs the current balan-ce of payments and the rate of mﬂat:pn. ef
ment and O% " ents are fisca Policy and the exchange rate. The sufficiency o
principal ins ents for achieving the tar

8ets is one of the issues to which this paper
instrt

these inst

is address®
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ﬁ%ﬂf rate of unemployment (given the !
would normally be associated with a slo
=, The third main respect in which the C

The causal structure of the model involves demand and output being deier
mined by a multiplier process in response to fiscal policy, exports ang im c,
propensities; employment being de_tqrmingd in response to real demang r;u,;
output; exports and import propensities being determined by world trade ang :L 2 the special attenti id to factors i
the relationship between domestic and extf:rnal price levels measured in comm, : E"beeli)ncome - 1on pa i
currencies; and the rate of inﬂatlzon being determined by cost increases ,-- méularl ;eween wages s
particular money wages, import prices and tax rates. e Ar E{i.{ i< g novel or cpntrovler51 : .8

The limited independent role asc_nbed to monetary policy is conceived 4, qu: tgan ccotl)lcerned _w;tl} rea wag_ects 5
terms of credit restrictions and mterest‘ rates (although the latter .”; ::np; the rat ecause xt_ directly affe
assumed not to have much influence in practice because of external ang iﬂlur;u." % e rate of inflation.

constraints on their use). The money supply is rt‘egarded as entirely endogen,yy,,
being fully determined by decisions on ﬁ_sca[ po]:cy_, credit restrictions ang imcr.' i II. ReALI
est rates and by external flows; it Is not itself a policy variable with any indepey. ., In this and the following sections, asst
dent influence on demand or the PI‘ICC level. v li‘mp!lﬁEd equations.

Within this orthodox Keynesian framz“r’g;’ti;;all‘ciadly Shaf@q, for exampl, ~.The equations are formulated as me¢
by the Treasury (H.M. Treasury, 1975) an e nstitute (Bispham, 1975, wowth rate, g, and a steady rate of inflatic
models—CEPG’s particular conclusions derive mainly from three sei, o § Mg growth of productivity) are omitted
assumptions. ) : ) tions (such as adjustment lags), which ha'

Firstly, the consumption function Conc?st l:es fx:nded to bring private fiy | Ofinterest. Equation numbers are prefixe
investment as well as consumption into a ste gEl ; thl; vate expenditure funcijoy" Aﬂfb_:havioura] assumption) or T (deriv
With private disposable income I aggregﬁ bradies ma; N explanatory varigblc YD at the end of the paper. Those Wi
Formally this is very different from t ; s 3::1 Tepresentation, which Prices....

emphasises the distinction betWeen cons::celi Eata proe;'mmed by personal in. rbThJS section specifies the determinatio!
come, and investment, determined by an & e ot het ;s; In practice over tie wpd[nonal on the tax rate, public expendit
cycle the predictions of the WO motq ol rllei:lcome both !’I);ml’ec;em b?:ause invest- thferms of trade and the rate of inflation-
i a rocyclically, Give
ment and the share of profits I nation Yy y. Given
the well-known difficulty of modelling the COTPOTAIE SECtor, there is an advanyyyc

in aggregation provided the overall re]ationshlp 1S empirically robust, What 1 fia .' E ve] expenditure_ouiput etk
1)

e
S -

‘¥ o TETr———

j1ld &
STy
e

o iw Tiwgeid
.4

—

i

=

et

®

e e

; ction in the aggregate, is tp
ens : expenditure funl . » 1s that assump. =
ured, by modelling the €XP “ncial assets bY the private sector as a whole urc @=D+x—p

i ;_--___.,E..___‘__m!‘__v

ti‘3118 about ac uisitions of fin . " okt the i ¢4
mportance for variable t cons
Plausible ip theqlong run—a matter of great lns]tjli p between Z;‘n E;'.hun?-term model Emher disaggresftr; measafeg
The a function implies 8 refatiof>? - i cal policy, home de. [ (- D= gated as
Mmand anfgt;]egabtel :ll::]e of payments that is SIMP €r and more clear-cut than thar s D=AP+G+s
; e bala :

While the so-called “New Cambridoc" -

Implj " an models- ] ambridee

res!: ll]teg by tr?.dltlonal Kej:]?;led support (Budld,dle 9?5& Ea]l et al., 1975; Corden

et al I;l;sgasxned lsomle9(7]5) it had been strongly Genied by others (notably Kahn
o , otamler, ’ L

\?%Sured inclusive of a “relative Price -
. XP'=pp_xp

: 5b)- . : =
and Posner, 1974, and _Blsphamr,e fgth e) policy Group model is that money ware 5 if - PD.-S .
he second distinctive €55 the outcom® of periodic negotiated wage settle- i, 1S the ratio of current market P:

.o a relative price effect, apart from

determination is represeﬂted as o'

ensatio for past price and tax changes and in t0 im
ments composed in part of Com%- osable real wage. This approach makes i B Ofp rove the measure of resourc®
part of ex ante changes in the lspby ipflation 10 Teconciling ex ante real wage e different components of demarn
possible to examine the part pla)ff bility- It is bmat‘)dlyhconsistent with the larer 3 EREfe- g::ey Income-expenditure ident*

; ce avalla " ontrasts both wit i W g '

targets with actual resour 1975), and on red” fo h the Phillips Curve. -} (02 E Yep.
views of Keynes (Trewthrck, t"ons'a en 'm (Friedman, 1975). and o SO+ Xy _
whether in its original or ‘_‘Bf‘PBC;"”';: focuses O attempts to change pay relativities  [§ ) IS measured inclusive of net 19!
with the analysis of bargaining ¢ edman, 1975 . W, mines the distribution of 13t

(Phelps Brown, 1962). » . n(_adm , » P. 22) implies that low S NEECCIOTS, may be defined b

Curv Unde y

The vertical long-run Phillips - 1 flation- r the CEPG assumptions  J8 " T'=pyr

tll’lg 1 § '
unemployment generates acceler RUE ¢ -nY".
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rrate of unemployment (given the balance of payments and terms of trade)
normally be associated with 2 slower rate of inflation.

in which the CEPG model differs from many others is
factors influencing the distribution of real dis-
:‘ _ble income between wages at}d other ir}comes. He_:re the assumptions are not
'.‘,,;iculaﬂ)’ novel or controversial. But given the view that money wage bar-
: . concerned with real wage targets, income distribution is of particular

;llniﬂg ! it ra .
",portance because 1t directly affects resources available for real wages, and

e rate of inflation.

v €

,ould !
The third main respect

. the special attention paid t0

.:nL'E [h
II. REAL DEMAND

n this and the following sections, assumptions of the model are presented as

.mplificd equations. .
The equations are formulated as medium-term relationships with & steady

~owth rate, & and a steady rate of inﬂation, r. Trend parameters (such as under-
e arowth of productivity) are o‘mmed, as are short-term dynamic specifica-
mn; (such ssadjust ment 1ags), which have in any case not been the main focus
J interest. Equation numbers are prefixed either with D (definitional identity)
I havioural assu mption) or T (derived proposition). A list of symbolsy',
oot the en d of the paper- Those with primes denote variables at currerlli
ArICes. ' .
o ifies the determination of real national income and output
k]

This section spec = o
_nditional on the tax rate, pubIic expen iture, exports, the propensity to i
¢ torms of trade and the rate of inflation. p ¥y to import,

Nefinitions
The real expendit
ny @=D+X-— M
Jhere the variables aré measured at constant factor cost. D .
. - - Domestic H
» further disaggregated as expenditure

p=XP+G+S
sive of a “relative price effect” so that

ure-output identity is given by

Al measured inclu

xP'=PD.XP
G'=PD.G
s'=PD.S

where PD is the ratio of current market Pl"iC_Es to constant factor cost. The j

Jlusion of a relative price effect, apart from being a useful simplification, no s

nds to jmprove the measure of resource pre-emption (in terms of err’lplo;{nr]rf‘ny
ent

content) of different components of d;‘?l??d b
The money incomc-expendlturc identity (ignoring net income from ab dy
roa

Iy written as
Dy y'=D+X =M 1
shere ¥" is measured inclusive of et indirect taxes. An overall

shich determines the gistribution of national income between trﬁet tax rate, ¢,
rivate sectors, MaY be defined bY e public and
D3) r'=tY

YP'= y—T=(1-HY"

o o o s 4 # I
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Ignoring net income and transfers from abroad, the current balance of pay.

mments surplus is
D4  B=x-—um.

in “real” terms in such a way that j; cun b:
ments in “‘real” k : %R
;"rc; Exge;s the baI.ance of p\':i);h domestic claims on real national income, i},
mcmg/ v;lr:;t: oﬁll;levzluerl:’git balance is divided by the domestic price deflator:

(D5)  B=p'ppD.
Note that since
B'|PX=X—- M|TT

imately represcnici
ve can also be approxima
the real current balance as defined 2bo

as '

(T Brxx—mrT ~PX

Provided (as is usually the case) thét:ﬁ: |
The real national income is defin

(D8  ¥=y'pp=p+B. d using

Writing m for the propensity t0 import an

(T2) Y2 0(1+m(1-1/TT))-

The familjar proposition expressed lge(
on real output and the terms of trad®:
accounting identities.

Bé‘havi . y ronal
our, . olume terms by convention:
al assumptions etermined in v Y

Imports ang stockbuilding are d
Propensities, which may be written

(A S=cgo.

The effects of competitiveness on the
the following section. : ition ©
! The assumption about private acquis

1S given by

(A3)  4Frp_ wy(g+r) YP'—a2S’ 1] assets external to the private

" finan¢! t rates or credit rationing.
' ition of interes
Where 4FP refers to net acqus ced by tary influences have normalls

gl 1 and are therefore not formally

SeCtor as a whole, Thijs can be inﬂufns
Specially hire purchase controls: -Bl:i Kingdo
ad only a minor role in the Unite
Considered here. diture
: i end1tu
The determination of private e::l.)
directly from the above assumption

ut
Since the same deflator is used througho
terms: s
(T3)  xp={l—a,(g+r)}YP—(1—02)>

(T1), this implies

T2), that the real national income depend:
is ;hus a consequence of definitions and

ity to import will be considered in
S
propen

f financial assets in money term

( xcluding stockbuilding) follows
2

’ I -‘az)S’.
p—(
XP'= YP'— AFP — S ={1—(8 +rl relationship is the same in real
= = e

' "_EU FORMAL ANALYSIS OF THE CAMBRI
m] ﬁ:came, the balance of payments and fisc
# From (T1) and (D),

b C Y=XP+G+S+ X—M|TT.
Substituting from (A1), (A2), (D3), (T2) an
solution for real income can be obtained as
M) Y=(G+X)s

where

e ‘pazg — (m|Ti
He $rraleni-n- BT
bk \ .
Ngtc that the multiplier is the lower, the hig
inflation is assumed to raise private net acquis
income. The steady-state tax rate necessary to
inéome can be derived from (T4) as

é&éﬂ' [Q-;%{-—al(g-i-f)'l'(“o“zg‘m/”.
g ()

iﬂ’the steady-state public sector financial def
i Be expressed with a little further manipulai
o
ol G
¢ e [al(g+r)(l -—7) —agugg/{l+n

i l—ea(g+r)}
This is a precise formulation of the propositios
lﬁfpublic sector deficit and the balance of p
Aary 1974 London and Cambridge Bulletin -
tj" parameter values the relationship line:

DG 1 B
+=015g+0 30r—]-05-}-,.

@i be effects of inflation and real growth in the
WEEPG as relatively uncertain, while the link-
wame, 2a0d balance of Payments deficit is m -
%ﬂ}}es a fiscal policy rule that is necessary,

pos 0-term growth, inflation and balance of [ -
Y specify which of these targets will be m
ol

IIL. THE BALANCE OF
Section specifies the determination of tl

level of rea) output, the rate of inflatio

€ rate, tariff Policy and world demand.

ns and assumptiong

eurrent balance of payments has already
£noring net income and transfers from a
B,EX"M'
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peal incomes the balance of payments and fiscal policy
From €T1) and (D6),
Y=XP+G+S+X—-M|TT.
stituting from (Al), (A2), (D3), (T2) and (T3), a conventional multiplier
for real income can be obtained as

Y=(G+X)[¢$

subst
,Olutlorl
(T4)
e (m[TT)

- L) 20228 — 22 )
hat the multiplier is the lower, the higher the rate of inflation because
n is assumed to raise private net acquisition of financial assets relative to
The steady-state tax rate necessary to achieve a given target level of real
be derived from (T4) as

X

[G X (1) + asag = m TT(1 +m(1 =1 /TT}}]
= {(1—ay(g+r)}
state public sector financial deficit as a share of national income
d with a little further manipulation as

[al(g+r)(1 —%) —giagl{1-+m{1 =TT}~ g]

(T5) v - {l1—ey(g+r)}

< is a precise formulation of the proposition about the relationship between
This lsblic sector deficit and the balance of payments deficit advanced in the
the pu ondon and Cambridge Bulletin (Godley and Cripps, 1974). With

{LJ.]lS I

DG__do.]jg—}-OGOT— 1‘052'
v J

Note t
inflatio
income-
mcomc can

nd the steady-
.an be expresse

The effects of inflation and .real grf)wth in_the above formulation are regarded

e]atiVe]Y uncertain, while the link between the steady-state budget
palance c.)f payments 'dcﬁcit is more clear-cut. The relationship
156 15 cal pollc_:y ruile that is necessary, but not sufficient, for achieving
prescrl i B rowth, inflation and balance of payments targets; but it does not
medium-ter which of these targets will be most affected by changes in fiscal

. directly specify

policy.
III. THE BALANCE OF TRADE
- gpecifies the determination of the balance of trade, conditional
T real output, the rate of inflation, home and foreign costs, the
on the le tafiﬁ policy and world demand.

. exchange ratés

itions an
Definit o palance of payments has already been defined in money and real
The_ cu i net income and transfers from abroad) as
werms (lgﬂo I,M’

! =

1D4) B'=
P rPD
D5) B—"Bl
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Assumptions are now required about the determination of export‘and impor
volumes ax}:d rices. Trade volumes are assumed to be det_ermmed by income ang
e t}; ices '(the cost of UK output compared with that of competitors,

expressed in common currency units): .
(Ad)  X=B,Wx:{RX.RFC.(1+1=)}""

Ba
(Ala)  M=nO{RY.RFC/(1+tm)}" . .
The propensit};?cf import, m, in the previous section is thus given by
m=p{RX.RFC[(1+tm)}".
wown’ currencies is defined as the ratio of home unit
n

Relative factor cost i petitive products:

cost to the “world” price of com

D7 _rD /ch
1) RFC_I-;-:.,

This variable provides an in

Competitor cougtries- .. deflators are aSSumed_ to be_Weighted averages uf
h EXPOI‘t and ]mporF p“ctehe re]evaﬂt extemal prices belﬂg uon_ldn.pnCcs ol
Ome a.n‘d external prices, ¢ raw materials (boti} converted to ste‘rlm.g). For
:ﬁ;n}?.et-mvelproducts aned a(;sumed to be competitive products, while imports
plicity all exports ar
Comprise a mix of the two €2 o
WC (1—Fg
A s
(A3) PX:{ng-i—’— ( RX

4}:;)) Bs PWMﬂukPXWCH-m] (a-gy
i fioe [(1 +1,)(1 +r,,,)] —

The “world” terms of trade for I
defined as

D8)  wrr=PWMPWC.

gex of costs in the United Kingdom relative 1o

tegories.

w materials relative to competitive products is
a

nt balancé : )
The Tf}elrms of trade and t-he curlr:j Sofinition® lead directly to a useful theorem
€ above assumptions &

he terms of trade:
about export and import price levels an
(1+1)°

PD AT s
(T6) PX:T_F;:'(RX.RFC)“ B

14
e 77 7, (RX - RFC

(1-8g)
B )‘1 _ﬂo)

By~ B8’ WITT~8el1 -85
P . lative
TT=(1 +£,)/4(1 +1n) A dJutsl::dS;; eC:aTep:gS;;in igtrlcr; at
e is contntiz=== , at
infl Itf. the EXCh?nge dri?:;port rices will 1‘15‘3Cles depend only on border taxes. /.
ation, export an

. ta . 1
o ¢ circums’®"  materials,
T de will in thes or 18 , _
e e 1d terms of trade 5 gitional on a given level of real out
and ¢, and on the wor ot balance; € (T1) s
The solution for the curr: approximaﬂo"

A . th
put, may be written using 34 X. REC)es+ s, - B
FC.(1+12) (RX.REC)Ps+85-8, pyrToe: -2
(T7)  B=PoWX*{RX.R JmQ (+ PRIy

[, T

1976]
s
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This solution has the appropriate prop
exports together with an equal proportior
effective devaluation of the same magnit:
if the current balance is measured in tc-
approximate in terms of sterling.

+ CEPG are not “elasticity pessimists” ¢
maintained devaluation of relative cost
values in foreign currency terms with resp
is assumed to exceed unity and that of
mately unity. But it may take several yea
and the terms-of-trade elasticity (85 —8s) -
the short run.

1§ :
The balance of payments and real income
4 The balance of payments may be a co
different senses. This section does not disc
balance of payments may impose on mon
is simply assumed that some minimum tar .
the maximum level of real national incom .’
" For simplicity suppose that the curre-’
The maximum level of real output consiste
‘Qo of equation (T7) above when B=0:

e
—_BoWX8  (1+1,)%*8
q‘s) Q"-'mWTTﬁs” —3‘.,)'“ + 1, )82~ 8.

This level of output may be supposed to |

- policy.

% The effects of trade policy instrument -
balance of payments target, are seen to be
of payments, given a fixed level of output
Qe slightly different because the latter is
Wwell as changes in the leve] of output.
'§‘If the rate of inflation can be taken as

. ddies, import tariffs and import quotas cai
.Iethods in the medium term for increasir
3-8 balance-of-payments-constrained Sit

saStruments may feed back on the rate of

"E'IB? of the efficacy of different trade polic
aoout the determinants of inflation. Thest

1V. INFL.

This section specifies the determinatic
Y, the terms of trade and the level of

age bargaining may, in the absence
S ed as establishing an ex ante disp
B PTICes that prevail at the time of settle




A

determination of export %, T8k
ned to be determined by i?]nd k0
:ompared with that of o,

s section is thug given by
+ )},

%

is defined as the ratj
0 -
jucts: thom.c Uit
i ‘?;g(,.

the United Kingdom relatiﬁ;-lo

\-umed_ to be weighted ave
Fal prices being “world”
‘;bot}_l‘converted to s

apetitive products

rages of
3 l'ins of
€rling). For
> While [mpom

VCA-Bgy(1-4y)

1 elative to competitive Products js
|

ad directly 1o 5 useful

S Of trage: theorem
) WTT-81 -8y

ted to ¢ /

| Ompensat tive
Neisdiin e for rela

Ate as domegtic prices.

lepend
only op p I
Materials, order taxes, /s

naj o : )
Jai 12 given Jeve] of real oul-

X, REC)y+8,-, WTTo %

(1 + tz.)f“(] +tm)53 +a°
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.. <olution has the appropriate property that a proportionate subsidy on
This soto ether with an equal proportionate tariff on imports is equivalent to an
xports . Juation of the same magnitude. Note that the equivalence is exact

jve deva : : .
:1Te;th:ufrent balance is measured in terms of foreign exchange but is only
a e ;

c ximate in terms of sterling. ’ |
:PP(F:‘;EP G are not «elasticity pessimists”’ as regards the medium-term results of a

. ed devaluation of relative costs. The long-term elasticity of export
-aintalnec = currency terms with respect to an effective devaluation (8, —8,)
.alues in foreign ceed unity and that of import values (8;+Bs) to be approxi-
N ussumﬂ‘_j toBEXt it may take several years for the full response to materialize,
1131&:1}3: u[mrg;s oltl'-tra de elasticity (Bs—B4) is assumed to be adverse, especially in
ind the teris”

+he short run-

and real income
nts may be a constraint on domestic policies in several
This section does not discuss constraints that capital flows in th‘e
iifferent senses. may impose On monetary policy, interest rates, etc. Here it
salance of pay mzntt;at some minimum target for the current account determines
. simply assume | of real national income that can be achieved.
‘he maximum 153\’6 o ose that the current balance of payments must be zero.
For Simphc;;{e?uo?e eal output consistent with this requirement is the solution
e maximum en B=
0, of equation (11) above w )a + 85
< UWX'G’ ,.(.l-i-‘r—m—('ﬂ—_ﬁ—,'(RX-RFC)"B2+‘33—£4+55).
) Qo= mTTre e ()T .
ovel of output may be supposed to be maintained by an appropriate fiscal
This leve

‘The balance of payments
The balance of payme

.

molicy. ade p olicy instruments on the level qf output, given a zero
The effects of tr ot are seen to be the same as their effects on the balance
halance of payments Tarss evel of output. Their effects on real national income
jven agx:a use the latter is influenced by terms-of-trade shifts as
. ifferent DE .
e slightly chﬂ-en the level of output. ; h h
an be taken as given, the exchange rate, export sub-

well as changes 1N ° 7= .~ ~
If the rate of .mﬁatlgi}m ort quotas can all be considered potentially effective
idics. import tarlﬁ's‘an 1 cm for increasing the level of output and employment
methods in the medium te- pstrained situation. But as will be shown, these
m a ba]ance-of-pfiymems the rate of inflation. This means that an assess-
bac t trade policy instruments depends on assumptions

ee
nstruments may ‘fferen
er i . . v
ment of the efficacy of differ pflation. These are considered in the next section.

1
about the determinants ©

Jf payments, g

1V. INFLATION

e determination of the rate of inflation, given fiscal
s

This section speciﬁe ad the level of relative costs.

. trade 2
policy, the terms of

. the absence of a policy of money wage control, be
¢x ante disposable real wage on the basis of taxes
rime of settlement. The ex ante real wage may con-

Voney wages
Wage barga

:onceived as estd | at

:nd prices that preval

3 mn
ining may»

: an
bils}_'lmg he
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Adjustments to inflation
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Tl |

|976]

Note: ¢ denotes value at current prices; prefix P denotes price deflator
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. FORMAL ANALYSIS OF THE CAMBRIDGE ECONOMIC POLICY

LIST OF SYMBOLS

real output
domestic expenditure
exports
imports . .
private expenditure (consumptlon plus fixed investment)
public sector expenditure o iE
stockbuilding
real national income
net public sector revenue (direct and indirect taxes, etc. less subsidies and debt
interest)
overall net tax rate (same coverage as 7, includes f,, f, f, and t, among
others)

private disposable income
current balance of payments i
UK terms of trade (ratio of export to import prices) %
propensity to import s
real growth rate
rate of inflation
private net acquisition of financial assets F
public sector financial deficit '
volume of world trade in “‘competitive” products
exchange ratfc_a (f;orel:)@ Ucurrency units per £)

or cost of sales by UK producer: i i i :
:'laec;tindirect b exgorts, s relative to competitors in own currencies
net indirect tax rate on imports
net indirect 1ax ‘rate on domestic expenditure
world price of competitive™ products in foreign currency units
world price of raw materials in foreign currency units
world terms of trade for raw materials
money Wage
disposable real wage target
net direct tax rate on wages
actual disposable real wage

[s) meﬂt

E?S’Ef,sime real profits
output per employee
current cost PEr unit of final sales
domestic P}'Qﬁt mark-up on historic cost
unit historic cost of final sales
stock appreciation
gifferential real profits on exports
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», An Inter-Industry Analy
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3 .
A INTRODU

< Up until now statistical ‘investigation
centrated almost entirely upon variatior
quency through time (e.g. Pencavel, 1970
that there are significant differences in
recorded for different industries (e.g. G
section study of strike frequency should
which to formulate and test hypotheses
sttempts just such a study using annual
Its immediate objective is to document
strike causation that anticipate inter-in.
consequent model to empirical scrutiny 1
tEit they predict variation in strike incide:
@;Iyéloped in time series work will be i
economic theory contains certain well e
foremost predict significant inter-indust:
Siegal, 1954). Developing and testing suc
sion to the econometric literature on stri
‘This study examines strike frequency
the period 1963-1967. The recorded lev
Average of one strike per year in the tob:
Bon-electrical engineering. The frequenc:
Irrespective of the way they are classified - .
the hypotheses discussed in this paper tre - .
Quence of breakdowns in wage negoti.
,[%t_ricted to “wage strikes” alone (cf. Be:
ﬁnqs are likely to involve wage-related is:
, '_ﬂt_they can be treated “as if” they are ¢
'Ei irical findings indicate that economic
_%;nter-industry strike differences. Fur -
sges Of the bargaining unit and the e
; Srates are essential to this conclusion.
o\ e official classification of strikes _
°Ss relating as it does to the reasons’ :
Sotiations are complex phenomena. 7
'Superﬁcial and pcripheral to the ur
gof course, that a study of the immed’
and interesting in jts own right (-
. da!:a on “wage strikes” would pe
P !“.thls study. It should also be note
"'“'_- between the interests of wor .
" of management and owners.)
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9 Costs and prices

This chapter and the next show how inflation can be analysed as
asequential process. Once again our main concern is with logical
accounting relationships which constrain what can happen
without fully determining what will happen. In previous chapters
we_supplemented _accounting identities with a general
P@mux'um (that stock-flow_ratios _do not_change
indefinitely). Fgr inflation, too, we _shall adopt a general
behavioural axiom — that none of the main categories of income
(wages, interest, profits, tax revenue) is indefinitely altered as a
share of the total by general inflation of prices. Just as principles
of assetcreation have been illustrated by examples using specific
versions of the stock-flow axiom, so principles of inflation will

now be illustrated using specific assumptions about the adjust-
ment of wages, interest, profits and tax revenue when prices rise.

But therw&,&ence. In the _case of financial
stocks and_ flows we were able to_suggest what, specifically,
determines steady-state values. WeEannot Hlo the same for rates
oﬁ:ﬁ‘gﬁon. On the contrary, although we can show in general
how inflation must be transmiffed, fic analysts itself suggests

that Steady=Srate Tates of infiation in a closed economy can
change rather capriciously.

Plan of the two chapters
This chapter presents accounting relationships and points out the

consequences of certain norms foW. Basic
principles of inflation accounting are tntroduced.* The main result
of the chapter is to show precisely how costs must add up.

* A more complete discussion of inflation accounting will be found in Chapter
1.
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Chapter 10 introduces a general axiom about adjustment of
wages, profits, interest rates and tax revenue which enables us
to analyse inflation as a determinate, sequential process. The
rate of inflation will be solved endogenously for specific cases
which illustrate the general axiom.

Costs, interest and profits

Let us start the analysis of how costs add up by considering once
again the accounts of a single business. In Chapter 4 we set out
amodel in which a business holds inventories of goods and work-
in-progress. This was used to illustrate the cash-flow problems
which are one important motive for borrowing.

This time we are not interested in cash flow but in costs and
prices. We must now distinguish explicitly between changes in
volumes of transactions and changes in unit costs and selling
prices. To keep the examples as simple as possible we assume

throughout this chapter that the volume of goods and services

produced and sold, and the volume of inventories, remain

constant through time. All changes in money values will then

s - . 0 03 .

represent changes in unit costs or prices. The appendix provides
'an algebraic treatment which demonstrates that the results hold
wequally well when volumes change at the same time as prices.

A rise in unit costs

First suppose that there is a Wwﬂm@gnd
consider how prices fusDrise @ profits are to be maintained.
Table 9.1 below provides a specific example.

The time periods have been chosen such that inputs purchased
and work undertaken inoné\period emerpge assales i the next
period —i.e., the time periods are equal in length to the period

of production. I

the Start df each period are sold in

that period; inv i e period represent costs
incurred during the period.* The starting-point of the tableis

* Thealgebrain the appendix allows accounting periods to differ from the period
of production.
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Table 9.1 A rise in costs with a constant volume of sales turnover and
inventories

1) @ @3) (C)) &) (6)

Period Unitcost Costsin  Interest Profits Valueof Priceindex

index period chargeon netof salesin  ofgoods
(period1 =end-  opening interest period  and
= 1.00) period value of services
valueof inventories sold
inventories (period 1
= 1.00)
® ® (%) &)
1 1.00 700 35 265 1000 1.00
2 1.00 700 35 265 .1000 1.00
3 1.10 770 35 265 1000 1.00
4 1.21 847 39 291 1100 1.10
5 1.33 932 42 321 1210, 1.21
6 1.46 1025 47 352 1331 1.33
7 1.46 1025 51 388 1464 1.46
8 1.46 1025 51 388 1464 1.46

that unit costs of production, having been constant in periods 1
and 2, rise by 10% in each of periods 3 to 6 and then remain
constant in periods 7 and 8. Column (1) shows the unit cost
index, and column (2) shows amounts of money paid out as costs
in each period.

From now on we shall need to distinguish interest charges on
inventories from profits proper. Column (3) of the table shows
interest charges calculated at the rate of 5% per period on the
value of inventories at the start of each period (end of the
previous period). T%W@MMME
financing its inventoriesentirely by borrowing and therefore
actually has to pay the imé‘r’escmgmﬁl column (3) to
its creditors. Alternatively, whatever part of the value of}
inventories is not financed by borrowing represents money
locked up in the business which could otherwise have earned
interest. Either way, it is meaningful to separate out interest-
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on money invested in inventories from profits of the business as
such. '

Columns (4), (5) and (6) of the table give the answer to the
problem posed at the outset —_how_selling prices must be
increased in_order that profits are maintained as costs rise. To

\Beﬁpﬁéﬁ'e',ﬁo;met of interest have been maintained constant
in real terms — measured by their purchasing power relative to
the average price of goods and services sold (column (6)). The
reader may verify this by dividing the price index into the profit
figure for each period (the answer always comes out as $265). To
confirm that profits have been calculated correctly, let us refer

back to Chapter 4 where pgofits (before deducting interest) were

defined as sales revenue, S, less ¢ the change in the
value of inventories, Al. Here we have profits net of interest

given by o Pt
fl=8§+AT-C-RI_, = 9.1)

where R is the rate of interest per period and T _, is the opening
value of inventories. In the table, column (4) is equal to column
(5) plus the change in column (2), less columns (2) and (3).

The solution for the price index (column (6)) should not
surprise the reader if he or she recalls that sales lag one period
behind the purchase of inputs and the activity of production. The
price index rises by 10% in each of periods 4 to 7 —i.e., by the
‘ he unit cost index (column (1)), but one period

The adding-up property

Note that the value of sales in each period is equal to costs
incurred in the previous period plus interest and profits in the
current period. Moreover profits and interest are both constant
proportions of sales revenue. We may therefore say that prices
have risen as if historic costs of production were being passed
into selling prices with the addition of interest charges and a
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So(ngmt average profit mark-up. We can write this formally as

§ =C_,(1+R) (1+}) 9.2)

where C_, represents _historic costs, R is the rate of interest
charged on costs, and \ is the proportionate mark-up for profits
net of interest. This represents the adding-up property of costs,
interest, profits and prices.

To be absolutely clear that the equation is an identity which
does not rely on any particular assumption about how prices are
determined, consider the example of period 4 in the table above.
Lagged costs, C_,, are $770. The rate of interest, R, is 5%, so
interest charges are 5% x$770 = $39, bringing costs plus interest
up to $809. Profits are $291, making the total value of sales

$809+3$291 = $1100. The profit mark-up on costs plus interest
is

N = $291/$809 = 36%
Whatever the level of profits and the value of sales, we ca

al rofit mark-up, A, in this manner.*
At first sight the adding-up identity (9.2) may npt appear to
be very revealing. Westill have some way to go before its precise

significance will emerge. But it is obvious already that we can
convert the identity into a statement about the price index, p,
relative to lagged unit costs, UC_,. The price index is defined as

sales value divided by sales volume,

p=_8is (9.3)

where s is the volume of sales in the current period. The volume
of sales is equal by assumption to the volume of production in

the previous period. So lagged costs per unit of output,
UC_,, must be equal to

C_i/s

* If prices were low enough relative to costs, the mark-up might come out
negative,
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Therefore if we divide the adding-up identity (9.2) by the volume
of sales, s, we get

p=UC.(1+R) (1+8) kot & b (0.4

A

This says that the ratio of pr::?v@gged unit costs depends on
the rate of interest and the pfofit mark-up. In our example the
volume of sales at period 1 prices is $1000 (the volume of sales

is constant throughout). So, for example, the price index in
period 4is

$1106/$1000 = 1.10
Lagged unit costs are
$770/$1000 = 0.77
The reader may verify that
1.10 = 0.77(1+0.05) (1+0.36)

i.e., lagged unit costs plus the interest charge (5%) plus the profit
mark-up (36%) are indeed equal to the price index.

We want to obtain an expression for real wage costs, interest
and profits as shares of output. But we cannot do .this
meaningfully by dividing the identity 9.4 by the price index since
the resulting unit-cost term

uc_./p

describes a sum of money paid out in the previous period divided
by the price index in the current period. We shall not get any
further until we have looked more carefully at the question of
inflation accounting. :

Costs and prices 175

Inflation accounting — a paradox

The behaviour of costs, interest payments and profits in Table
9.1 above is at first sight paradoxical when expressed in ‘real’
terms. Suppose that we divide the various payments in each
period by the price index so as to get a measure of their
purchasing power in terms of the goods and services actually
produced. The result is as follows.

Table9.2 Payments from Table 9.1 divided by the price index
(period 1 purchasing power, $)

Period Costs in period Interest Profits Total
= real value of end-period charge
inventories = end-period
real capital invested

1 700 35 265 1600
2 700 35 265 1000
3 770 35 265 1000
4 770 35 265 1000
5 770 . 35 265 1000
6 770 35 265 1000
7 700 35 265 1000
8 700 35 265 1000

Total receipts from sales are constant in real terms. The flow
of interest payments is constant in real terms. Profits (after
payment of interest charges) are constant in real terms; more-
over according to the principle set out in Chapter 4 (page 72),
if inventories are wholly financed from borrowing the whole of
profits is available as a cash flow to the owners of the business.
Yet, because money costs rise before prices, real costs (money
costs divided by the price index) are 10% higher throughout the
period of rising costs (i.e., periods 3 to 7). Where have the
resources to pay for the higher real costs ‘come from’?




176 Inflation

Inflation and the real value of money debt

The resolution of this paradox is illustrated in Table 9.3 below.
Itis now best to treat all money invested in finance of inventories
as if it was a debt of the business so that we can clearly distinguish
what happens to the money invested. The first column of the
table corresponds to the end-period value of inventories in Table
9.1. The second column shows changes in the first column which
determine the amount of new money the business has had to
borrow in each period. The third column reproduces the price
index from Table 9.1 which we use to measure the real value of

transactions in each period and the real value of end-period
debt.*

Table9.3 The fallin real value of existing debt of the business

) 2 3 ) ®) ©)

Period End-period  New Price Realvalue Realvalue Changein
money value  money index of end- of new real value
of debt lentin (period1  perioddebt moneylent ofexisting

period = 1.00) inperiod debtin
(changein ((2)+(3))  period
)]
($ values) (period 1 purchasing power $)
1 700 0 1.00 700 0 0
2 700 0 1.00 700 0 0
3 770 70 1.00 770 70 0
4 847 77 1.10 770 70 =70
5 932 85 1.21 770 70 =70
6 1025 93 1.33 770 70 =70
7 1025 0 1.46 700 0 =70
8 1025 0 1.46 700 . 0 0

* Note that, until we aggregate, this price index may not be a good measure of
the general purchasing power of money. For discussion of the impllcat!ons of
deflating end-period debt by the average price index for sales in the period see
Chapter 11, page 224.
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Columns (4) and (5) of the table are obtained by dividing the
first two columns by the price index. They show that in period
2 there was no change in the real value of debt and no borrowing
of new money. The rise in the real value of debt in period 3 was
exactly equal to the real value of new borrowing. But when
prices rose in periods 4 to 6 the real value of debt remained
constant despite the fact that borrowing of $70 in real terms was
taking place each period. Existing creditors of the business were
in fact losing out to the tune of $70 each period as inflation
eroded the real value of debts fixed in money terms. This
continued in period 7 (when prices rose for the last time)
although the flow of new borrowing had by then come to an end.

The ‘inflation loss’ shown in column (6) of the table broadly
resolves the paradox noted at the outset. It is existing creditors
of the business who have ‘paid for’ higher real wage costs

through erosion of the real value of the money they have
invested.*

Realinterest

The_mai i ic i is inflation,
interest actually paid on money debt is an inappropriate measure
of the return to creditors and, for that matter, the cost to debtors.

The proper measure of real interest in each period is given by
interest paid (deflated by the price index) less the real capital loss
—————— D

_caused by inflation. t

* There is still a small timing problem because extra real costs (Table 9.1)
occurred in periods 3 to 6 when unit costs were rising, while the ‘inflation loss’
to creditors occurred in periods 4 to 7 when prices were rising. Note that the
identity between additional real costs and inflation losses to creditors could be
made precise, period by period, if we measured the real value of debt in terms
of the unit cost index instead of the price index.

t The precise formula for the real interest rate, r, is

1+r = (1+R)/(1+%p)

where r is the nominal interest rate and %p denotes the rate of inflation (see
the appendix).
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In our example the real interest rate has been negative,
approximately

5%-10% = —5%

from period 4 to period 7. In each of these periods creditors of
the business have received interest payments worth $35 (period
1 purchasing power) but have suffered a $70 inflation loss. They
have received negative real interest of $35 per period. The exact
value of the real interest rate in periods 4 to 7 is real interest
- divided by the opening real debt, i.e.,

—$35/8770 = —4%2%

Inflation-adjusted accounts

Inflation-adjusted accounts of the business can now be set out.
~—

Table 9.4 Inflation-adjusted accounts of the business
(period 1 purchasing power, $)

(1) (4] 3 @ 5)
Period  Costs Changein Sales Real Profits
= end- inventories interest
period = changein
value of debt
inventories
= end-
period debt
1 700 0 1000 35 265
2 700 0 1000 35 265
3 770 +70 1000 35 265
4 770 0 1000 -35 265
5 770 0 1000 - =35 265
6 770 0 1000 -35 265
7 700 =70 1000 -35 265
8 700 0 1000 35 265

- ———— it
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These accounts satisfy the same identities as the accounts in
current prices shown in Table 9.1. Profits (column (5)) are equal
to salesless costs and teal interest plus the change in the value
of inventories. Profits turn out to be a constant percentage of
sales and a constant percentage (36%) of historic costs plus real
interest (which always comes out at $735).

Real profits of the business (column (5)) have been constant.
But for creditors of the business the fall in the value of money

s impli (3 alth. The reason why creditors have
received negative real interest of $35 in four periods is that the
nominal interest rate ha n_held constant at 5%, regmr
of Cﬁg ation. —

ost inflation from period 3 to period 6 has increased the real
incomes of employees and suppliers of the business at the ex-
pense of the creditors.*

Adjustment of nominal interest rates

If nominal interest rates had kept up with inflation the story
would have been different. To illustrate this the episode of cost
inflation is now re-run with a constant real interest rate. This is
done by raising the nominal interest rate to 15%2% from period
3to period 6 inclusive.t

* Inperiod 3 the extra real costs were paid out of an increase in real debt (column
(2)) but this was recovered from creditors in period 7.
1 Thecalculation is

(1+0.05)x(1+0.10)—1 = 0.155

(see the formula in the footnote on page 177 above). Observant readers may
wonder why the nominal interest rate has gone up in period 3 since in the
preceding example real interest only went negative in period 4. It will be found
that the only way to preserve the real interest rate at 5% in period 4 is to start
the higher nominal interest rate from period 3. When the profit mark-up is
constant, nominal interest rates must adjust simultaneously with changes in
cost inflation if real interest rates are to be preserved, period by period (see

appendix).
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~ Table 9.5 A rise in costs accompanied by a rise in the nominal interest

rate
¢)) ¢ 3 ) &) )
Pericd Unitcost Costsin  Interest Profits Valueof Priceindex

index period = charged net of salesin  ofsales
(period1 end-period on interest  period (period

= 1.00) inventories inventories 1 =1.00)

4] 6)) 6)) 6))

1 1.00 700 35 265 1000 1.00
2 1.00 700 35 265 1000 1.00
3 1.10 770 109 291 1100 1.10
4 1.21 847 119 321 1210 1.21
5 1.33 932 131 353 1331 1.33
6 1.46 1025 144 388 1464 1.46
7 1.46 1025 51 388 1464 1.46
8 1.46 1025 51 388 1464 1.46

As before, the value of inventories at the end of each period

is equal to costs incurred in the period. Goods and services are
sold with a constant 36% mark-up on historic costs plus current
interest charges.

It emerges that the rise in the nominal interest rate frpm 5%
in periods 1 and 2 to 15%2% in period 3 is sufﬁciept by }tself to
raise the price of sales in period 3 by 10% (in this period unit
costs have started to rise but have not yet fed through into sales).
The consequence is that real costs in period 3 (measured in
period 1 purchasing power) remain constant at $700; the
simultaneous rise in the nominal interest rate has prevented
them from getting ahead of prices. Since the higher nominal
interest rate has been passed through into prices, the purchasing
power of money has fallen; the inflation loss leaves the real
interest rate at 5%.

From period 4 to period 6 costs and prices rise together at a

e v — - o e 1 ey

e have co
onclusion.* he nominal interest rate varies in line with
inflation of costs, and jf, in-addition, percentage
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rate of 10% per period with the nominal interest rate held
constant at its new level of 15%2%, maintaining the real interest
rate at 5%. Then in period 7 when unit costs stop rising, we have
put the nominal interest rate back to 5% which has the effect of
halting the inflation of prices; the cut in the nominal interest rate
exactly offsets the remaining cost increase still coming through
and the system settles into a new steady state at a permanently
higher level of money prices and costs.

The reader may check that our various identities for profits
hold in each period in this example as in previous examples. If
the inflation-accounting procedures applied before are worked
through again it will be found that nothing at all changes in real
terms through the inflation episode. The volume of sales is, by
assumption, always equal to $1000 at period 1 prices. Real costs
and the value of the end-period inventory are always $700
(period 1 purchasing power). Real interest is $35 in every period
and real profits are $265. In fact the process of inflation has left

no trace whatsoever on inflation-adjusted accounts for the
business.

Inflation neutrality

an exceedingly important and quite genera)

d PIOn al'€ a
constant mark-up on historic costs plus mterest, rices will
change simuit i i nit €osts. General
changes in the level of money costs and prices will have no effect
at all on the real income of employees and suppliers, the owner
of the business. or its creditors.

What we have found is the set of assumptions under which in-

fiation is strictly ‘neutral’, having no effect on any category of
real income per unit of production and sales.

* The appendix gives an algebraic demonstration.

4
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Steady states

When the results are inflation-neutral in the sense just described,
we shall say that the cost-price system is in a ‘steady state’. In
other words, we define an inflation steady state as a situation in
which the real interest rate (measured relative to cost inflation)
and the profit mark-up are both constant. As has just been
shown, real costs per unit of output will then also be constant.
- But the rate of inflation is not determinate from the
characteristics of these steady states. It could be anything and it
could change instantaneously (as it did in periods 3 and 7 in the
example just discussed).

It is intuitively obvious what will happen when neutral or
steady-state assumptions do not hold. Given the volume of sales,
an increase in any one category of real income is at the expense
of others. If nominal interest rates get ahead of inflation, real
costs and/or real profits must fall. If costs get ahead, real interest
and/or real profits must fall. If profit mark-ups rise, real costs
and/or real interest rates must fall. . .

But we must be careful. The price index which has been used
for inflation accounting so far has been the average price of the
products of the business in question. This may not be a very
relevant measure of purchasing power for the incomes l?elng
measured. This defect of the approach will only disappear if the

results are aggregated for the economy asa whole.

Aggregation

It was explained in Chapter 4 that when business accounts are
added up for a closed economy, purchases and sales 9f ‘inter-
mediate’ goods and services can be netted out. What is left on
the sales side is final sales, FE, defined in Chapter 1 as sales to
consumers and government and sales to businesses in their role
as purchasers of durable capital goods (e.g., factories and equip-
ment). If rent is regarded as a part of aggregate profits, the only
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item left on the cost side is money wages and salaries. The
average profit mark-up, A, is defined by the ratio of aggregate
pr9ﬁts to aggregate costs plus interest charges. The aggregate
price index, p, representing the average price of all final sales in
the economy as a whole, is a reasonable general measure of the
purchasing power of money.*

It is high time that we introduced taxes as a further element
of costs. Taxation will here be represented formally as a
percentage charged on the value of final sales.

An example of aggregate costs and profits

The following table adapts the example for a single business in
Table 9.1 to provide a hypothetical set of accounts for a whole
economy. It is aggregate volumes of output, final sales and
inventories which are now assumed to be constant.

Table 9.6 provides a description not of disposable income but
of primary income generated by production. Several forms of in-
come transfer are left out — notably taxes on income, interest on
government debt, interest on private debt other than that which
finances inventories and grants like social security benefits which
have no direct bearing on incomes earned in production. But
note that if wages, profits and interest on inventories were shown
after tax, the column for taxes should include direct taxes on
these incomes and social security contributions paid by
businesses and employees. :

There is one other important point of interpretation. The table
says nothing about the average wage per employee. Column (2)
provides figures for the aggregate wage bill but the table does not

* It is obviously unrealistic to assume a unique, common period of production
for all businesses. The appendix shows that this is unnecessary since our results
hold eq}lally well when the accounting period differs from the period of
production. Strictly, one modification is required — the interest-rate term in
adding-up identities must be multiplied by a ratio representing the share of
l:}gged costs iq the total cost of current sales. But to keep the examples as
smple as possible this will be ignored here; we assume a unique, aggregate
period of production and continue to use this as the accounting period.
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say how many people are employed. Column (1) provides an
index of wage cost per unit of output. This would only give us
an index of the average wage per employee if labour productivity

(defined as the average volume of output per person) was
constant.

Realincomes and inflation-neutrality

The same inflation-accounting procedures as before can be
applied to the aggregate accounts.

Table 9.7 Inflation-adjusted accounts for a whole economy
(period 1 purchasing power, $)

Period Wagebill = Interest Profits Sales Volume of
end-period  on net of taxes final sales
value of inventories interest
inventories

1 700 35 265 250 1250
2 700 35 265 250 1250
3 770 35 265 250 1250
4 770 =35 265 250 1250

These aggregate accounts have essentially the same properties
as those for a single business discussed earlier.

The adding-up property is now that lagged real wage costs per
unit of output plus the real interest charg,

e on inventories plus
the profit mark-up and the tax mark-up must be equal to the
volume of final sales.

There are now three conditions for ‘neutrality’ of the inflation-
accounted results. Not only must the real interest rate (relative
to cost inflation) and the profit mark-up remain constant, but
also the average rate of sales tax must not change. The first of
these conditions is infringed in the example above from period
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3 onwards. This is why the real wage bill has changed in period
3 and real interest has gone negative in period 4.

Just as before, we define an inflation steady state as a situation
in which the three conditions for neutrality are met, comparing
one period with the next. Again, real wage costs per unit of
output are necessarily constant in a steady state. This implies
that money wage costs cannot get ahead of prices provided
nominal interest rates are adjusted immediately and profit and
tax mark-ups are maintained.

Finally, recall that in steady states the rate of inflation is

indeterminate and may change instantaneously from one period
to another.

Appendix 9.1 Inflation and incomes from production

This appendix provides an algebraic treatment of costs, prices
and the distribution of income when volumes of output, sales and
inventories are changing and the length of accounting periods
differs from the period of production. The presentation here is
for a closed economy as a whole.

The definition of profits and the adding-up identity

_ Our starting-point is the definition of profits net of interest
charged on the value of inventories:

Il = FE+AI-WB-T-R.I_, (A9.1)

Here I denotes profits, FE is the value of final sales, Al is the
change in the value of inventories during the accounting period,
WB is the wage bill, T is sales taxes (net of subsidies), R is the
rate of interest and I_, is the opening value of inventories on
which interest is charged.

The historic cost of current-period sales, HC, is equal to the
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current wage bill less the change in the value of inventories:

HC = WB-AI (A9.2)

The proportion of historic costs of sales in each period which
has been carried over from earlier periods, k, is measured by the
opening value of inventories:

k =1/HC (A9.3)
We may now write historic costs plus interest charges as
HC+R.I_; = (1+kR)HC

The profit mark-up on historic costs plus interest charges is
defined as '

A = IN(HC+R.L,) (A9.4)

So the sum of historic costs, interest and profits may be written
as

HC+R.I_,+II = (1+\) (1+xR)HC

Finally let us define an average sales tax rate, 7, as a
percentage of the costs of sales including interest and profits:

1 = TAHC+R.I_,+II) (A9.5)

We may now rewrite the definition of profits (A9.1) in two
alternative forms:

FE = HC+R.I_,+II+T (A9.6)
FE = (1+1) (14\) (1+kR)HC (A9.7)
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Volumes and wage costs
The basic volume measures are

fe the volume of sales at base-period market prices, and
i'  theend period volume of inventories at base-period cost

It will be convenient to define the volume of output at base-
period cost so that the wage bill in each period can be expressed
accurately as the volume of output at cost multiplied by an index
of wage costs per unit of output.

The historic cost of final sales in the base period,

HCo = WBO-AIO
includes an element of costs carried over from earlier perio'ds.
We can correct for this by revaluing opening base-period

_inventories at base-period cost to measure what final sales in that
period would have cost at base-period wages per unit of output:

fe'o = WBO—AiI(]

A general measure of the volume of final sales at base-period
costis then given by

fe' = felo (A9.8)

where o is the ratio of base-period market prices to base-period
cost:

o = fey/fe’y

The volume of output at base-period cost may now be defined
as

ql = fel +Ai’ ' (A9o9)
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and the index of wages per unit of output at cost as

W' = WB/q' (A9.10)

The above definitions imply that in the base period the volume
of output at cost is equal to the wage bill -

q'o = WBy

sO th‘e iqdex of wages per unit of output at cost takes the value
of unity in the base period:

w'0=1

We shall assume* that the end-period value of inventories

depends only on current wa i
r ge costs per unit of out, he
volume of inventories: P putandont

I=wi (A9.11)

T}xg cha‘nge in the value of inventories in each period may be
divided into two components:

Al =I-1_,
= Wi'-W'_,i'_,
= WAI'+(W'=W'_,)i'_, (A9.12)

The first component represents the volume change in inventories
valued at current cost: the second component represents a

*A more general fonpulation would have to allow for the possibility that the
unit cost of end-period inventories may diverge slightly from current wage
costs per unit o@ output. This would considerably complicate the formulae
;\(r)l:::h follow by introducing ‘relative inventory valuation adjustments’ of the

I-w'i’

whl;:ih would usually in prgctice be very small. Note that the problem is
confined to shifts in the relative unit cost of inventories compared with the base

period; we have just shown that W', = 1, which impli i
period; we have | o = 1, which implies that A9.11 will always
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valuation change due to changes in money wage costs per unit
of output.

- Historic costs in each period may now be derived as a function
of current and lagged unit wage costs. Using A9.2, A9.9, A9.10

and A9.12

HC = WB—AI
= W'(fe’ +Ai")—W'AI' (W' —W'_))i'_,
= W'.fe'—(W'=W'_))i'_, (A9.13)

This says that the historic cost of current sales is equal to sales
valued at current cost less the valuation change on inventories.

Now let us define the proportion of final sales volume deriving
from the opening volume of inventories:

K = i'_,/fe’ (A9.14)

The historic cost of sales may be expressed (using A9.13 and
A9.14) as

HC - ! ) BV
o = (KWW . (A9.15)

This says that the unit cost of current sales is a weighted average
of current and lagged wage costs per unit of output.

Costs and prices

It is now convenient to scale the index of wage costs by defining
W = W'/o (A9.16)

so that W' and fe’ in equation A9.15 above can be replaced by
market-price measures, W and fe. Noting that the interest
charge on inventories can similarly be expressed in terms of
lagged wage costs and the opening inventory/sales ratio, k', the
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result for historic costs (A9.15 above) can be expanded to
include the interest charge as

HC+R.I, = {(1-x)W+k'(1+R)W_, }e

?nd. including profit and tax mark-ups, the value of final sales
is

FE = (1+T) (1+0) {(1-x)W+K'(1+R)W_,}fe  (A9.17)
Finally, defining the price index for final sales as
p = FE/fe (A9.18)
we arrive at a relationship between unit wage costs and prices:

p = (1+7) (14+)) {(1-K")W+k'(1+R)W_,} (A9.19)

Real interest

Consider a stock of money, MON, and define its end-period real
value as

mon = MON/p (A9.20)

The real value of the same stock of money at the end of the
previous period was

mon_; = MON/p_|

anfi the change in real purchasing power due to the change in
prices between the previous period and the current period is

Amon = MON/p—~MON/p_,
If the rate of inflation is defined as

%p = plp-,—1 (A9.21)
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the change in real purchasing power reduces to

Amon = —%p. mon (A9.22)

Interest earned on the stock of money at the rate R per period
isin real terms worth

R.MON/p = R.mon (A9.23)
Adding A9.22 and A9.23, we obtain the real return on the stock
of money as

R—%p).mon = {R=2B). mon_
( op).mon (1+%p) mon_,

= {1tR_ _1} mon_,

A9.24
1+%p (A9.24)

The real rate of interest, r, may therefore be defined relative to
the end-of-previous-period real value of the stock of money as

1+R 4

A9.25
1+%p ( )

r=

To maintain a constant real interest rate as inflation varies, the
nominal interest rate must be adjusted so as to satisfy

(1+R) = (1+1).(1+%p)

Costs and prices again

We now return to the price formula (A9.19 above). Cost
inflation may be defined in the same way as price inflation by

BW = WIW_,~1 (A9.26)
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The real interest rate measured in te i
r rms of cost inflati i
analogy with A9.25 above, flation, is, by

1+ %W (A9.27)

This definition can be substituted in A9.19 to simplify the term
for unit wage costs and interest. First note that

. - _(1+R)
(1+R)W_, o) W

= (1+r').W
It follows that A9.19 can be rewritten as

p = (1+7) (1+\) (1+x'.I")W (A9.28)

Now, finally, defining the index of real wa ' .
output as ge cost per unit of

w = W/p

we derive the constraint on real incomes generated in production
as

w(l+7) (1+N) (1+x'r') =1 (A9.29)
For inﬁz}tion-neutrality of the distribution of real incomes from
production, it is evidently sufficient that any three of the four
termsw, T, A and k' r’ in A9.29 should remain constant.

I*!ote that when real unit wage cost, w, is constant from one
period to the next, the rates of cost and price inflation must be

equal:
%W = %p

.ln this case r' in 1.1\9.29 can be replaced by r (the real rate of
interest measured in terms of price rather than cost inilation).
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Inflation-accounted incomes from production

Using lower-case letters without primes to denote variables mea-
sured in terms of real purchasing power, historic real costs can
be defined by analogy with A9.2 as

hc = wb—Ai (A9.30)

" Note that the real value of end-period inventories, i, is not the
.same as the volume of inventories except in periods when the

unit wage cost index, W’, and the price index, p, happen to
coincide. In general

i=1Up=W.lp
= w'.i’ (A9.31)

wherew’ = W'/p. .
The change in the real value of inventories can be
decomposed, by analogy with A9.12, as

Ai = WA HW =Wy’ (A9.32)

where the first term is the volume change and the second term

is the real valuation change.

Following identical steps to those em;?loyed for money costs,
interest, profits and taxes, the real unit cost of sales may be
expressed as a weighted average of current and lagged real wage

costs per unit of output (see A9.15),

lflg = (1-k")w+k'.w_, (A9.33)
(J

i 7 i be
and the summation of wage costs and other incomes may
expressed in the alternative forms (see A9.6and A9.7)

fe = he+ri_+m+t (A9.34)
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and ’
fe = (1+1) (1+1)(1+«"".r)hc (A9.35)

where «'’ is the share of the opening real value of inventories in
the historic real cost of sales:

K" =i_,/hc (A9.36)

The problem noted in this chapter about the timing of adjust-
ments to the nominal interest rate can be understood from A9.33
and A9.35. In the chapter we had a period of production exactly
equal to the accounting period so that by assumption

K=K'=K"=l
and

hc = w_,.fe

The real cost of sales in each period was entirely 'predetermined

by wages and prices in the previous period. Thus in A9.35 the
product

(1+7) (1+N)(1+k'".r) = fe/lhc = Uw_,

was predetermined. Given a zero tax rate and a fixed profit
mark-up, the real interest rate measured in terms of price
inflation, r, was also predetermined. This result would not hold
if the acounting periods were longer than the period of
production since the real cost of sales would no longer be entirely
predetermined by what had happened in earlier periods. But the
element of predetermination is a genuine phenomenon (not just
a product of the way in which we have carved up time periods)
which arises because in the sequence of production, wage costs
must generally be incurred before interest, profits etc. can arise.



10 Inflation processes

The previous chapter has shown how wages, interest charges,
profits and taxes feed into the average price of final goods and
services in a closed economy. This chapter proceeds to analyse
inflation as a sequential process. Our general hypothesis is that
none of the various components of final prices will fall behind
progressively or indefinitely in the course of a sustained inflation;
they are protected by a variety of adjustment mechanisms which
tend to keep costs and prices rising together.

The general hypothesis

In a modern economy there are tendencies for stabilization of
most individual categories of income in real terms or relative to
one another or as a share of national income. For example, taxes
are usually assessed as percentage rates applied to money
incomes and expenditures. This sustains tax revenue in real

terms and as a share of national income when money prices and

incomes rise. Similarly there is a tendency for nominal in.terest
rates to adjust in response to changes in the rate of inflation so
as to reduce the variations in the real return to owners of ﬁ{\an-
cial assets which would occur if nominal interest rates remained
ﬁx;:lg.ain, although profit shares generally go up and down
between booms and recessions of real output, the share of profits
usually does not alter so drastically in- respons.e to changed

inflation rates.”*

i in Chapters 4 and 9. Itis
* that this statement refers to profits as defined in Chap r
:‘c;)tut:me as regards another frequently used measure — profits less inventory

revaluation (stock appreciation).
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There is also in most countries a fairly pronounced tendency
for the rate of increase in money wages to vary in response to
the rate of inflation of prices, helping to keep the share of wages
in national income reasonably stable. Since wages form a large
part of national income, the observation of a correlation
between movements of the average money wage in the economy
as a whole and movements of a general price does not necessarily
prove much; there is a chicken-and-egg question about which
moves first. But most individual money wages, as well as the
average for the economy as a whole, do broadly keep up.

Our objective is now to analyse the cumulative or continuing
inflation processes which arise when most categories of real
income are capable of being defended, to a greater or lesser
degree, against erosion of their purchasing power. The
instruments through which each income category may be
adjusted are fairly self-evident — profits through revision of
prices fn the light of rising costs, tax revenue through
proportionate tax rates, real interest on financial assets through

changes in nominal interest rates, and real wages through
increases in money wages.

The gverall constraint

As emphasized in the preceding chapter, the components of

prices add up in a well-defined way. This constrains the
combi i —’—dcmtﬁ'eal
terms, as illustrated in Chart 10.1 based on figures from Table
9.7.%

Through time, the shares of different components of prices
may change, as is illustrated in Chart 10.2. But nothing can be
inferred directly from observed changes in shares about whether
inflation has accelerated or decelerated and why. Readers may

* When unit wage costs rise at a different rate from prices, the adding-up prop-
erty for real incomes requires, strictly speaking, that real interest should be
measured relative to the rate of inflation of unit wage costs rather than prices
(see Appendix 9.1)

\

N
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Chart 10.1 The constraint on components of prices as shares of the real
value of sales

to0%
Sales tax (20%)
803z
Profits (ZI %)
gz'zg Real interest on inventories (3%)
Wage casts (56%)
(o]

ask themselves whether, in Chart 10.2, wage inflation has
accelerated with profits lagging behind or whether, on the
contrary, profit margins have fallen, slowing down inflation to
the benefit of real wages. There is no way of telling.
Assumptions are required about the specific manner in which

components of prices adjust we can infer anything about
the rate of inflation. In the remainder of this chapter we shall
usually treat the shares of taxes apd profits as being determined
exogenously, independent of the rate of inflation, on the

assumption that taxes are determined as percentage rates and
thmmwmwwﬁgmm
being revised sa asto preserve the avefage profit mark-up.*

The next part of the chapter considers the a wages

* But note the qualifications at the end of this paragraph and the remarks about
how the share of profits may be sensitive to the volume of output and sales on
pages 204 and 252 below.
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Chart 10.2 A change in the shares of different components of prices
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and its implications for inflation. A similar treatment is then
provided for interest. Finally we note the case, which may be
important in practice, where the profit mark-up is calculated
without proper allowance for interest charges.

Money wages are nearly always adjusted at discrete intervals
of time. It is a fairly common practice, for instance, for the
money wages of any given group of workers to be adjusted once
a year. But different arrangements obtain at different times and
in different places. Sometimes wage indexing arrangements are
made according to which money wages are put up almost
instantaneously to compensate for rises in prices. At the other
extreme a significant number of workers may be covered by long-
term contracts which predetermine money wages for as much as
three years at a time.

No theory of the long-term determinants of wages in modern
economies will be presented here. Our discussion is strictly
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limited to the question of how money wages react to rising prices
in the short run. There are certainly few topics in contemporary
economics which are more vexed than the theory of wage deter-
mination; we and several of our colleagues have made
reasonably plain our views about how the process operates in our
own country.*

To show how an analysis of short-run money wage

determination can be developed, we postulate that money wage
bargains are made with reference to the purchasing power of
money at the time contracts are negotiated. We call the real
value of the agreed money wage at the time when the contract
is made the real wage settlement. This will differ from the real
wage actually received (unless there is no inflation) because in
the period up to the next wage settlement price inflation will
erode the real value of the money wage. The average level of the
real wage settlement may be affected by a great variety of factors
including the extent to which unemployment is feared, or by the
government exercising some kind of incomes policy. We shall
here regard it as an exogenous variable.

Given the real value of wage settlements, we can determine
how inflation affects the real value of wages paid.

To keep things very simple, suppose that money wages in each
period are the outcome of contracts made with reference to
prices in the previous period. In this case the real value of money
wages paid and received in any period will be proportignately
lower, the higheris the rise in prices since the previous period.

Chart 10.31t illustrates what will happen following a real settle-
ment of $770 (measured in purchasing power in some base
period), depending on the rate of inflation and the degree to
which the wage contract provides for indexation. With no
indexation and 20% inflation per period, wages subsequently
paid out would only be worth $642 in real terms at the time of

payment.

* See in particular Coutts, Tarling and Wilkinson, ‘Wage bargaining and the
inflation process’, Economic Policy Review, March 1976, Department of
Applied Economics, Cambridge.

+ Up to now all the charts in this book have represented time on the horizontal
axis. Chart 10.3 and all the remaining charts in Chapter 10 represent inflation
rates per unit of time on the horizontal axis.

Inflation processes 201

Chart 10.3 The real value of wages, given the real wage settlement at
different rates of inflation ’
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The effect of inflation on real wages (given real wage settle-
ments) illustrated in Chart 10.3 may alternatively be represented
as a process taking place in time. In Table 10.1 it is postulated
that inflation moves from zero in periods 1 and 2 to 5% in the
following two periods, thence to 10% and 20%. The real wage
settlement (shown in column (5)) is assumed to remain constant
throughout, implying the money wage settlements shown in
column (3) obtained by multiplying the real wage settement by
the price index. Money wages actually paid (column (4)) are
assumed to be equal to settlements in the previous period and
these have been divided by prices to yield real wages (in column
§6)). The values for real wages corresponding to each rate of
inflation are exactly equal to those shown in Chart 10.1

Partial or full indexation can be achieved if the wage contract
provides for automatic adjustment of money wage payments
whenever prices rise. Contracts of short duration frequently
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renegotiated would have much the same effect. In general, wage
= = contracts suffer less erosion, the more up-to-date the price
8o~z ~ information on which they are based. At the extreme,
S f@EX 2 BEREBEERT settlements which incorporate an accurate expectation about
,E % E-]’ 5 inflation to come can have the same effect as full indexation.
B - Taking account of possibilities like these, it is likely that in a
= a real-life economy outcomes for average real wages will be more
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ately macroeconomic series for wages and salaries are generally
confined to data on wage payments or on average rates of pay
in force. Aggregate data on settlements scarcely exist.*

Unit wage costs

The relevant wage component of costs is wage costs per unit of
output, not wages paid per employee. When wage contracts
specify ‘piece’ rates of pay (i.e., payments per unit of output),
the preceding discussion carries through directly to wages per
unit of output. But it is more common for wages and salaries to
be specified per hour, week or month (‘time’ rates) with little or
no automatic adjustment for changes in output per employee
during the period of the contract. Employers then bear the costs
and benefits of short-run variations in the volume of turnover or
output per employee unless they pass these through into prices.
This practice is one reason (possibly the main reason) why the
share of profits usually fluctuates quite sharply with the volume
of business turnover. In such cases real wage cost per unit of
output will be varying inversely with the share of profits. Purely
cyclical fluctuations in the relative shares of profits and unit wage
costs will, however, be ignored in what follows because they
have little or no effect on prices. ‘
Another point to bear in mind is that wages are subject to in-
come tax deductions and social security contributions. For this
reason wage costs to employers are usually much higher than
cash payments to workers. To the extent that contracts are
motivated by consideration of the real val}le of what wor}(ers
actually receive, our model of the interaction betw?en prices,
taxes and wage costs is formally deficient. However, it would be
easy to reorganize accounts for components of prices to show
unit wage costs (and, for that matter, interest and proﬁts)‘ ona
net-of-tax or ‘take-home’ basis. What we have termed a ‘sales
tax’ would then have to be expanded to include income taxes and

social security contributions.

* Estimates for the UK have, however, been compiled by Coutts, Tarling and
Wilkinson, op. cit.
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Inflation when interest rates are indexed and the profit mark-up
is constant

Let us now put assumptions about the adjustment of real wage
costs into the identity (Chart 10.1 above) which shows how
shares of real wages, real interest, profits and sales taxes in final
sales must add up.

The chart below shows how real wage costs per unit of final
§ales f:lepends on the level of real settlements and the rate of price
!nﬂatlor.l per period. To keep the lines as steep as possible wage
indexation has been assumed away altogether (in real life the
lines may be more nearly horizontal). The dotted lines indicate,

for example, that a 56% wage share could be achieved with ‘low’

settlements and 10% inflation per period ‘high’
and 20% inflation per period. perp or “high setilements

Chart 10.5 Outcome for the share of wages in total costs at different
levels of settlement and rates of inflation

F2% % I R High real wage settements

Low real wage. settlements

2

Price. inflation per perioal

10% 20%
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From the previous chapter we know that there are well-de-
fined circumstances in which the wage share would have to be
56% (or some other number) irrespective of the level of real
wage settlements. This would be the case if the shares of sales
tax, profits and real interest charges in final sales were all fixed,
independent of the rate of inflation. We might well assume a
given percentage rate of sales tax and a given profit mark-up. To
keep the share of real interest fixed we should also have to
suppose that the nominal interest rate rises or falls in line with
changesin the rate of inflation.

The case when the wage share is fixed, irrespective of the level
of wage settlements, is illustrated in Chart 10.6 below. Starting
from the bottom line for wage costs (corresponding to ‘low’
settlements in the previous chart above), we add on real interest

Chart 10.6 Inflation with a given wage settlement

100g[ e o—
Sales tax(20%)
8oz —
L pofts (21%)
59% _
-% 56% _--_-‘-‘“—-
§ ouf
ﬁ d Wage costs (5 6%) Real interest (32)
¢
S
& 0 I
0 10% 20%,

Price. (nflation per period
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at a fixed 3% rate, a profit mark-up of 36% on wage costs plus
interest, and sales tax at 25%. The result has to add up to 100%,
but it does so only at one unique rate of inflation — 10% per
period.

It is not difficult to imagine an inflation steady state in which
wage negotiators have to put up money wage rates per unit of

‘output by 10% each period to maintain the real value of wage

settlements. A nominal interest rate of 15%2% would be
providing an effective 5% real rate of interest. With constant
percentage profit and tax mark-ups, prices would be rising by
10%. So long as the level of real wage settlements did not
change, the 10% rate of inflation would continue indefinitely.

The steady state illustrated in the chart above could very easily
be disturbed. If we had put in the ‘high’ settlements wage curve
(Chart 10.5) instead of the ‘low’ one, the rate of inflation would
have been 20%, not 10%. Note that a transition from one steady
state to the other could be very rapid if nominal interest rates
were adjusted as soon as wage settlements started to escalate. *

It is not only a change in the average level of real wage settle-
ments (expressed per unit of output) which can alter the rate of
inflation. Higher real interest, profit mark-ups or sales taxes
could all equally well push the rate of inflation up. This is
illustrated in Chart 10.7 below which is exactly the same as the
preceding chart except that a new line has been added at the top
to represent a rise in the rate of sales tax from 25% to 36%. This,
too, is sufficient to increase the steady-state rate of inflation from
10% to20%. .

The effects on prices of a rise in sales tax are often discussed
as if the tax increase caused prices to go up once and for all
(possibly with some ‘second-round’ effects). Note that under our
assumptions a rise in sales tax or in any of the other components
of prices will increase not only the price leve'l but also t'he
ongoing rate of inflation. The scale of the additlop to ongoing
inflation depends crucially on the slope of the lines in our charts.
If wage indexation were pervasive, the bottom line would be
almost flat. The rate of inflation would then be extremely

* See the numerical examples in Chapter 9 where inflation jumps from zero in
one period to 10% in the next and a few periods later suddenly returns to zero.
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Chart 10.7 Effects of an increase in sales tax

Sales tax 36%
. \\ 'oo./o
| Sales tax at 25%
8% —
73%
_ Peofits
2 s0x e
§ sex : A 54
3 50%i- 51£
; J Woge costs Real interest
|
&
°5 10% 20%

Price inHation per period

sensitive to upward or downward shifts in any or all of the

different components of prices. o
The effect of an increase in the rate of sales tax on the mﬂagon

rate illustrated in Chart 10.7 may alternatively be represented as

asequential process taking place in ti.me.
T?lble 10.5 illustrates two inflation steady states, the first

i d (periods
iod 1 to 4) at a rate of 10% per period, thfa secon
gptzHS) ata raze of 20% per period. The transition bet».veen .the
two is caused by a once for all rise in the rate of salgs tax in period
from 25% t0 36%.

? 'rl?hrg first (10%) inflation steady state can be traced through
starting with the postulated real wage settlement (coluqm )
together with the price index (column (7)), and inferring the

Inflation processes 209

money wage settlement. Everything else then follows inevitably
from the assumptions given at the head of each column. The
stability of the real cost components shown in the lower half of
the table imply that the inflation isin a steady state, and the 10%
rate of inflation can be considered as a resolution of the fact that
the sum of the cost claims exceeds 100%; the inflation turns the
real wage settlement per unit of output worth 62 (column (9))
into real wages actually paid per unit of output worth 56 (column
(10)).

In period 5 sales taxes are assumed to rise from 25% to 36%.
The new inflation rate of 20% per period then follows inevitably
from the same set of assumptions about real cost claims. In the
top half of the table a heavy line has been drawn for each series
at the point when its rate of change alters from 10% to 20%. The
new (20%) rate of inflation resolves the unaltered real cost
claims partly by reducing the real value of wages per unit of
output from 56 to 51 (column (10)) and partly by reducing the
share of real profits per unit of output (column (12)) since this
is determined as a constant mark-up on costs (column (5)) which
are now, because of the higher tax rate, a smaller proportion of
the total value of sales.

The logical steps displayed in the table can be used to explore
the consequences of making alternative assumptions about real
cost claims. For instance one could enter a higher figure than 62
for real wage settlements per unit of output on the assumption
that with a higher rate of inflation real wage settlements are
raised in an attempt to recover the lost ground. In this case the
new inflation rate will be more than 20%. Alternatively one
could assume that the nominal rate of interest remains constant
at 15%%, in which case (everything else being equal) the new
rate of inflation will be significantly less than 20%. This case is
illustrated in Chart 10.9.

In the light of this observation the reader may begin to wonder
not why inflation occurs but why it is usually not, after all, sovery
unstable. The only stabilizing element in the charts above is the
downward slope of the line for wage costs (but for this, all the
lines would be flat since the upper lines are defined by percentage
mark-ups). However, the charts have so far assumed that the



Table10.2 Aninflation process showing the effe

cts of an increase in sales tax

(cenits per unit; the volume unit is an assortment of goods and services costing $1.00 at period 1

N
o
o.
)
S
=)
2
=
[~}
X

selling prices)
(1) @ €) ) ©) (©) ] ®
; M Unit Interest Profit Tax A i
Period  MoneYene” wapes  wage chage  perunit  perunit  priccol  pricsover
perunitof  paidper costof = (3)% ofsales  ofsales of sales previous
output: unitof  goods& interest = 3(3)"' = ((3)+ =((3)+ period
risesof output  services rate @)x @+©3) @)+(5)+ (percent)
sef OB, sin el mme U )
T10!
0% lagged B lagged T 25% | 36%
RISy
1 62 56 51 8 21 20 1.00 10
2 68 62 56 -9 2 2 110 10
3 75 68 62 9 26 24 121 10
4 82 75 68 10 3 zn 133 10
5 98 82 75 12 3L 43 160 20
6 118 98 82 2l 37 51 192 20
7 142 118 98 26 45 61 230 20
8 170 142 118 31 54 7 o 2
(real values; cents, period 1 purchasing power)
©) (10) an (12) 13) 14)
Real wage Realvalue  Realinterest Real Real tax total real
at & of wages charge profit per unit i:ctzn:?pe,
settlement paid per = (1.0) laggedx  perunitof of unit of
per unit of unit of real interest s_a'ess . sales salos
output output rate = (M) = (6)/(7) = (10)+(11)+
- = ()I(T) =27 (12)+(13)
1 62 56 3 ;} 20 100
2 62 56 3 2 20 100
3 62 56 3 o 20 100
4 62 56 3 " 20 100
5 62 51 —20) 0 27 95 (100)
6 62 51 3 o 27 160
7 62 51 3 9 27 100
8 62 51 3 27 100
* Figure in brackets s for real interest measured relative to cost inflation (see Chapter 9)
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0 real interest rate is independent of inflation, which is not in has always been sh

it . e e . . Own as an additi .

,f; practice very realistic. We shall now show that failure to index real interest rate is zero or nea(::tjil\t/'on lt:‘) hape costs. But if the
i interest rates to inflation can contribute an additional, case. With negative real interegt th: 'S“l 1s \;nll nlo‘ longer be the
i surprisingly important, stabilizing element. real interest i m ol real wage costs and
: rprisingly imp ) g est is lower than real wage costs alone. Whoever lends

rare

money .to businesses is in effect subsidizing t
The role of interest rates : prcé(li-luctlon by lendmg fora negative real retumg. he process of
excePz:rtth:l(:.vgv: :ove has exactly the same form as earlier charts
First consider how the real interest rate depends on the nominal interest, regardla:a‘;: nofw° atiood 2 ﬁ’-‘ed 15%2% nominal rate of
interest rate and the rate of inflation. This is illustrated in Chart : of inflation. This, like nil indexation of
10.8. When there is no inflation, the real interest rate is the same
as the nominal rate (e.g., 5% on the lower line in the chart). Chart 10. i ;
Inflation makes the real %nterest rate lower than the nominal raZe interle‘:tgralt:ﬁanon witha
(see Chapter 9, page 178). When the rate of inflation reaches the
nominal interest rate (e.g., 5%) the real interest is zero. And
when inflation exceeds the nominal interest rate, real
interest is negative. In the most extreme case shown in the chart,
with nominal interest of 5% per period and 20% infiation, the 1004—
real interest rate is minus 12%2%.*
Now in earlier charts the real interest charge on inventories

ey Al B Y ST R el Rl

siven wage settlement and a given nominal

Sales tax at 36%

Chart 10.8 Outcome for the real interest rate at different nominal

interest rates and rates of inflation
Real interest
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wages, is an extreme assumption which makes the lines in the
charts as steep as they possibly canbe.*

The chart once again illustrates the effect of a rise in sales tax
from 25% to 36%. The effect on ongoing inflation is smaller than
in Chart 10.7 because real interest falls when inflation
accelerates.

Profit mark-ups and interest

Nominal interest rates are not in practice invariant with respect
to the rate of inflation. But Chart 10.9 above may not be
unrealistic in its representation of profits and interest taken
together. Up to now we have assumed that profit mark-ups are
calculated on costs plus interest. But in practice many businesses
which fix their own selling prices may fail to allow properly for
changes in nominal interest rates. If prices are set by marking up
_costs excluding interest, the share of real interest and profits
combined will behave as if there were a constant nominal interest
rate. (The mark-up can be decomposed into a notional nominal
interest charge calculated at some fixed rate of interest and a no-
tional residual profit.) B
Imagine that interest rates are indexed but lthat businesses
ignore changes in interest rates when they set prices. In this case
the share of profits after deducting actual interest payments will
fall when there is an increase in the rate of inflation. the
consequences could be illustrated by redrawing the real ipterest
line in Chart 10.9 while leaving the profit line where it is. The
gap between the two lines (profits net of interest) would narrow
as the rate of inflation rises.

* The numbers used for interest rates and inflation rates will have invited most
readers to think of time periods as yea_rs..Note tpat .lhe mggmtude: of interest
charges (positive or negative) is unrealistically high if the time period is taken
to be a year, since the calculations assume an average per]od'o'f production
equal to the accounting period whereas in real-life economies it is less than a

year.
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Conclusions

Each component of prices can be regarded as a claim on real
income. We have portrayed inflation as a self-perpetuating
process of adjustment which occurs when these real claims are
mutually inconsistent. No single component — wages, interest,
profits or taxes — can be regarded as causing the inconsistency by
itself.

We have given no theory at all about what determines the vari-
ous real claims. Instead we have concentrated on the process by
which they are reconciled. If all components of prices were fully
protected against this process (fully indexed) inflation would be
totally unstable, accelerating rapidly and indefinitely whenever
the real claims were inconsistent. The fact is that inflation is not
so unstable from year to year despite substantial exogenous
shocks from changes in tax rates, government incomes policies,.
interest rates and — in open economies — prices of imports and
exports. The observed element of stability in inflation tells us
that indexation is by no means complete and therefore that at
least some real incomes are vulnerable to inflation.

We have seen that the rate of inflation is likely to be quite sen-
sitive to exogenous pressures affecting real claims in the longer
run. The level of unemployment and the pressure of demand on
productive capacity may have an important influence. In an open
economy the rate of exchange for the national currency and
prices in world markets may be important. Political and social
factors also come in because they influence wages and tax rates.
We very much doubt whether any purely economic theory can
‘explain’ the rate of inflation or indeed whether it is fruitful to
seek any general explanation.
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14.A2 The determination of the vintage technology
and the rate of return on investment

The general procedure used to determine the vintage technology,
i.e., the technology embodied in each vintage of investment, can
be briefly sketched as follows:

1. The vintage technology can be characterized by its capital pro-
ductivity, labor productivity, and its discard schedule associated
with its average service life.

2. On the basis of the investment flow and the description of the
vintage technology, it is possible to reconstruct the average tech-

nology.

3. We choose parametric expressions for the three variables char.
acteristic of the vintage technology, as functions of time, and
the vintage technology is estimated by regressing the series de-
scribing the average technology.

A first assumption is that the two producti.vities vary with time
as new investments in new productive combinations are realized,
but once a given technology has been adopted, its features cannot
be modified: technology is putty-clay. This model certainly over.
states the rigidity of tecbr-_ology to some extent, but gives a more
realistic description of tecinological change than the putty pytty
model implicit in most studies. A second assumption is that the
productive power is measured by the gross (and'not net) stock of
capital. This is eq"iva’e{'t to saying that‘a building or machine
can be used productively independently of its age, as long as it has
not been discarded. The net stock of capital accounts for the loss
of value due to the Iu'mted time span In ’WIHCII It can still be used
productively, not for its pr esent productive power,

Once the vintage technology has been determined, it is possible

o compute the sequence of returns (or gross profit, i.e., the sum
rofit plus deprecxatan). .Tbe returns in period ¢, for one unit of
fixed capital invested in { is de'noted 7(t,t'). The BEA provides an
estimate of the fraction W(1,1') of an investment realized i ¢ and
otill in use int'. (W(t,1 ) declines from 100 percent to zero wh
# increases.) With p denoting the relative price of invest waen
. ment in
comparison to GNP, the RRI, r, corresponding to an investment
realized in t, is determined by the following equation:

<. W(t,)r(,t)
pt)= 3 Tt

t=t+1
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Since W(t,1') is equal to 0 if t' is large in comparison to t, the
series is a polynomial in 1/(1 + r), whose degree is equal to the
maximum number of periods of use. - .

The proof of the existence of a unique positive root in the aboye
equation is straightforward, since all coefficients in the polynomial
are positive. From this, the existence and uniqueness of 8 RRI
greater than —1 both follow. . » ‘

A more explicit account can be fo.und in Duménil G:., Lévy D,
(1990(c)), where this method is applied to Manufacturing.
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COMMENT ON SAMUELSON AND MODIGLIANI

Footnote |, p, 271, seems to have been whispering a Useful hint to tiwe Professors
from M.LT. byt they Mistook it for a joke.

In any perioq, the grogs profit from the sale of ConSuUmption goods js approximately
€qual to the wage bill for gross investment plus the excess of Spending out of profit~ over
Saving out of wagag (We are asuming a closed system, pq government, and income
exhaustively divigeg into wages and profits.) This is N0t a try;sy but a statement of how

the market works, Goods a%e peing sold, wee eek, for more than their prime cost,

and the €Xpendifipe, S to 5 or_them must come from income exceeding that generated

bm% ~
natural ”

For simplicity of EXPosition we postulate no technicy] progress, so that the
rate of growth, n, i the raqo r" rowth of the [aboUr force”  Valyes are reckoned in terms
of consumption goods. g

. When the rate of Browth i the economy, 9> Is Constant through time and normal

Pprices rule, we can condugy big a ,gumem in termS Of peg ;o\ e per annum, Y, net proﬁ.t,
P, and net investmem, 7 B 'a gre Otherwise ambfguuus concepts; W is the wage !:nll
and C annua] consumptiqy, . i) the proportion of profits saved and s,, the propoe.tion
of wages saved. * o B
y= P+ W= I+C

(1= =5y
C':: L W W W
B

Net profit is equal ¢, et jpyestm®t PIUs the excess of consumption out of profits
over saving out of wages, Inve

Dr ”as"’e‘?’ dmde§ 5 intg {0 pA": %« Which applies to profits accruing to capitalists,
7K., and s,, Which aPplieg oy s 0" the Dart of capital owned by workers, rK,. The
rate of profit, r, is unifg,. h Pmiﬂpnai.

_ Ina Pasmcttt. equ!ibrjuLaliw'r" the Share of capital owned by each class equal to
Its share in net saving, he g e the €Xtry expenditure out of profits accruing to workers
.(due to the excess of e Ovey ¢ )S e Savin out of wages. Net profits are then equal to net
u/westmcnt plus exPe"diture tF);’cﬂpl’tzillsts U+(l —s.)rK,) and the rate of profit is equal to
g S{"

When there is a ¢ Oige of KPOWN IEChni ues (which at M.LT. means differences in
the quantity of punty-eam-t [ p# man gy ‘le d) and it is postulated that investment j
embodied ip Pmﬁt'ma’(imzin}; form, W po;; draw up a pseudo-production functiop
(this is Professor Soloy, n:;m" for ity Oivf:g output per man employed, real wage, apq
value (in terms of Coﬂsumptiaﬂ BOOds) of capital per man, corresponding to each rate of
profit, Then in a Pasiﬂetti garden dpe with ¢ = n and r = n/s., we find the 3PDr0priate
value of K7 and 50 dete,,: o the ¢ wit profit, rK/ Y.

The M.LT. p.mfess(’l's (fouow’.“gtl’rofcssor Meade) are able to strike a blow for Ky
by Showing that “.en[ers into the determination of the limits within which a Pasinettj
golden age js possible pasinety stc d the condition as s, <//Y; this, of course, i
perfectly correct, but it does 1Ot brin i~ t the effect of the share of wages in income y On
the share of workers’ saving In fnv gou t. The condition is most perspicuously stated
as s, ¥ <s.rk. N estment. '

When s, Y>5.7k, equiliby, m with the rate of profit constant through time requireg

g i, A ;
the whole capital to pe O“’Jed lby workers (for if the proportion of capital owned by
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workers, Kiv/Ke, i changin, . i
Then two classes

Ncreases the rate OFProﬂt will not be constant),
of saverg do not exist the System reduceg t arrod equilibrium
1
with ¥ = ;I'
For a HarrOd-eq uilibriy

M golden age, g Y mugt pe equ. lzs e,
that a Harrod €quilibrium | Possible for all valyeg of s g qu:; :;?es/';;)fego:;degstrﬁl-bz?::
*“ well behaved bseudo-pr, Uction functiop, ith K7y 4 SmO’oth (i'gminuous szecrez;sing
function of the rate of profy; hey now admj in Foomotg 1 p’zgo, 1) thay there iy no
logical reason why the ps_cudo-producnon fuuction shoujq e Eh?s j“orm. They jus; Assumg
that it is so. Afier utting the Fabbit into the hat ip fuly { the audience {
Smaf Mﬁm Wing it oy %0

But it is nog Sufficient to
some mechanjsy, 4

t do > not
. Again.
aiethat €any required valye, Is there
10 cayge it ¢ equal to $/n? For th Professors this js no problem,
Saving COPSJS.ES_ n accumulayg butty. Whep s/ is Cater than Ky, putty per map
employed jg Mising g4 time Oes Y, the rate of profit fa; o ol :
when K/ y is 8reater than s/n. .
/_r/n. Most of ¢ .:

Ng and x7y risin
Us K/Y is always beinggpzshed /low
€I paper seemg ¢ concerned with ap , Wsis of the pr,
ing Putty unde, Conditions of Say> ayy. : ’
LIS a pjpy Pasinett; “Med to encourage € tiresome
con‘f'lllsn? c Mparisons of equiljp, i With historical pr, Csses b
equ.hbHUm ich the economy ;. approaching. It y, Id pe better to g
age jg a [ogica] construction Wf[h ut hi Iy in Whl'(.‘h
fullu'e a € past. In a Pasine q Istory,
the Posty,

8. Contrawise
ards equality with
ocess of accumuly-

Neoclassicy) habit of
out an ultimgte

4y that 4 golden
I €re is no distinctjg, Ctween (he
X ! 8olden age the ty, Classes always have peg,, saving in
capita] €d proportions and , ready own the Cofresponding shares i th
In4 Harroqg golden age, Put
but to k

€ stock of
g al - [ lto 7 11— 14

Y or gaannu Cprofit, is €qual to 74 NP—sp

OW the rate of profi, K nrm,ha"e to log) at the pscudo-produclion

o find g ¢ know that &/ ¥ o }‘e o, simpjy :
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C
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“k'ﬂnmny will ney Support life. L means that stead rowt associated batae
! 5 pp only X 8 W not be ; ‘
! e L constant of profit. For jpstance, When, at 4 Particyly, Moment, the share of
L _ o Y ¥ - ’ 5
,-lh;."” on md by. wgrkers_m lesg this Promﬂlonure to thejr share i savings, the rate of
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i the share 05 “apital owneq Y workers 10 total capital, as time Hties ] i
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ing =8, “Provide Mmodels lh:lf‘ff@gxtremely simple, Before appealing 1o reality, f
oy, Niming support from srzi!isti"; “Bat the US.A. we Jeed 1o silow for some further
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IS a golden age.
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