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Wage Rates, Credit Expansion and Employment

F. A and v

A large part of modern economic doctrine
proceeds in terms of aggregates. Agprepate
demand, national income, aggregate invest
ment, aggregate constmption, have become the
caneepeual tools of a growing number of eco-
“pomists; and the relationships between the
prices of different commodities, and between
prices and wages, are now largely neglected,
Chapacteristic of this development is the Report |
on Full Employment by a committee of the
United” Nations, -published late in 1949, ‘The
small atrention which this report pays to the
relationship between prices and wages contrasts
with the crucial réle attributed. to thatr rela-
tionship not only by the classical writers but
also b; Lord xf e _

For cconomists who think exclusively in
terms of aggregates it is an easy step to the
- tonclusion that all that is necessary to overcome
memployment is to rase aggregate money
demand. -This conclusion, combined with the
- wsmmption that the monetary and fiscal autho-
rities always have control over the volume of
iggregate demand in an cconomy, has pro-
doced 2 tendency to ascribe to these authorities
1 much greater power over the degree of
employment than they actually possess.

The purpose of this article is twdF8H. First,
it mr_;lc dispelling a widespread miscon-
ception, the notion, propagated by popularisers
of the vicws of Keynes, that all r.:.m of unem.

can be successfully remedied by a
monctary and fiscal policy aimed at raising the
wlume of aggregate demand. Secondfy, % dt-
llup; to :;Iesme PDE:: conditions that are neces-
2y it such a policy is to succeed 1n bringing
shout full employment. . :

P

L Keynes and the Clarsies.

It had gencrally been assumed, on the basis
il the classical doctrine, that if money wage -
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rates were flexible, £ e, if there were, in the
waords of Pigou, « thorough-going competition
amiing wage-earners », full employment could
always be achieved, The general reasoning
behind this conclusion was that in each firm -
output proceéds to the point where price (under
perfect competition) or marginal revenue( under
imperfect comipetition) equals marginal cost,
and since a reduction in money wages —
brought abeut by the bidding for work of the
unemployed — will lower'the firms' marginal
cost curves, it will also increase their eptimum
output and the amount of labour they employ, '
The Classics assumed that, with given techni-
que and capital resources, marginal real coirs
~would rise as more output was produced by
combining more labour with those resources;
or, in other words, that the marginal physical
product of labour would fall as more labour
was employed, and-so therefore would the real
wage or the remuneration of labour in terms
of the product. The level of employment and
the level of real wages (or the ratio of output
prices to wage rates) were thus mutually depen-
dent; and if, through collective bargaining con-
tracts or minimum wage lawy the general level
of money wages and therefortof real wages
was sct too high, part of the labour force would
be unemployed. ¥

Keynes challenped the classical argument
that a.reduction in ‘moncy wages will always
Jincrease employment. The classical . writers

- meglected to observe, he said, that in certain

Acircumstances a general fall in money wage
rates. may cause pricet to fall in the same pro-
portion, as the result of the reduction in ag-
gregate money demand. In that event there
will be no fall in real wages and no increase
in the volume of employment and output.
There may-thus-be no way open to labour as
a whaole, says Keynes, by ‘means of which it
u-.;mﬁq{cdui:c its real wage to a given figure by
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making rr\-!xe:l money bargains with the en-
trepreneurs » (1), o

Keynes proceeded to give his own account
of the mechanism through which aggregate

money demand would, given certain conditions, *

be prevented from falling in proportion to the

reduction in money wage rates. His explanation |

ran in the following terms: the-reduction in
money wage rates would, in the first Instance,
lower the toral wages paid to and received by
those already employed; hence it woilld reduce
the amount of cash required in the system for
the « transactions » purpose; the cash thus. set
free would be available for satisfying the
o speculative v - motive and in conséquence,
given Wwhat he considered to be normal con-

| ditions, the interest rate would fall, and invest-
" ment, and with it employment, would rise.

The conditions that had to be satisfied in order

for this mechanism to work were first, that the :

interest rate should not alfeady be so low that
it could not be lowered any further, and

' secondly, that investment should be responsive

o changes in the interest rate.

Although Keynes thus conceded that a
reduction in money wage rates would, given
the appropriate conditions, lead to an increase
in employment, he did not advocate a policy
of reducing: money wage rates as a cure for
unemployment. He agreed with the Classics
in one essential point, ho +He believed
phat an increase in employment was necessarily
associated with a change in the wage-price
relationship or, in other words, with a fall in
real Wige rates. «In a given state of organis-

~ ation, equipment and technique », he says, « the

real wage earned by a unit of labour has a
unique (inverse) correlation with the' volume

of employment» (2).

In Keynes' system this fall in real wage
Tates is brought about not by lowering mon
wages but by raising a oncy demand,
The increase in aggregate demand leads to an
cxpansion of output; at the same time, since
the cost curves are upward sloping, prices rise
and, assumipg constant money wage ratcs, real
wages fall. Keynes favoured a policy of raising
aggregate demand in preference to one of

o c:} Jo M, Evrera: The Grarral Theary of Emplayment,

o Imrerest gmd Mosey (035} po 13
{2} Iidi, g 17

.rcdu.ciug money wage rates mainly for three

reAsOns

The frst is that money wage rates ape
ustickyr  downwards; under modern  con.
ditions they either cannot be lowered at all or
canpot be lowered fast enough.

‘The second reqason s that money wage rateg
are also, 8o he assumed, osticky » upwardy;
wage-carners, although unwilling to work for
lowei money wages, are willing ta accept lowe
real wages brought about by a rise in the prics
of wage-goods, He considered this situation
be the mormal case. He says: o reductions of
real wages » arising from changes in bt pur.
chasing power of money « are not, as a rule,
mistcg unless they proceed o an extreme
degree n (3). He thus regards the raising of
prices through an increase in aggregate moncey
demand, while hourly money wage rates remain
constant, as a more practical method of achier.
ing the same result as might in principle be
achieved by lowering money. wage rates.

The third reason given by Keynes for rm
ferring one policy to the other is that falling
money wage rates and prices, by leading ©
the expectation of further falls in the future,
are likely to exert a depressing effect on the
incentive to invest in the present. Continually
falling wage rates, he says, will havean un-
favourable effect on investment. The best thing
would be an immediate large reduction to ihat
is considered a bottom level; but this, he adds,
is scarcely practical politics w under a system of
free bargaining » (4)-

The raising of aggregate demand can be
achieved by the «on » methods df-mo-
netary policy (i e. by lowering the interest rate)
provided the interest rate has not yet reached
botrom level, and provided investment is clasi
with respect to _tmnt:mt'r:tc. These
conditions are, we shoold notice, identical with

. those that wouldibe required in order for 2

icy of lowering money wage rates to be
mpoi:glhﬂ in increasing employment. 1f they
are not satisfied, only direct government et
penditures, e g. on public works, can sccure
the increase in aggregate demand.

As regards the first condition, flexibility of

bk, pae
(4] Thid:. . ab,
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the interest rate downwards, Keynes thought it ton in money w;%: rates leads 1o an increase

conceivable that if the rate had already fallen
to & level 8o low that people_regarded it as an

‘sheolute minimum above which it was bound

to rise again in the future, it could. not be

* recduced further, since at that level EVEry one

would prefer to hold cash rather than a debt
which yiclded 5o low a rate of return, In that
ease the monetary authorities would Jose control
over the interest rae.~ + Butn, says Keynes,
« whilst this limitingf case might become practi-
cally important in. future, I know no example

af it hitherto w (5). As repards the second
ccondition, the responsiveniess of investment to

the interest rate, Keynes believed that invest-
ment was elastic with respect to the interest

nate, so that a fall in the latter would always

incréase investment,

There, has been a tendency subsequently
among cconomists, particularly in countries
with interest rates, to place more emphasis
on the practical importance of the « Timiting »
ase where interest rates could not be reduced
any further, and alsoto prinimise the influence
of the interest rate on investment. Still_more
reently, however, there have been indications
of a movement away from this latter view that

 the level of the interest rate has an insignificant
mfluence on investment decisions.

IL Developmients after Keynes,

Since Keynes' « General Theory » a
the discussion has developed in i n m
et : :

First, a more rigorous analysiv=fiss been
made of the relationship between moncy wage
nates and the level of agpregate money demand
o the one hand, and the volume of employ-
ment on the other. We refer in particular 1o

Fgou’s « Employment and Equilibrium » (1041,

second edition 194g), and Lange’s « Price Flex-
ity and Employment » (1944). This litera-
mre is highly technical and we cannot here
miicw it in detail. We need only point out
that the most significant difference, as regards
the problem we have been discussing, between
this literarure and the « General Theory » con-

i i =

: temns the mechaniem through which a reduc-

- (9B, o,

in employment. The broad conclusions are es
sentially the same: i, ¢, it is only under certain
special conditions, mainly concerning the ex-
pectations of the entreprencurs, that an ap-
propriately large reduction in the level of money
wages will fail to produce full employment,
The emphasis remains on the impracticability
of money wage reductions or on the difficulty
of securing them rapidly enough.

Secondly, some cconomists have sought to
show that it is not essential for real wages
fall as aggregate demand and output increases, -
Keynes himself acknowledged this as a possibi-
lity in an article (6) in which he answers at-
tempts to show statistically that real wages have
actually risen in periods of increasing activity
rather than«the other way round, He thought,
however, that the statistical evidence was in-

conclusive, especially as other investigations had

produced the apposite result. And although he -
agreed that @ prioni argument could show pos-
sible cases where real wages might rise as output
-increased, he thought that the prodadility of
these cases arising in practice was small. We
shall examine this point in some detail below,
A third line of thought has led w whar we
shall call the « degenerated » version of Keynes'
theory. In its most popular form it is redueed
to saying that all that is required to climinate
unemployment is an increate in aggregate
money demand even if this is brought about
by raising moncy wage rates:- This version
ascribes no importance 3t sl to the relative
levels of prices and wage Tates on which
K&nc;{ himself laid so much emphasis. For
w eynes proposed was not that a te
demand should be increased by ni:inm
wage rates, but that aggregate demand should
be increased without raising moncy wage rates,

or without raising them proportionally . If
“were raised ]irupurti_nnfllyi..m:lh: ug:mp:bg

achicve full employment would, he pointed out,
be frustrated (7). The IrguanI: that an in-
crease in - purchasing  power fe is the
cufe for unrmp]nymem_np:;r, however,
widely used by trade union leaders, particularly

{ﬁi'l. M, Brrwna: 'Rl"l'l'rfﬂ- "II:I!I"MM.H' of Real ﬁr’j‘ﬂ arid
Ohergut, Eeomomic fournal, March gy,
- (7} eneral Theory, Chaptees 30 and a1,
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iin the United States, in support of claims for

- wage increases.

5 e

{

The fourth development has heen the_in-
creasing concentration, especially in the United
States, on what is now called the raecular
stagnation thesis v and on the policy recom-
mendations astociated with it. Keynes himself
discussed the possibility of secular stagnation in
the « Gg.-hbral Theory », but did not think that
it woult
cconomists, in particular Professor Hansen,
have elsborared the thesisi and the fear that
secular stagnation is a real danger for| the

' American cconomy has haunted academic as -

well i3 government économists. The essence
of the thesis is that a highly industrialised eco-
nomy, of which the population is not increasin

rapidly, will reach a point where it is 5o '?i'l:l

provided with capital equipment of all kinds
that the remaining private investment oppor-
tunities are no longer sufficient fully to absorb,
at positive rates of ihterest, 'mi_um:
Bf savings associated with the high national
income of the economy. There will['l:hcn exist
a persistent tendenc the rate of saving to
run ahead of the r:uf: of investment thus reduc-

' ing aggregate demand. As a result the national

income (and with it employment) will fall,
until it has reached a level low enough to reduce

the volume of savings to an amount just suf-
" ficient to match. the existing limited

privatc
investment opportunitics. At this level of the
national income the economy®will be in equi-
librium, but it will be an equilibrium characte-
rised by permanent unemployment.

To deal with this situation it has been pro-
posed that the government should clote the gap
between savings and privatc investments by
public investments, ated-tiatg should use the
taxing instrument, to redistri income  in

favour of the lower income groups whote pro-

pensity to save is low. :

It may be doubted whether the danger of
secular stagnation is a real one even for the
United States. No g41.‘111'=!|:tiv:al signs of it have
yet appeared. The \greater danger appears to
be that the policy mendations for dealing
with secular stagnatien. which have been per-
sistently urged upon the authorities over z
number of years, and have already done much
to contribute to the discouragement of ecco-

| arise in the very near furure. American
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nomy in government spending and to the main.
tenance of artificially low interest rates, will
be applied in a situation where no secula
stagnation exists, and where their effect will be
to ereate inflationary téndencies, or to aggfavate
those which already exist for other reasons. Op
theoretical grounds alto the wvalidity of the
secular stagnation thesis is open to doubt (§)
It is in any case clearly irrelevant to present
day conditions in most countries, including
those of Western Europe, In Italy, for instance,
it is only too apparent that there is a scarcity
of eapital goods rather than a superabundance,
that rates of interest are high, that the populs-
tion is still increasing substantially, that the

income per capita is low and the propensity -

consume correspondingly high.

1. Credic Expansion and Empfo-ymrnrl in the
- Short Run,

L 2
Let us now return to the argument mea-
tioned earlier that it is Pcmil:l: to absorh the

uncmployed, by increasing aggregate mang
demand, without a fall in real wages.

who have held that real wages need not fal
have based their argument on two' prihci
possibilities: first that output can be _upmﬁ
at constant (or falling) marginal prime cost
andl” secondly, that ‘monopoly (or imperfea
competition) is a prevalent "condition in
cconomy, anit that the degrec of monopaly

. decreases as outpub increases,

In discussing the first possibility, we should
remind the reader that we are at present arn
guing for the wshort run v, ic. we assume 2
given state of organisation, technique and

uipment. We are not now concerned with
what may happen over the longer period 3

the capital equipment of the economy gradually
expands, and as new and improved
are discovered, Our problem is to I;:_muuﬂn
what will ha if we want to achieve
increase in um in the immediate future
during which changes in the amount of equip
ment and in the state of technique can be of
only insignificant magnitude. We may thet
distinguish two cases.

tH) €., for cxample, A. €. Prcar, Empleymns ond Ege
likriam, Chapiar [X amd Nezs ln_ﬂ:npm ﬂ..

The first is a-:fc of  gencralited surplus
capacity. ‘This implies the existence not only
of unused labour but also of unused equipment
‘and surplus inventories, or, in Keynes' words,

“wperfect balance in the quantities of various

unused resources » (g). Marginal prime costs
may then be canstant at least over a considerabile
range as output is expanded, and in some firms
they may even be falling over some part of
that winge:" Even here, iuwwtr, we should
notice that actual output is likely to approach
capacity output in some lines faster than in
others; this means that, ‘as a te demand
increases, rising ¢ d bntti:nccl:s “will
moner or later be entountered in some lines
at least, and that (apart from possible txcep-”
tions for monopolistic conditions which we

- shall discuss below) prices in those lines will

begin to rise.

The second case 35 that where, from the

; beginning, surplus capacity is either non-existent

or aspotty » (f.e. confined to certain sectors
of the economy). Here it is no longer true that
increases in output can take place in all or
slmost all lines at constant (or falling) costs.

In most lines it will bcpmsihle to achieve such

increases only by drawing into use older and

less efficient units of equipment, or by bring-
ing into use units normally held in reserve for
meeting breakdowns, or by working the units

aleady in use for extra shifts. In any case - «

cots will rise for one reason or another =« the
lwer efficiency of the extra units, the increased *
soppages for making repairs, the extra wear
and tear on the equipment, leading to higher
repair costs, or the higher wage rates which
have to be paid for shift work. The ease with
which output can be expanded will, of course,
vary in different industries: in some costs will
rise faster than in-others. While, for example, .

- in some industries it may be possible to intro-

doce extra shifts, in others, which are for
wechnical reasons already working continously
twenty-four hours a day, this il| be impos-
sible, Thus, while at one e there may

be mdlﬂt:l;l in which output can be expanded,
* I some extent at least, at constant or almost

cnstant costs, at the other extreme there may

{a} Gemersl Theory, p. 3o,
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be industrics in which it s not possible to
increase production at all.

There remains the argument that even if
costs rise as output increases, prices will not |
necessarily follow because, when imperfect com-
petition or monopoly prevails aver most of the
economy, the ‘degree of modopoly or of im-
perfection of competition (or the degree to
which praducers take advantage of it) may
decrease as. output increases,  Here again we
need mIstlinguish two sub-cases: the At is'
mono or manopolistic competition and the ©
mnn‘fﬂ isruligupnl}*.Po i

Under monopoly, or more generally mo-
_nopalistic competition, each firm regards itself
as being faced by a downward sloping demand
curve” for its produet, and it takes the shape
and position of this curve as being approxima-
tely “independent of its own price and output
ﬂicy. I:nd of the Emmom’ of other firms to

t policy. Now; if it is true that as aggregare
-:lcmal:d i{-l.-m:uu the elasticity of the demand
curves confronting the firms for their products
also increases (so that a fall in the price asked

by one firm enables it to- re demand from
other firms more casily than'Before), the price
which each firm will ch — in order to

cquate marginal revenue and marginal cost and
thus maximize its profits — may fall instead
of rising ay. output” expands, despite the fact
that the firm is on the risiog part of its mar-
-ginal cost curve. Those who contend that the

#ilasticity of the demand curves will in Ffact

increase (and that hence the degree of monopol
will decrease) as aggregate demand expands
rely on the proposition that increasing wealth
leads to a larger proportion of income being
spent on luxury s, for which the demand
is more elestiththan it is for necessities. On
the other hand, it may be argued (1o) that as
people become better off they also become less
sensitlve to price differences, and are therefore
~less likely to shift their purchases from one
firm to another on account of such differences;
and this factor will work in the direction of
increasing rather than- decreasing the degree of
monopoly as output expands, T
In the second sub-case, that where oligopaly
prevails, each firm cannot regard the demand

{10} 1, R. F, Hussaws The Trade Cyele (19gf), p. 867,
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- curve for its product as being even approxima-
tely independent of its own price policy: it
has to take account of the possible reactions
of other firms to a change in the price it charges
\ for its product. Here prices are determined
| nat by.the rule that marginal revenue should
! equal marginal cost, but by the rule that price
should equal the average o full cost » including
a wmark-up» or profit margin, It has been
contended that under oligopoly, because each
firm fears that if it raises its price other firms
will follow, prices are «sticky », and will not
‘immediately rise in response to an increase in

demand (and for costs): It fay equally well be -

argued, however, that the size of the mark-up or
profit margin depends on the adisciplines of the
group, and that an increase in demand is likely
to strengthen the discipline and therefore to
increase the degree of monopoly or the size of
the mark-up (11); consequently prices may risc
even faster than demand and

p Thus it would scem that, Biling empirical
evidence to the contrary, we are not justified
in supposing that any general tendency exists
for the degrec of monopoly to decrease as
* demand and output increases, rather than the
reverse, and that we cannot rely on this factor
to prevent a fall in real wages. 1

~ On the basic of the preceding analysis we
“may distinguish three principal variants of the
situation with which authorities trying to
increase employment may be fideed.

The first is onc where generalised surplus
capacity exists, so that a considerable expansion
in production can take place in almost all lincs
without inceéases in costs, and where such
bottlenecks as may appear in the early stapes
of the expansion can be eliminated, for some
time at least, by deawing in increased supplics
of goods from abroad. This latter condition
presupposes, of course, that the country under
consideration has ample foreign exchange re-
serves, or can draw on foreign eredits (12), So
long as these « ideal ¥ conditions, of gencralised
surplus capacity coupled with the possibility

(11} G, Chcas m_l:. FPrice Firnitility and Emplosmens,

: :;:: Fumwr reammniag Jeadi, however, to the cnchision thit
some price rises will uzafly be porenary in order w0 indie
impores of thow goods in which ibortages have begun to de-
welop at home, oo

of drawing on foreign resources, exist, credii
expansion is beneficial. Thie price level will not
rise perceptibly, and output and employment
can be increased without any perceptible lower.
ing of real wage rates. It should be noticed,
however, that even under these favourable cir.

cumstances a policy of credit expansion will

not always succeed in increasing employment.
For if, and 5o lang as, the outlook of the entre-

* preneurs and the general public is pessimisic,

the additional money may gimply be hoarded,
i.e. used to satisfy their liquidity preference,

. instead of increasing aggregate demand.

The second situation is one where surplus

capacity is either non-existent or confined o -

certain sectors, and where bottlenccks canno
be eliminated through additional supplics from
abroad. Under these conditions an increase in
aggregate demangd, through credit expansion,
will lead from the beginning to a rise in the
price level. Employment will increase pfovided
moncy wage rates do not keep pace with the
increate in prices, i. e ided real wages are
allowed to fall. In following an expansionist
policy under these conditions account must, of
cotrse, also be taken of the re jeys of
the price rite on the country’s balance of
pavments position. _

The third situation which we may distin-
guish is one where, as in the second,
tannot be increastd ar constant prices, nor can

the price level be. kept constant by dnm:ﬁ

“increased supplics ‘of goods from abroad, a

where in addition money wage rates are, in
one way or another, tied to the cost of living
index. In this situition credit expansion can,

to inflation without exerting any effect on
level of output and employment. -

. Which ene of thess three situations pfﬂ'iih

in any counfry at any time is, of course, 3
question of fact. And in any particular in-
stance some of the relevant facts may be dif-
ficult to ascertain. Thus, for example, it maj
be difficult to determine over how wide an
arca of the economy output can be expanded
ar constant prices. About one point, however,
there scems to be little doubt, Whereas Keypts
assumed it to be @ fact — which indeed be

{13) Generuil Theory, p. ady. e,

as K;Iynﬂ. himself pointed out (13), only lead
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made one of the eBrnerstones of his analytical
structire — that wage-carners do not insist

‘that money wage rates should keep pace with
“inereases in the cost of living, it is

oming
intreasingly apparent that this assumption is
invalid for modern conditions. In most coun-
tries where free collective bargaining still pre-
vailé to-day, it is true thar even if the tieup
betwepn -maney wages and the cost of living
does not formally apply over the whole of
industry, it applies in certain key industries,
and wage increases in these industries tend to
gt the pace for increases in the others. This fact
inevitably has the effect-of severely restricting
the number of practical cases in which credit-
apansion will be an effective remedy for

. usemployment.

IV, Iilustrations.

Empirical observation shows that credit ex-
pansion has been successful in achieving or
miintaining full employment in some cases
and unsuccessful in others, F

A sate of fuyll, or even over-full employ-
ment has existed during and since the war in

“the socalled o controlled »  cconomics, e g

those of Grear Britain, Holland, Norway,
Sweden and Denmark. We shall here single
oat the British case for a shor discussion.

In the years 1940 to 1946 the money supply -
it_ttlr'ﬂrﬁith economy expanded rapidly. E;P‘EI!II
e . Tasts |
TOTAL MONEY SUPFLY IN THE UNITED RINGDOM

DURING. AND AFTER THE WAR
(malliards of poands serling)
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_ Jmaree: Incermaticnal Monetary Pund, leienational Finan-
ol Stistics, Jusie 1530, p. 126 ;

1947 on the annual rate of expansion was small
(sce Table 1), Mevertheless, government re-
presentatives, cconomists and journalists, in the |
years 1947 to 1949, rightly warned the public
that strong inflationary pressures continued to
exist in the British economy. These pressures
emanated less from the slight increase in the
money supply which took place in those years
than from the overabundancé of money that
had been created in the preceding . Part’
of this. money had been held in idle cash™ ¢
balances, which the holders could be expected
to spend as soon as the relaxation of physical

_rontrols permitted. A rough calculation of

the incorme velocity of money indicates both
the existence of large idle balances at the
end of war, and the tendency for these
balances to be spent during the past three
o four yeam. income velocity (cal-
culated as the national income at factor cost (14)
divided by the total volume of money), which
was 2.83 on the average in 1938, had fallen 1o
1.66 in 1946, but had cl-irf%:i back to r.gy
m 1940, e

The British economy, in~ghese postwar
jrc:ln,ha;hufl;cnhm durt;:"beduu?cinwhi:h
« too much monecy was chasing oo few *.
Indeed, ever sinee the b:gingning of ﬁar
aggregate denfand has increased more rapidly
than the physical volume of production, with

“the result that prices have risen continuously.
. *The wholesale. price index, which stood at g5

on the average in 1939, had risen to 212 in 1949,
Thus rationing and price controls did not suc-
ceed entirely in suppressing the inflationary
effects of the excessive creation of money during
the war and immediate postwar years,

W e

(t4) The figures fel national Income at facior comt ared 1538
Lit. g 638 million; agyf L. Bagg ‘millian; sgqp Let 1o,2:6
mitlion, I, alternatlvely, we base the calculstion oo the figu-
red l';i'lmu rutiomal eapenditure a1 marker value (18

- Lax. 5.8 milliom; gy La, po.egy milliany soqe Lae, 138y

million) we obials sy our webaciey Bgures: ao38 1,900 1048 2,005
1548 247, 1 we bae the calculation on the figures for grow
national expendiure ar market value plur the deficit in the
balince of pigment on ondipary cusrent accoust ef, thet fs,
plir the pet amount recelved from abeosd from gifes, Joans -
amd sales of ansets (of which the weads aser 2538 Lit,' 5,8
million; 1546 Let, boysty million; 1949 Lat. 13,504 millian),
we obeain o our velocity figaies: rgif 1 1sgf Iy
149 .49, The movement is chus the ame whichever methed
of ealeslaton we ise, (The income and expenditure fgures
are tiken from Nutional Inceme and Expeadinee of the United
Kinpdom 1946 10 1999, Aprll 1590, Cand, o0
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The overabundance of purchasing power iri
the hands of the public. was yndoubtedly one
of the principal reasons why a stare. of full
employment could be maintained during those
years. In order to complete the explanation of
the success of Britain's full employment policy
we_need, however, to consider a number of
other factors. Let us look first at the movement
of waﬁi rates. _ ;

The' British government- abstained cven
during the war from fixing wage rates. It
advocated a policy of voluntary restraint on the
part of the individual trade unions. After the

devaluation of the pound in September, 1949,
the Trades Union Congress (acting in support.

“of the policy advecated by the government)
tried m obtain a more formal undertaking
from its affilisted unions to suspend sliding
scale arrapgements, and to refrain from asking
for wage increases for one year unless the cost
of living index rose beyond aeertain figure
(allowing an increase of huv:;s?l 4 and 5 per-
pecnt over the initial figure).%’ *

Tamsx 3

INDECES OF WAGE BATES AND COST OF LIVING
T I GREAT BRITAIN

S S ——

lindex of Wape! Index &f Cost|

1
! bl 1 Blstes | s Living |
i R |
!_.. ey i
H |
=1 {5 1939 = 102)
|
b Jaly mpol .coa s s s 11
| RS 150 i34
LTI 16y 132 |
i L [T h porsoe e | 167 13
| *‘ |
| Y& (lehe a4 = 108} :
!_ Ell:mm-E‘HI R o4 oy
| Toly Toul i i oo b 1ol 1
| Janusry Tgun e a8 169 1
j E T 118 183
»

Sowrer: 8. R, Dowsnme:  Wager i Full Employment,
Lioyds Bank Review, Apeil 1452, pp. 30 and 33,

The figures in Table 2 seem to indicate that
ap to, and including, the year 1947 the policy
:?m]m:_mq restraine was not successful : wage
rates rose more rapidly than the cost of living
index, 1. e, it appears that real wages increased.

- rationing con

Only from-January, 1948 on is o small fall in
real .wages noticeable,  There are, however,
severdl reasons why these ‘figures cannot be
taken at their face value,.

First of all, the old cost of living index
(used in Table 2 up to 1947) was based on, work.
ing class expenditures before 1914, The « basker
of goods s which a typical worker bought in
the ‘forties was, naturally, very different from
the basket he bought in 1914, « A recalculation,
taking account u? the changed pattern of con-
sumption, shows that by 1945 the cost of living
of working-class families had risen not by
the 30 per cent. of the official index but by
about 50 per centn (15). 1F this is true, real
wage rates actually declined, on this account
alone, during the war years, and remained
roujghly stable in 1946 and 1947.

Secondly, the cost of living index docs nat
reflect the quality deterioration of the goods
which took place after 1939 ;

Thirdly (and most important), the index
does not and cannot register the effecw of the
rationing system and of changes in it The
rationing of many consumers’ goods in Grex
Britain reduced the individual's freedom of
choice in the spending of his income, and
tricted the satisfaction which he obtzin
from a given moncy wage. This Has made it
impossible (for trade union leaders as well &
others) to measure changes in real wages with
any accuracy. The rationing system has abe

«enabled the government to contral more or

rigidly (according as it tightened or relaxed the
the real living standards of
the wageeamners. Money wage increases da
not necessarily mean increased living standards
(even if the cost of living index remains stabl)

- provided the physical controls over consumption
are tightened simultancously; and stable monej.
wages are quite compatible with rising living

standards if the contyols are relaxed. -
Summarising, we may. say that the inflate-
nary conditions prevailing in’ the British eco
nomy, the restraint exercised by the trade unions
in their demands for wage increases (partice-
larly after the devaluation of the pound), and
the government's control over living s
through rationing, have all been ins
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in helping to preserve a state of full employ.
ment in Great Britain.

It is doubtful, hetwever, whether all of these
conditions will continue to prevail in the future,

_ The policy of stabilising money wages, followed
- mare or less successfully since the devaluation,
is.in process of breaking down. The Trades

Union ;.?-nngrm G;n:ml L‘_.u:-].mcil acknowled-

in June, 1g5a that its policy of «ri s
ﬂl‘ijﬂth on the basis of ai:lun:zeptr-:l fugrﬂnl::ﬁn-
hail become. unworkable (16), and that all that
it cofld row do was to urge the individual
onions to cxercise voluntary restraint, A large
number of wage claims was already outstanding
at that time. If all of these and more arc
pressed in the fu result may be both
o imperil the level ot employment and to
ereate inflation, unless the government either”
imposes a « national wages policy » to take the

- place of collective bargaining, or again tightens

the rationing controls which it has been pro-
gressively relaxing since the spring of 1049,

It is nct difficult to point to practical ins-
uances where credit expansion; in the absence
of other necessary conditions, has failed to se-
cure the absorption of the unemployed. There
'u.JEm the case of laly prior to_September,
1947. In spitc'of a raphd credit_gxpansion
September, ‘1947 unem-

t remained at a high level. If our
thesis is correct, the fact that money wage rates
were tied to the cost of living index was lar-

gy responsible for this lack of responsivemess

f lbc level of employment to the crE_dj_E"':_I*

¥ The history of eredi policy in the United
States offers further examples. The period 1933

10 1936 is a case in point. Unfortunately the
unemployment fgures for this period are un-
reliable; but it is generally recognised that the

deficit financing by the government during
. the period failed t make any great dent in
 the volume of uriemployment. The explana- °
808 usually given is that the entrepreneurs,

because they continued to take a pessimistic
view of future business prospects, preferred to
impeove their liquidity rather t,ﬁ!?n increase

{is] Ar i‘hlﬂlnl.ut conference in Septemnber, 1gga, |F|£ :'I'fl:u&el
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More recently, in the perod from July,
1949 to March, 1950, credit expansion again
failed to bring about the absorption of the
unemployed, The first half of 1949 was
characterised by a slight recession which raised
the unemployment higure from a low of 1.6°
million in October, 1948 to 4.1 million in July,
1049. By March, 1950 the unemployment figure
was even slightly higher than it had been in
July, 1949. Yet credit expansion had proceeded
at a rapid pace during the intervening nine
months. Total loans and investments of the
weckly reporting member banks of the Federal
Reserve System rose from 62.5 milliard dollars
at the beginning of July, 1949 to 66.6 milliard
at the end of March, 1950, This latter figure

~was the same' as that reached by loans and

investments in Ocrober, 1048, i.e. ar the time
when the level of unemployment was at its
minimum.

It is not quite tlear what the reason is for
the failure of the policy of credit expansion
to absorb the unemployed in this instance.
There have probably been two main contri-
butory factors, however:

First, the credit expansiopcoincided with
another round of wage 'in in the form
of contributions by the firms To~pension funds
for their employees, contributions which raised
production costs in just the same way as out-
right wage increases would have done.

Secondly; employers are reluctant to hire

.additional workers if they think that they may
‘need to dismiss them again after a relatively

el

“short interval,’ The reason is partly that the

employers are anxious to keep good relations
with their trade unions, and partly that they
have to.pay a dismissal compensation of one
month's pay. i

Whatever the explanation, the fact remains
tht the crédit Expansion in the nine months
from July, 1949 to March, 1950 was not cf-
fective in reducing the number of unemployed.

v .i_'.é;u g Run Postibilities.

Throughout the preceding sections, it _ﬁrlll
be remembered, we Were concerned — apart |

from the secular stagnation casc — with the

conditions for increasing employment with a
« given state of organisation, equipment and
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assumption, except in the case of generalised
surplus capacity, employment can be raised by
increasing: | gate moncy demand only if
prices rise and real wages fall; and thar, if real
wages are sticky, an increase in aggregate
demand will only lead to inflation. We may
then have to wait for the working of the much
slower process of improvements in organisation,
technical progress, and expansion of the stock
of capital equipment. This process, by increas-
ing tﬂx real productivity of labour, enables the
economy to support more workers than before
at any given level of real remuneration,

Préponents of a’policy of credit expansion
argue e

t such a policy is in itself an casy and
effective method of forcing the pace of the
- growth of the stock of equipment above what

can be achieved on the basis of voluntary

" doméstic savings and foreign loans. Two sour-
ces of this « forced » increase in the stock of
equipment are usually distinguished: the pri-
mary investments directly financed by the credit
expansion, and the sccondary investments
financed out of the increased profits of firms
ereated by the additional ding of those
who are newly employed aga:result of the
primary investment projects. We must notice,

* however, that in order for the credit expan-

- sion_fp produce any significant increase in the
stock of equipment, the same conditions are

; * required as for it to produce a significant in-

crease in cmployment; d.e. it is necessary that
prices and wages should not rise in proportion

..o the increase in the volume of aggregate

_moncy demand. - If these conditions are not
satisfied, the attempt to maintain any given rate
of increase in the stock of $?p
« primary » investments will require injections
of doses of credit of constantly increasing
magnitude, and will produce a galloping
inflation, Szunilarly, the working of the secon-

dary investment effect requires that, if prices

rise, wages should lag behind. If wages are

tied to the cost of liwing, the lag will be too

+ishort to allow of any significant additions to

profits, and thercfore to the stock of equip-
ment, from this source.

One final warning note needs to be added.

An increase in productivity brought about by

1

ment through -
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additions to the stock of capital equipment
{and by technical progress) will lead to an im.
provement in thé employment situation only
provided the trade unions do not press for
general wige increases immediately “the em.
ployment situation begins to improve, What
i required is that temporarily — 1. e until the
bulk of the unemployed have been absorbed —
the general level of real wage rates should lag
belind the rise in productivity, This does no,
of course, imply tIIl:II no upward adjustments
of wapes at mlil should take place: indeed some
adjustments may be essential in order to en.
courage that mobility between trades and loca
lities without which the maximum productivity
cannot be achieved, ]

1In fact there is a serious danger in all parts
of the western world that the unions may con-
tinually exert pressure - towards raising rel
wages even faster than the general level of
productivity rises, and that this may push -
governments into a policy of continual infls

-tion in a desperate effort to keep up the levd

of employment. Since mere inflation cannct,
under the conditions assumed, secure full an-
ployment, governments may then be faced
with the following dilemma, They Will hawe
the choice either:

1) of trying to maintain the frec marka
economy, but of extending the principle of
public regulation of monopoly power not only
to corporations (to which it is already Spph
in some countries), but also 1o trade umioat,
c.g by imposing compulsory. arbitration in
wage disputes, or ;

2) of resopting to a fully planned
nomy with its implication of full control aver
real wage levelsd

The second course may be politically casier

_than the first, but it-is not clear that it is is

the best interests of the wage-carning clases
Apart from its encroachment on the freedom
of choice of the individual, it has, as Britih

“experience shows, certain effects on the o

nomy — the weakening of incentives n°
partly buundrgs with this, the increasing rig-
dity of the production structure — which tend
to slow ‘down the rate of increase in product
vity on which future improvements in
wage levels must depend.




