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The thesis offers a new framework for inflaùon as a process of restructuring. Contrary to exisùng

theories of inflation, which tend to take structure and instituùon.< as giVCl for the purposc of analysi.<,

wc argue that inflation could be understood ooly in t:rms of ongoing structural and institutional change.

In the modem context oflarge-seale business enterprise, inflationary restructuring arises as an integral

part of capital accumulation. On the aggregate leve!, inflaùon appears as stagflation, with the expansion

of pecuniary values in the 'business' sphere depending on the strategie limitation cf productive activity

œthe 'industrial' rcalm. This stagflationary interaction between 'business' and 'industry' is, in turn, linked

(on the disaggregate level) to the dynamie formation and reformation of 'distributional coalitions' and

the process of aggregate concentraùon. An empirical analysis of the U.S. cxpcrience betwcen the carly

1950s and the late 19S0s revea1s two regimes of inflationary restructuring: the first, which lasted until

1970, involved rapid increases in aggregate concentration with re1atively modest stagflation, whereas the

second, post-1970 regime consistcJ of stable (or even declining) concentration amidst severe stagflation.
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RÉSUMÉ

La thcse propose une nouvelle approche vis-a-vis de l'inflation en tant que processus de restructuration.

Contrairement ;lUX theories existantes sur l'inflation, qui ont tendance à consid&er structure et

institutions comme donnœs dans le but d'analyse. nous pensons que l'inflation ne peut être comprise

qu'en termes de changement structurel et intitutione1 continu. Dans le contexte moderne d'entreprises

à grande êchelle, la retructuration inflationaire se dresse COmme une partie integrale de l'accumulation

de capital. Au niveau global, l'inflation se présente "".'I1IDe la stagflation, avec l'expansion des valeurs

pécunières dans le domaine des affaires dêpendante de la limitation stratt:gique de l'activité productive

dans le domaine industriel. Cette interaction stagflationaire entre affaires et industrie est à son tour liée

à la formation et à la reformation dynamique de 'coalitions de distn"bution' ainsi qu'au processus de

concentraticn globale. Une analyse empirique de l'experience amêricaine entre le d!i>ut des années

50 et la fm des années 80, révèle deux rt:gimes de restructuration inflationaire: le premier, qui dura

. jusqu'en 1970, inclut des augmentations rapides dans la concentration globale avee une stagflation

relativement modeste, alors que le second, après 1970, est composé de modestes avances dans la

concentration au milieu d'une sêrieuse stagflation.
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CliAPTER 1

Il\TRODUcnON

The purpose of this thesis is to examine inflation as a process of restruetuJing. Every inflation

thcory is bascd on some explicit or implicit assumptions regarding the under!yi:lg structure of cconomic

and sociaJ institutions, but the common methodological presumption is that structure is an 'ex.>gCDOUS'

variable. Although the organization of consumption, production, trade, ownership and authority are

continuously changing, and although these transformations are sometimes cited as potential causes for

inflation, it is neverthclcss customary to Ireat structural changes as if they were independent of the

inflation process itself. As a consequence, the usual presumption is that, for /he purpose of inflation

analysis, economic structures and il>Stitutions could he taken as given.

Our principal goal throughout this work is to question the vaIidity of this commonly-shared

conviction. We shaIl argue not only that the socio-economic structure couId not he taken as given, but

that structural change is the very essence of the inflation process. Furthermore, instead of perceiving

inflation and structural change as IWO interrelated but separate variables, wc wouId contend that they

are in fact IWo sides of the same dynamic process. Rephrasing Milton Friedman's famous dictum, wc

claim that inflation is always and everywhere a phenomenon of structural change. This is the main

contnoution of our thesis.

The neccssity of continuous structural change stems from the very mcaning ofsocial structure.

Ifwe foIlow the historical interpretation of Lewis Mumford in his Myth of/he Machine (1967; 1970), the

evolution of modem 'civilization' after it flfSt emerged in the third millennia B.e. was markcd by the

cannons of power. FoIlowing thc appearance of divine kingship in Egypt and Mesopotamia, cconomic

institutions werc inaeasingly dominated by the related urge to conquer nature and dominate other

human heings. Contrary to the docile statie traits of neolithic eu1tures, the power orientation of 'civilized'

societies made them prone to dynamie change. Indee(\, the institutions of power arc Iargcly inconsistcnt
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Vrith a stationary structure: power means a quest for power. a dcsirc to alter techniques ar.d augment

authority. Power, in other words, is not mercI}' a state but also a procc...." which implies that any

power-bascd eeonomie structure is neccssarily a dynamie one.

The lirst question, then, is how cao we trcat the dynamic proccss of inflation as if it originates

from a static structure? The answer to this question, we submit, is rebted to the utilitarian ba."", of

modem economic tbinking: economists often think about economie problems in terms of"welfare' rather

than 'power: Note that the fundamental economic categories of 'commodity: 'priee: 'gros.< national

product,' 'prosperity; 'investment,' 'consumption,' 'cconomic policy' and alike, are geared mainly to the

question of 'wcll·heing: The common denominator underlying thesc categories is uli/il}' and their

measurement is lirmly rooted (though only in principle) in the hedonic calculns of pleasure and pain.

The issues of power, authority, coercion and persuasion are not absent from the economic framework,

of course, but they are largely extemal to the central question of welfare. Indeecl, unlike utility, the

concept of 'power' is rarely quantilied in economics and is ail but missing from the basic economic

categories such as those listed above.

The distinction hetwcen utilitarian notions and power·bascd structure.< bcars on inflation theory.

A hedonie world view is consistent with a statie structural framework. In a society driven by

utility·seeking individuais, structural change appears as coincidental or instrumental, but not as an end

in itsclf. Inflation in this framework could still he affected by structures and institutions, but it does not

influenee them in tum - at least not in any signilicant way. To use the common aphorism, inflation is

structurally 'neutral' A power.oriented society, on the other hand, could he coneeived only in terms of

continuons restructuring sinee this is the very essence of power seeking. If the prime engine of capitalist

civilization is not utility maximization but the quest for power over nature and man, we may no longer

retain the 'neutrality' assumption. From this latter viewpoinl, inflation should he coneeived in terms of

œascless structural change.

ln Iight ofthis distinction, wc propose in this work to examine the relatioriship hetwecn structure
, .

and inflation from IWO different perspectïvès. In the Iirst part (chapters 2 to 5), wc deal with inflation
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and structurc, f'lCUSing on thc common approacl1 \Vhicl1 secs inflation and cconomic structure as related

but mutually-distinct conceptual cntities. In the second part (chapters 6 to 9), we suggest an a1ternati,..,

point of vicw for inflation as restructuring, in which inflation and structural change are perceived as IWo

sides of the same dynamie proeess.

The difTerence between a statie hedonie-based approach and a dynamic power-based perspective

manifests itself in a number ofinterrelated ways. (1) By foeusing on gjven structures, the Iirst framework

for inflation is naturally disposcd toward the method of equilibrium anaIysis. The second approaeb, on

the other hand, starts from the fundamental premise of continuous restructuring in which neither

equilibrium nor disequilibrium are very useful concepts. (2) ln the Iirst approaeb, it is customary to

classify structures as a hierarchy of 'imperfections,' or departures from an a-historical hedonic society,

ranging from the 'natural' voluntary state of perfect competition to the coercive 'distortion' of monopoly

power. From thc second viewpoint, however, the basic emphasis is not on the distinction between

competition and monopoly, but rathcr on the dynamic interaction between cooperation and conflict as

the fundamcntal duality of modern eeonomie institutions. (3) Whcre the fust perspective distinguishes

between the 'real' magnitudes of the material world and the 'nominal' categories of the monetary

domain, the second approach includes bath of them within the double-sided reality of 'business' and

'industry: ln this latter framework, the domain of money, credit and debt is as rcal as the domain of

production and consumption, whereas the sphere of commodities.is no less peeuniary than that of

ban~ing institutions and monetary policy. (4) Given ils focus on wclfare, the fust approach takes the

individual aetor as its basic building bloc. The second perspective, on the otbcr band, empbasizes the

primacy of power, tbus placing tbe coalition and collective action at the centre of attention. (5) Whereas

the former framework empbasizes passive rcaction to exogenous evenls witbin a given structure, the

latter approach accentuates deliberate initiatives which constantly seek to alter tbe existing order.

We begin to explore tbese issues in Chapter 2, where we deal with mainstream macroeconomic

approaches to inflation. Much of this Iiterature is related to the disintegration of the Pbi1Iips Curve

trade-ofTbelWeen inflation and unemployment, and ils metbodology is characterized bya series of forced

departures from neoclassical tenets. Althougb capitalism has been plagued by bath inflation and
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unemployment sinee the 16th eentmy, from the analytical perspective of main.<tre= macrocconomics,

thcir combination appcars as an cxceptional dcviation from the 113tural S!ate of things. Starting from the

assumption ofutility maximizatio:l in !hG COu~ex1 of a pcrfectly competitive cquilibrium. the concurrence

of inflation and unemployment is thcn sccn as the unfortunate consequence of assorted 'imperfection.,'

and 'distortions' which create tempor:uy 'discquihOria.' There are structural imperfections, such as union

power, government intervention, and oligopoly which prevent full employment and price stability; there

are informational imperfections which confuse rational actors to invest in unemployment despite the

inflationary boom; there are cxpcctational imperfections which create a comedy of errors in which the

market fools i15 own participants, having them raise their priees <1espite a lack of demand; there arc

institutional imperfections which create habits and inertia and break the fundamental link bctween

scarciry and price movements; and finally, there are cxogenous forees which menace the economic

system and upsct i15 stable, mutually-bcneficial, equilibrium.

This constant resort to 'imperfections' and 'rigidities' points to a fundamental weakness in the

macroeconomic treatment of inflation and stagflation. The forced reference to rcal structures, to power

relations, and to historical (as opposcd to equilibrating) change, appcars as a neccssary methodological

evil. Thcsc fcatures are treated not as part of the 'economic system,' but rather as exogenous constrain15

imposcd on that system. Stagflation, in other words, appears as an anomaly which can bc rationali7.cd

only by extra-economie causes and, as a result, the 'succcss' of mainstream models at cxplaining the

shifting Phillips Curve bccomes a sign for their own deficiency.

Not surprisingly, then, attemp15 to examine the broader structural roots of inflation and

stagflation were coneeived as challenges to the microeconomic foundations of the neoclassical synthesis.

The bases for thcsc initiatives were laid alrcady during the Great Deprcssion of the 193Os, when many

economis15 began to question received notions about priee behaviour and business behaviour. In

Chapter 3, we turo to asscss the methodologica1 debate surrounding these issues. The challenge to

conventional ncoclassical thinking emanated first from the discovery of 'administered priees,' and then

from suggestions that businessmen followed 'markup' pricing. The daims that concentrated industries

had relatively inflexible priees and that modem industrial firms were not neccssarily driven by the
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maxims of profit maximization were disheartening for the marginalists, but they were aIso problematie

for those who soughtto anchor maeroeconomies in a more reaJistie view of industrial organization. The

possibilily that modem corporations were not trying to optimize some objective profit funetion inserted

an invisible wedge into the priee-malcing proeess. Whi:e the businessman might be following some

standard priàng procedure, for the eeonomist these procedures appeared ralher arbitrary, leaving him

or her unable to predict the resu1ting outcome. Thus, by empbasizing the importanee of structure for

actual prieing, the empirical literature on business behaviour in fact acted to undermine the

methodological basis of priee theory itse1f.

These problems have been largely ignored in the market-structure approach to inflation whieh

we examine in Chapler 4. The modem dual structure of competition and oligopoly, together with the

two ethies of market priees and markup priàng, proved a convenient starling point for alternative

explanations of post-war inflatio~. Whereas the neoclassiea1 synthesis was constrained by the

fundamental tenets of optimizing behaviour, the resort sinee the 19305 to non-maximizing assumptions

ereated an endless number of possible inflation theories. Much of the ensuing literature has been

eoneemed wilh identifying the 'proper' markup formula and the temporal interaction between its various

components. Most theories involve some variation ofeost smoothing with fixed profit markup, but there

are also those whieh emphasize the inflationary role of cha:lging profit margins. Because of their more

realistie point of departure, the studies in this area offer important insights whieh are often laclàng from

standard maeroeeonomie models. Yet, despite these advanees, the market-structure approaeh to inflation

is still limited in eertain important ways.

Firstly, much h'ke the neoelassiea1 view, structural theories, too, are based on idea1 types for

corporate behaviour. The main goal of such theories is to exp1ain the impact of alternative economie

structures and institùtions on inflation and stagflation, but sinec the crueiallink between these variables

is still the individual economie aetor, it becomcs neeessary that sueh actor follow stable rulcs of conduct.

In tbis sense, emaneipating the modem corporation from its universa1 fIXation on profit maximization

is merely a pretext for locking it baek into more eonvenient but equally rigid and arbitrary behaviourial

assumptions. Ultimately, both the macroeeonomie and structuralliterature treat the economie agent as
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apassive respondcr, an intenncdia'J' betwccn cxogcnous shocks and cndogcnous adjustrncnts. ln the final

analysis, both approaches lead to the same ine\itable question: If eve'Y0ne is merely reacting, where arc

the social and economic changes coming from?

Of course, this question rarely arises sincc, as wc already noted, most writers tend to assume

tha!, for the purpose of analysis, structure could he taken as given, lndeed, the second similarity helWeen

mainstream and structural inflation theories is their common resort to the concepts and methods of

equilibrium analysis. ln economies, the notion of equilibrium has IWo principal interpretations: stability

and desirability.' ln terms of stability, equilibrium usually means that, in the absence of exogenous

shocks, the endogenous variables of the system have no tendency to change. With desirability,

equilibrium denotes the 'chosen' position of economie agents; it is where they wish to he, given thdr

exogenously-imposed constrainlS. Mainstream macroeeonomies makes extensive use of both of these

interpretations, but 50 does the structuralliterature. According to this latter sehool, eeonomie agents are

not neeessarily bound by profit maximization and perfeet competition, but thdr hehaviour still follows

predelennined rules of conduct and they operate within a given structure. As a result, the

market-structure literature, too, is alien to the process of structural change. In our opinion, this common

resorl to eqwlibrium is fundamcntally flawed. The focus on stability as the state to whieh the system

tends to converge already repudiates the prlmacy of historieal change, whereas the notion of desirability

removes the very motivation for initialÏng such change. Indeed, would human heings develop a language,

material technology and social institutions if tbey were already in equilibrium? Would they go to war

or come to peace from such astate? Could science emerge from the paralysing convenience of

self-fuIlilment? Would content breed a quest to conquer nature and man? With this in mind, ean wc still

assume that tbe economie relationships hehind inflation and stagflation are neverlheless stable? ln this

context, even the notion of disequilibrium is mislcading heeause, as a devialion from equilibrium, it

already presupposes the prlmacy of stability and stationarity.

The related notions of passive rcaction and statie structure wbich characterizc most inflation

theories are linked to a fundamental preoccupation with utility and well-heing. An::lyzing the effcel of

, Sec for example Asimakopulos (1978, pp. 42-4).
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socio-eeonomie structures on priees and inflation is rarely an end in itself. Eventually, it is a basis for

answering a more rudimentary question, namcly, the bearing of inflation on the priee of utility, or 'living'

as Griliches (1971) prefers to put it. At flrst sigbt, this May SC':iI1 as a rather narrow interpretaùon of

eeonomie theory. How could one identify wclfare and utility as the common denominator ofail inflaùon

theories, when every political eeonomist sinee Marx seems to stress social relaùons and insùlUÙons as

the ullimatc subject of inquiry? Is it not true th:>.t, while neoclassical eeonomics focuses mainIy on utility

(or 'use value'), Marxian and instituùonal economics are coneemed primari1y with social structures (or

'exchange value')? And if we identify the power orientation of political economy as the basie starting

point of structural inflation theories, should we not conclude that these theories are fundamentally

different from thcir mainstream counterparts? The answer is yes and no!

Although the market-structure literature May formulate its quesûons in terms of economie

power .."Id social institutions, its cmpirical categories are very close to those used by mainstream

neoclassical eeonomies. In the ca!e of inflation theory, this distinction is Most obvious when we go back

to the very definition
C

o(ii1fiation. The phenomenon of inflation is defined as a broad change in the

priees of eommodities and, while the macroeeonomie and structural analyses explain the inflaùonary

process from different theoretieal perspectives, they mcQSllll! it in mucli the same way: from both

perspectives, the underlying emphasis is on commodities as atticles of uûlity. Even in the Marxian

scheme, where the world of commodities is seen as a 'mirror' for social relaùons, quantities are still

measured in terms of 'use values' (note that 'exchange values' are denominated in units of 'unskilled

labour' and those could he calculated and expressed only in the utilitarian terms of funetional production

and hedonie consumption). In other words, the basic categories for inflation analysis - even when such

analysis is focused on the structure of power - are couoted in material rather than social tenos.

The significanee and implications of tbis claim are examined in Chapter 5. Here wc argue that,

bccause of their hedonie basis, standard priee and quantity indices (such as the Consumer Pri~ Index,

or GNP measured in 'constant dollars') are in faet biased in favour of neoclassical theories for inflation.

ln other~words, wc suggest that the very measurement of inflation is already predisposed toward a

partieular set of explanations and May thus he inadequate for other, competing theories. As it turns
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out, the use of existing indices presupposes a society of free, utility-ma:<imizing indi,idual<, organizcd

in a perfeetly competiüve framework and prevailing in a conünuous state of equilibrium. Whcnever thesc

assumptions are not fulfilled, that is, whenever inflation occurs in the context of antagonistic groups.

power confli::ts and bistorica! change, the indices become parüalJy or wholly inadequate. Thus, if wc

want to integrate such concepts into our aplt1nalion of inflaüon, wc must also incorporate them into our

dejinition of inflation. Instcad of measuring the cJuznging priee of hedonic pleasure, we may want thc

concept of inflation to refleet the ehanging strucrure ofsocial power.

With tbis in mind, wc then turn to the second part of our wor\(, wherc wc olTcr a new approach

for inflaüon as a dynamic process of structural change. The overall historical and analytical framework

for tbis approach is set in Chapter 6. We begin with a critical mterpretation of Thorstein Vehlen and

Mlœcur Oison, whose separate writings offer a convenient starting point for our analysis. Building on

Veblen's fundamental distinction between 'business' and 'industry' and Olson's taxonomy for 'collective

acüon' and 'distributional coalitions,' Wl> ,suggest that, in the modem context of large-scale business

enterprise, price inflation tends to appeartogether with industrial stagnation and that hoth phenomena

are Iinked to the process of capital accumulation and the dynamic restructuring of busincs., power.

According to Veblen, the evolution of mature capitalism sinc(the end of 191h century eould be

best understood as adynamie conflict between the universal goals of industry and the dilTerential

principles of business enterprise. The material sphere of industrial production depends on cooperation,

coordination, integration and standardization, whereas the pecuniary rcalm of business power hinges on

eompeütion, friction and mutual injury. The distnoution of income is a pecuniary phenomenon achieved

though the subjugation of industrial activity to business enels. Specifically, since business ownership is

an extra-industrial acüvity, business ineome eould be generated only by limiting industrial activity to

'what the market eould bear at profitable priees.' Now, as long as the market expanded faster tban

industrial capacity, as was the case in the United States until the Iate 191h century, the eonflict between

industry and business remained dormant From the carly 20Ih century onward, however, the growth of

productivity started to surpass the growth of population, ereaüng a chronie predieament of excess

capacity. To survive under this new order, business enterprise had to actively conail industrial cap.city
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and that neccssitated collective action. The main vehicle for such action was the ongoing proeess of

corporate amalgamation or, to use Olson's terminology, the progressive accumulation of distn'butional

coalitions. Furthermore, since the formation and reformation ofbusiness coalitions oeeurs through the

accumulation of capital - that is, through the peeuniary capitalization of earning capaciry - the whole

proeess was not only stagnationary, but aIso inflationary.

Starting from this perspective, our basic hypothesis is thal, in a 'mature' capitalist context of

rapid technological change and limited population growth, the dynamic interaction hetween business and

industry appears as a double-sided process. On the disaggregate level there is ceaseless business

reorganization, with eontinuous changes in corporate concentration and in the structure of corporate

coalitions, while on the aggregate levelthe consequences of this restructuring appear in the form of asset

infla!.Ïon and industrial stagnation. In other words, wc sugges! that macroeconomie stagflation and the

restrueturing ofbusiness institutions are IWO sides of the same proeess ofmodem capitalist development.

Our first step toward examining this broad hypothesis is to develop a new inflation index. In

Chapter 7, wc argue that inflation could he interpreted in IWo distinct ways. In conventional usage, the

noun inflation is used to denote a general rise in eommodiry priees. Howcver, tbis same proeess of price

changes could also he viewed as a dyoamie interaction hetween the business and industry spheres of

eeonomie aetiviry. To understand this dualiry, note that every broad 'multipricc' index P also has a

'va!ue-quantity' approximation, given by the ratio hetween the overall money value V and the overall

material quantity Q of the underlying eommodity basket. Consequently, if wc derme inflation as the rate

of change ofP, wc could also apprüximate it by the differencc heIWeen the rates of change of Vand Q.

A1though the standard 'muItipricc' and 'vaIue-quantity' interpretations for a pricc index are

mathematically equivalenl, their implications for inflation ana1ysis are radica1ly different. From the

standard 'multipricc' perspective, inflation is dermed as a proeess of pricc changes and !bat defmition

is independent of the underlying proeess of restructuring. From a 'vaIue-quantity' point of view, on the

other hand, the very definition of inflation is already rooted in the structural proc::sses which bring !hat

inflation about: variations in the overall value of the basket are determined in the business sphere, while
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changes in its overall quantity reneet developments in the industrial sphere.

Given our b3Sic hypothesis on the C;!~':C::!"al rools of inflation~ wc suggcsl that priee changes

are ooly a corollary of the "'::;.~ iundamental interaction belWeen business and industry. Thus, instead

of fc<:USing "" sr~dard, single-variable indices which measure the rate of change of priees, wc propose

a new type of double-variable indices which contras! the rate of change of a broad 'business-sphere'

variable (such as nominaI GNP or corporate saies), 'ftith the rate ofchange of a general 'industry-sphere'

variable (like output or employment). WhiIe the COmmon il:dices are still useful for a wide range of

applications, it is only by decomposing the inflationary process into ils business and industrial aspects,

that we can start exploring ils structural causes.

In Chapter 8, wc tum to these structural features, linking innation with the process of aggregate

concentration. Starting from the business-industry representation for innation, WC argue that changes

in each of these spheres are affeeted by the separate developments oceurring in the core of large

companies and in the periphery of smaller firms. Thus, in a given universe of corporations, the overall

rate of change of saies in the business sphere and the overall rate of change of employment in the

industriaI sphere will be determined by the underlying rates of change oceurring in the subgroups of

large and small firms. At the same time, the relative changes of saies and employment in eaeh subgroup

will aIso affect the distributive shares of that subgroup in the aggregate sales and employment for the

eorporate universe. In other words, the innationary interaction belWeen business and industry is driven

by the same structural forces affeeting the process of aggregate concentration for sales and employment!

We examine this proeess of innationary restructuring with data pertaining to the V.S.

manufacturing and mining sector belWeen the carly 19505 and late 1980s. Our empirical analysis

addresses several important questions: How did the business-îndustry interaction develop in the core of

large corporations as opposed to the periphery of smaller firms? What were the relative contributions

of caeh group to the overaIl rate of manufacturing and mining innation? Was the relationship belWeen

inflation and aggregate concentration systematie or random? If the restrueturing was system.tie, what

was ils nature and bow did it change over time? The data suggest tbat post-war innation was indeed
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associated with systematic corporate restrueturing. The rclativcly low inflation of 1950s and 19605 arose

from a combination of low inflation in the periphery of small frrms, coupled ""th even lower rates in

core of large corporations. Underlying this differentiaJ performance were systematie ch'lDgCS in

distributive shares, involving rising aggregate concentration for corporate sales and even faster incrcascs

in the aggregate concentration for employment. The period of the 19705 and 1980s was fundarnentally

differcnt. Inflation was now much higher and was accompanied by serious stagnation. This now

cxpcrience was associated with a reversai in the relative ccntnoutions. The core was now leading with

higher rates of inflation accomplished by a combination of stable rate of aggregate concentratinn for

sales and a faning aggregate concentration for employment.

What generated the low inflation and rising aggregate concentration of the 1950s and 196Os, and

why did wc have higher inflation together with stable or declining aggregate concentration in the 197Gs

and 198Os? Were inflation and restrueturing driven by the same cause? What was it? In Chapter 9, we

root inflationary restructuring in the basic process of capit:!! ..cèuc:::lation. Following our analysis in

Chapter 6, wc bcgin by arguing that, in the modem context of large-scale business enterprise, the guiding

principle of big business is di//eren/ial pecuniary accumulation. Corporate performance is measured in

nominalterms and its ultimate yardstick is the pace of capital accumulation relarive to otherfinns. ln

seeking to accumulate faster than the average, the large firms can follow IWO main strategies. They can

either expand thdr differential breadlh of accumulation in the industrial sphere by augmenting

productive capacity and employment faster than the average, or else they can try to increase their

differential depth of accumulation in business sphere by raising their net profit per employee faster !han

othcr eompanies. Each of these paths is assoCiated with a different business strategy. The first depends

mainly on the pace of Mergers and acquisitions, specifieally on the rate at which smaller frrms are

amalgamated into their Iarger countcrparts. The second strategy, on the other hand, binges on

inflationary process, particu!arly on the ability of large frrms to exceed the average rate of inflation. A

thcoretical and empirical analysis of these relationships leads us to conclude that, in the context of

Iarge-scale business enterprise, there is an intimate link bcIWeen the macroeconomie dynamics of

inflation and stagnation on the one hand, and the distnoutional path chosen by the large corporate

coalitions on the other. Successful merger-driven expansions in their differential breadth ofaceumulation
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induce the large firms to maintain moderate rates of inflation. whieh is probably what happcncd during

the 19505 and 1960s. A decline in merger actÏ\ity, on the other hand, drives them to try and incrcasc

their differential rate of accumulation ,ia inflation. whieh in turn creates an inflationary spiral

accompanied by industrial stagnation. This laller scenario helps explain the bistorical expcrience of the

19705 and 1980s.

•••

The theoretica1 arguments and empirica1 evidence provided in tbis thesis strongly suggest that

the macrocconomic cxpericnce of inflation and stagnation is interwoven with the fundamental structural

processes of capital accumulation and corporate concentration. The nature of this interaction. however,

is historical and that has far-reaching implications for our empirical researeh programme. Tbe basic

starting point in this work is tbat economic processes arc to a large extcnt qualitative and bence

'non-stationary' in nature. In our opiniolL stagflation emerges from tbe dynamic transfonnation of a

power-oriented society, sn its causes and appearance could not he arrested into a stable econometric

modeL Since tbe stationary, a-historic premise of sucb models gocs counter to the bistorical singularity

ofstructural ehange, wc have delibcrately ehosen not to use any econometric estimation and testing and

limit ourselves to tbe careful analysis of tables and graphs.

ln tbis light, it is also important to qualify tbe scope of our tbeoretical daims and empirical

findings. While tbe process ofinflationary rcStructuring is neitber new, nor limited to a particular socicty,

it is necessary to emphasizc that our thesis was devcloped witb the modern US. expcrience in mind. Our

specific frarnework was for a 'mature' capital;'t economy, d>araeterizcd by a large domestie market,

expanding foreign trade and growing intt:iration witbin a rapidly-ehanging world market, and it is only

in this kind of sclling that our metbod and conclusion may have a certain claim for generality•
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CHAPTER2

MACROECONOMIC PERSPECTIVES ON INFLATION AND UNEMPLOYMElI<ï

Modern macroeconomic theories for inflation and unemployment have evolved in a dual

love-hate re!ationship with the Phillips Curve. The notion !hat there exists a stable inverse relationship

between inflation and the rate of unemployment - dubbed as the Phillips Curve after the original work

by Phillips (1958) - was assimilated into macrocconomic models during the 1960s. The theoretical

relationship was supported by ObsclV3tiOns stretching over close to a ccntury, yet, as soon as

macroceonomists put their new discovery into use, the Phillips Curve seemed to break down! During

the late 19SOs, when Phillips published bis original article on the British cxperiencc, many

macrocconomists in the United States were perplcxcd by the persistencc of inflation in the midst of

reeession. Later, during the 196Os, inflation in most advanccd capitalist eeonomies aeeelerated with no

apparent decline in the rate of unemployment. rmally, sincc the mid 1970s, after a dramatie cise in

bath inflation and unemployment, the two variables began to move together, in an open defl3ncc of

the Phillips Curvc.

The graduai emergencc of stagflation and the progressive breakdown of the Phillips-Curve

relationship presented mainstream macrocconomics with the most serious challenge sinee the Second

World War. Macrocconomists launched a series of bitter attacks on the Phillips Curve, yet their criticism

sougbt to modify, not nullify. Behind the theoretical Phillips Curve lay strong ncoclassical convictions

regarding the working of supply and demand. Although macrocconomics abstracted from the structure

of underlying markets, the negative association between inflation and unemployment seemed to indicate

!hat perfect competition was a useful assumption in the study ofbroad aggregates. The basic relationship

betwecn inflation and unemployment was simply too significant 10 discard. As a result, most

macroeconomie challenges to the Phillips Curve have been ha1f-heartcd: they 'augmented' the elemcntary

relationship with auxi1iary factors.
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By the carly 199Os, after three decades of thcoreticaJ challenges, Macroeconomie theories for

innation and unemployment still dominate the collective consciousncss of cconomists and palicy makers

alike. In this sense, the struggIe to save the Phillips Curve has bcen sucecssfuJ. Yet the achie,..ment

came at considerable cost. Amendments to Phil1ips Curve were never quite suflicient and additional

modifications wcre constantly caJled for in order to accommodate changing rca1itics. This repcated

'augmentation' of the Phillips Curve injured the apparent integrity ofmacroeconomies. The most serious

damage, howcver, was causcd by the nature of modifications. In order to explain the breakdown of the

PhiIlips Curve, macrocconomists rcsorted to adversities such as 'discquilibria,' structural and

informational 'imperfections,' and extemal 'shocks' delivered from outside the Macroeconomie system.

In other words, they abandoned the cardinal belief in equilibrium and perfect competition which

previously characterized the 'neoclassical synthcsis.'

In this chapler we dcal with some of the key contn"butions to the Macroeconomie Iiterature on

innation and uncmploymcnt. Our aim is not to provide a comprehensive or even a partial survey.

Instcad, wc fecus our attention on fundamental mcthodological issues which arise as macroeconomists

lcave the idcal nceclassical domain of perfect competition and equiIJ"brium and venture into alternative

terrain. The first and second sections deal with the original PhiIlips Curve and its theoreticaJ foundations.

In the third section, wc move from the labour market into the macroeconomic arena. The fourth section

dcals with the noiion of structural imperfections. The fifth and sixth sections examine the integration of

cxpectations and the natural rate of unemployment into the Phillips-Curve framework. In the seventh

section, wc appraise the rational-expcctations framework. The eight section evaluates the effeet of

institutiona! instability on stagnation and, in the ninth section, wc explore the notion of supply shocks.

%.1 The Original PhiIlips Cune

In 1958, A.W. PhiIlips published a careful empiricaJ Sludy examining the relation betwcen

unemployment and wage inflation in the United Kingdom over a period extending from 1861 to 1957.

First he fitted a nonlinear function, negatively relating wage inflation to the rate of unemployment

belWeen 1861 and 1913 and then he demonstrated how this function could explain the relationship for
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the subsequent period bet",een 1913 and 1957. The stylized. stable relalionship suggested that a 55

percent for unemploymcnt was associatcd V.ilh zero "'-age infiation. Wben uncmployrncnt wa..o; atxwc thi,;,

thrcshold. there was a modest decline in nominal wages. On the other hand. ",hen unemplo)ment "'as

below5.5 percent, the rate ofwage inflation incrc:asc:d rapidly.' Phillips also identified eounter-clocl....i.'"

'Ioops' of data obser.-ations around the stylized litted function. These loops indicated that when the rate

of unemployment was falling, wage inflation cxceeded the value gï\'Cn by the funetion and when

unemployment ""35 growing, the rate ofchange of,,-ages ""35 lower than values predicted by the funetion.

Phillips' results wcre assimùated quickly, partly because they provided slrong eonlirmation for

the working of competitive market forces, particularly for the way priees adjusted to 'cxeess demand' or

'cxccss supply.' The tentative theoretieal hypolhesis for this adjustment process ï.. stated cxplicilly in

Phùlips' opening passage (1958, p. 283):

When the demand for a commodity or serviee is high relative to the supply of it wc
cxpeel the priee to rise, the rate of the rise being greater the greater the cxces.'
demand. Conversely when the demand is low relatively to the supply wc cxpeet the
priee to fall, the rate of the fall being greater the greater the delicicncy of demand. \1
seems plausible that this principle should operate as one of the factors determining the
rate of change of money wage rates, which are the priee of labour services.

Henee, it follows that ifthe rate of unemploymenl and its lirst derivative are taken as two independent

proxies for 'cxcess supply' in the labour market, both should he negatively related to the rate of change

in moncy wages. The rate of unemployment eould cxplain wase inflation along the negatively-sloped

Plullips Curve and the rate of change in unemployment would account for the eounter-clockwisc loops

around it.

Most of the carly literature that followed Phillips' original study emphasized this styli7.cd

relationship between wage inflation and unemployment but the Phillips Curve was signilicant also for

what it failcd to cxplain. In faet, Phillips took grcat pain to cxplain every devialion from the styli7.cd

loop. His cxplanations are interesting because they poinl to structural elements that are inconsistent wilh

, Phillips (1958, p. 290) litted the following function to bis data:

log (w + a) = log b + C log U,

where w denoted the rate of change of wage rates and U measured the pereentage unemployment. The
estimated values for the parameters were 0.9 for a, 9.638 for band 1394 for c.
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the assumption of perfee! competition in labour and commodity markets. Severa! cxamples could be

cited to iIIustrate this point. In the upswing beIWeen 1893 and 1896, for instance, wage rates rose more

s10wly than usua~ a devclopment that Phi11ips (p. 292) atlnouted to the rapid groWlh of employers'

fcderations and the consequent risc in employers' rcsistance to !rade-union demands. Similarly, the

regular relationship was again disturbed in 1912, presumably by strike activity of union members in the

coa1-mining industry (ibid.). Another observation was the progressive narrowing of the cyclica1 loops

bclWcen 1861 and 1909. Phillips (pp. 292-93) cxpIaincd this in IWO ways; fll'St, by the proliferation of

wage-indexation and. second. by incrcasing time Iags in the responsc ofwage changes to changes in the

levcl of unemployment. The significaoce of thesc Iags, he argued. increascd with the historica1 extension

of collective bargaining and arbitration. Another illustration (pp. 293-94) points to the dramatic decline

of wages in 1921 and 1922 (22.2 and 19.1 percent, respeClivcly) which exceeded by far the moderate

decreases suggested by the fined curvc. Phillips annouted much of thesc declines to automatie

cast-of-living adjustments triggered by substantial decreascs of import priees in those years. Fmally, the

observations for the 1948-1957 period appearcd to generate a reverse loop, which Phillips (pp. 297-98)

again cxplained by a lagged adjustment of wage rates to unemployment.

There is a common feature in thesc realistie supplementary cxplanations. Employers'

federations, trade unions, collective bargaining, arbitrations, wage-indexation and lagged adjustments cao

bc perceivcd as 'institutional rigidities' that distort the funetioning of a laissez faire market system. In this

sense, by recognizing such institutional realities, Phillips anticipated the subsequent dilemma that Iater

macroeconomists often faced when they tried to relate the Phillips Curve to a changing world. The cost

ofbcingable to cxplain rising infiation (and, subsequently, stagflation) involved sacrificing the theoretica1

'ideal' of perfee! competition as its pristine simplicity was incrcasingly taintcd by various rcalistie social

and institutional 'distortions.'

;U From Disequilibrium 10 Equilibrium

The theoretieal underpinning for Phillips' empirica1 fmdings was developed by Lipscy (1960).

'The usu,,1 argument,' writes Lipsey (p. 13), 'merely slates that when Ihere is exccss demand .•. wage
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rates will rise, whiie when there is cxeess supply ... wases will fall. Nothing is said about the speed at

which the adjustment takes plaee: ln other words. a theoretical framework where disequilibrium

generates equilibrating forces is incomplete unless we specify adynamie 'adjustment mechanL.m' 10

expIain the speed at which the system moves toward equilibrium. Phillips indeed suggested that wage

inflation was positively correlated with the magnitude of cxeess demand but, aeeonling to Lipsey (p. 2),

he had not provided a 'model of market hehaviour' that explained this re1ationship. Henee, in order to

eliminate the potential for serious misinterpretation, the mode1 underlying the Phillips Curve must he

'fully specilied' (Lipsey, p. 12). ln light of his emphasis on rigorous specification it is interesting to note

!hat Lipsey does not speeify the underlying market structure for his own model. Instcad, he writes:

We shaH eonsider this re1ationship, lirst, for a single market, and then for the whole
eeonomy ... We might analyze the market for any eommodity sinee the argument at
this stage is quitegeneral. Sincc, however, the subject of the present article is the labour
market we shaH use the terrninology appropriate to that market. (pp. 12-3, emphases
added)

The use of such ambiguous language is unhelpful for it is hard to imagine a 'general' model for priee

adjustment that can be applied to 'any' market structure. The emphasis Lipsey puts on the role of

'exeess supply' and 'cxeess demand' suggests that his own mode1 may he applicable to perfecl

competition but is probably Inadequate for other structures.2

The mode1 for the single market contains three basic relations. One is the 'adjustment

mechanism' which specifies the rate of change of wages as a Iinear funclion of the relalive excess

demand for labour:

(1) W = C< [(d - s) / sI,

where w denotes the rate of change of wages, C< is a flXed coefficient, d is the demand for labour and

s is the supply of labour, The seeond relation is a curvilincar, negative funetion Iinking Ihe rate of

unemployment with the relative cxeess demand:

2 ln monopoly and monopolistie competition, there is no unique supply curve (supply depends on
demand conditions) and, in oligopoly, the mcaning of both supply and demand curves is ambiguous.
Under these conditions there is no clear delinition for exCess supply or demand.
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Equation (2) merely dcscribcs the reIationship bcIWccn the rate of unemployrnent and relative exccss

demand and it has no causal implications. When the market is in equilibrium (no exccss demand or

supply), there is ooly 'frictional unemployrnenl,' with numbcr of vacancies bcing just equal to the

numbcr of unemploycd workers. When exccss supply develops, unemployrnent increases Iinearly, while

an incrcasc in cxcess demand is associatcd with a curvilinear fall in unemployrnent (as exccss demand

incrcascs, the fall in unemployrnent bccomes progl'essively smaller bccause unemployrnent cannot

bccome negativc). The third relationship is the 'adjustrnent function' which is derived by combining

equations (1) and (2):

This last equation is, of course, the standard Phillips Curve. It is interesting to examine the methodology

employed in developing this model bccause sorne ofits features reappcar in subsequent Macroeconomie

theories of innation and stagnation. Two aspects are worth noting: the central role assigned to

non-observable variables, and the view that markets continuously move toward equilibrium. We consider

each of these clements in tUm.

According to Lipsey, the first problem for analysis stems from the continuous shifts of demand

and supply curves, movements which make difficult the identification of these individual curves.

Fortunately, he argues, this is not an unsurmountable obstacle for, in order to obtain Equation (1), it

is 'only nccessary to know demand and supply' at the existing market price and other points on curves

can bc ignored (p. 13, emphasis added). Note that even with tbis qualification, One May still ask the

praetical question as to how wc eould discover these IWO magnitudes. The theoretica1 analysis is cast in

terms of supply and demand; that is, in terms of desires, or plans to seU and buy labour services. These
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are psychological tendencies, not observable market outcomes. In this light it is unclcar how eould wc

solve tbe problem by limiting ourseh'CS to the existing market price.3

Reliance on non-observable magnitudes introduccs a strong axiomatie e1ement into the analysis.

Lipsey (p. 13) asserts that in order to observe the !inear relation illustrated in Equation (1), 'it is

neeessary only that tbere be an unchanging adjusrment meehanism in the market.' Unfortunatcly, evcn

within Lipsey's own framework, tbis is only a neccssary and not a sufIieient condition, for in order to

observe this relation wc must first be able to observe the 'cxccss demand' variable. This is not always

possible, adroits Lipsey, but for practieal not coneeptual reasons. In bis opinion, the dirrerenec between

the number of unfilled vacaneies and the number of unemployed workers eould provide a 'rcasonable

direct measuremenl of cxcess demand' but, unfortunate1y, vacaney data are ".,Idom available and even

wben they are available these data might be seriously Oawed. As a praetical solution, Lipsey suggests wc

relate cxeess demand only to unemployment (rather than to the difference between vacancie.< and

unemployment). The solution is not very helpful, however, because Lipsey ignvres the eonceptual

challenge altogether. His 'empirical' definition for supply and demand in the labour market is specified

in terms of aetual market outeomes rather than in terms of hypothetical desire.<. The quantity supplied

is assumed to be equal to the sum of recorded employment and unemployment, while the quantity

demanded is assumed to be equal to the sum of aetual employment and vacancies. Henee, the dirrerenee

between observed unemployment and vacancies is equal to 'exee.<s demand' by definirion. In this light,

relianee on unemployment figures for want of vacancies data docs not solve anything for it mercly

inserts an axiomatie link·- a negative eurvilinear funetion between observable unemployment and

non-observable cxeess demand - in the theoretical chain.

The existence of these axiomatie elements weakens the seientifie status of Lipsey's theory. One

reason for developing this theory in the first place is that

3 One could argue that 'quantity supplied' and 'quantity demanded' arc obsc.......ble when the existing
market priee is an equilibrium one because, when wc define equilibrium as a 'ehosen position,' we assert
that the aetual outcome is identieal to the desired one. (See Asimakopulos, 1978, p. 43.) This reasoning,
bowever, is quite misleading. Equilibrium here is defined in reference to desires and not the other way
aroune!, and unless we eould fi~r observe those desires we could not know that the market is indeed in
equilibrium!
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if the relation eeases ta hold, or changes, and we have no model ta explain il, we cao
only say 'the relation has ecased ta hold' or 'the relation has changed' and we will have
Jearned nothing more than this. Ifwc have a model expJaining the relationship, we will
know the conditions under which the relation is expected ta remain unchanged. Then,
if a change oeeurs, the modeJ will predict why this has happened and this prediction
will give rise to forther tests from which wc cao Iearn. (Upsey, p. 12)

Yet, cao wc rcally expect tbis model ta tell us why the Phillips Curve ehat:ges? Consider, for instance,

Lipsey's discussion of the impact that unions may have On the Phillips Curve (p. 17). In bis opinion,

unions may change the adjustment meehan;sm speeified in Equation (1); for example, by making wage

increases more responsive to exeess demand and Jess responsive ta exeess supply. If this happens, the

Phillips Curve itself should cl>ange. However, when wc observe such a change in the empiriea1 Phillips

Curve, how can we know it originated from the influence of unions on the adjustment mechanism? For

that purpose, any number of factors may affeet the adjustment mechanism but we have no way of

observing these effects because the adjustment meehanism itself remains defmed only in terms of

non-observable elements. Note that Equation (2) is also non-observable due to the presence of the

exeess demand variable. This introduees the further complication of not being able to associate changes

in the empirical Phillips Curve with changes to either Equation (1) or Equation (2).

The second central fcature of Lipsey's model is the emphasis on equilibrium. The labour market

is subject to 'external' forces which shift demand and supply functions and create disequilibria.

Fortunately, disequilibrium positions are inherently transient because the 'internaI' forees, namely the

'Iaws of supply and demand' and the 'adjustment mechanism,' drive the system toward equilibrium.

Wage inflation is the proeess by whieh stability is restored and, hence, even when wage inflation persists

over lengthy periods of time, ultimately it is a temporal)' phenomenon -- it will disappear once

equilibrium has been re-established.

The Phillips-Curve framework was rapidly incorporated into the mainstream ofmacroeeonomies

but this assimilation oeeurred amid eritieism and consequent amendments. Attaeks On the carly Phillips

Curvc proeeeded along.two lines, both related to market 'imperfections.' One group of maeroeeonomÏSlS

emphasized the signilieance of institutional rigidities in economie structure, white another analyzed the

impact of imperfect information. We deal with th.:se aspects in the following live sections.
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wmle Phillips (1958) and Lipsey (1960) focused their attention on the labour market,

Samuelson and Solow (1960) suggested a Macroeconomie framework by modifying the earlier

formulation of the Phillips Curve. Instead of relating unemployment and wage inflation, the cum: now

linked unemployment with the overall price inflation. This 'modified Phi1Iips Curve; roughly estimated

on the basis of 25 years of Ameriean data, was suggested by Samuelson and Solow (p. 192) as a 'menu

of choiee hetween different degrees of unemployment and priee stability: The rciationship was

considered to he signifieant hecause it appeared to he stable. This 'tradeoff relationship' suggested that

the consequences of unemployment in terms of inflation (and vice versa) were predetennined and the

politician had only to chose the desired combination that minimized social hardship (or maximized

political gains).

While subsequent analysis of the Phillips Curve was coneemed chiefly with sueh policy

implications, mueh less attention was initially paid to the shift from wage to priee inflation. Samuelson

and Solow did not explain this transition explicitly and its rationale was only implicit in their article.

Suceeeding interpretations (for instanee, Klein, 1967) used the assumption of a constant markup to

explain this switeh from wage to priee. According to tbis later view, firms set their unit priee as a

constant markup over unit wage cost, 50 priee inflation was just equal to wage inflation minus the growth

in workers' produetivity. Because produetivity growth was relatively stable, priee inflation could he

interpreted as a relatively stable, Iinear funetion of wage inflation. In other words, you could move form

the original to the modified Phillips-Cum: equation simply by replacing wage inflation by priee inflation

on the lefthand side and subtraeting produetivity growth from the righthand side.

Ofcourse, markup pricing was inconsistent with a rigid competitive model where priees respond

to excess demand and supply. Indeed Samuelson and Solow argued that wc must distinguish hetween

the mechanism of demand-pull inflation which operated through competitive forees and cost-push

inflation associated with 'market imperfections.' ln ils essentia\s, wrote Samuelson and Solow (p. 178),

~ the demand-pull theory for inflation was based on the a priori presumption that rcal variables (rcal
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outputs, inputs and relative priccs for goods and factors) wcre determined by a set of compeûtive

cquations which wcre 'independent of the absolute level of priees.' The latter is determined by the

money supply or, more broadly, by the overaII 1cve1 of money cxpcnditures. This rigid neoclassica1

'dichotomy' bclWCCn the proccsscs whicb dctermined rcal as opposcd to nominal variables,

wouId rcquire that wages faII whenevcr there is unemploymcnt of labor and that priccs
faII whencvcr cxc:css capacity cxists in the sense that marginal COS! of the output that
fll11ls sell is less !han the priccs they rcccivc. (p. 180)

Adherents of tbis posiûon, wrote Samuelson and Solow (p. 177), wcre puzzled by the inf1aûonary

cxpcriencc occurring bctwcen 1955 and 1958 in the United States. During that period, priccs incrcascd

despite a growing overcapacity, s1ack labour markets, slow rcal growth and no apparent grcat buoyancy

in overall demand. This historical episode was inconsistent with the conclusions of a strict competitive

model 50 institutional friction and rigidities of the cost-push perspecûve gained a greater recogniûon:

Some holders of this view attnoute the push to wage boosts engineered unilateraIJy by
strong unions. But others give as much or more weight to the co-operative acûon of
ail sellers - organized and unorganized labor, semimonopolistie managements,
oligopolistie sellers in imperfect commodity markets - who raise priccs and eosts in
an attempt by each to maintain or raise his share of national ineome, and who among
themselves, by trying to get more tban 100 per cent of the available oulput, crcate
'seller's inflation.' (p. 181)

Samuelson and Solow aecepted the significancc of thesc features and noted tbat

to cxplain poSSlole cost-push inflation, it wouId seem more economica1 from the very
bcginning to reeognize tbat imperfeet competition is the essence of the problem and
drop the perfeet competition assumptions. (emphasis added)

The introduction of a more realistie world-view into the Macroeconomie framework enables

Samuelson and Solow to use markup pricing as an implicit assumpûon for their modified Phillips Curvc.

The problem is that their modification requires that fll11ls not only follow markup pricing, but aIso that

the markup bc stable, for otherwisc, the modified curvc need not romain flXed. Sucb instability will

obviously dcstroy the cxplanatory power of the modified Phillips Corve and nullify its policy implicaûons.

On the other band, the assumption of a flXCd markup implies that Samuelson and Solow cao parûaIly

conciliate demand-pull and cost-push theories: even when priccs are 'pushed' by economic sellers in an

imperfeetly competitive world, stability of the realized markup indicates that, eventuaIJy, only the

absolutc costs and priees have riscn while their relative levels remained unchanged. ln other words,

seUers' inflation does not cause a redistribution of sellers' incomes. Surely, tbis does not Mean that
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eost-push inflation is unrclated to 'rcal' variables as demand-pulltheorists may argue. On the eontrary•

even with a flXed rcalizcd markup. reducing inflation has considerable eosts in terms of unemployrnent

and unused capacity. On tbis, Samuelson and S<>low (p. 191) wrote:

[I]f a mild demand repression checked cost and priees not at al1 or only mildly, so that
considerable unemployrnent would have to be engineered before the priee levcl updrift
could be prevented, the cost push hypothcsis would have receivcd its most important
confirmation.

Hence, the implication of the modified Phillips Curve that price stability requires a 'high' rate of

unemployrnent is partly a result ofsocial struggIe between sellers in an imperfeet world. But the struggle

culminates not in redistn'bution be/Ween the different sellers but rather in the emergenee of a cruel

tradeoff between rising priees or curtailed output for society as a who/e.

2.4 An Aggregate Vi... GÎ Market 'Imperfections'

During the 196Os, several rescarchers soughtto encompass structural 'imperfeetion~' into their

empirical macroeeonomie framework of the Phillips Curve. An carly eonlributor to this lileralure was

Perry (1966). His approaeh deserves a close examination because it was later adopted and extended by

other writers, particularly in the National Bureau of Economie Researeh. Perry argues that the simple

Phillips-Curve model where wage- inflation is cxplained by the single variable of unemployrnent is too

restrictive. In the context of perfeet competition, unemployrnent is a sufficient cxplanatory variable

because '[a]1I economie forees must aet on either the demand for or supply of labor, and their effeet is

already measured by unemployrnent' (p. 22), but in modern eeonomies thal are far from the 'competitive

ideaJ,' wage inflation is affeeted by additional factors that must be eonsidcred. Henee, in a more realistie

framework, writes Perry (p. 23),

[e]ither the theory of adjustment must be modified or the assumption of perfect
competition dropped. In fact, both can be done comfortably in the problem at hand
with sorne confidence that we will be moving towad:a more accurate specification of
wage-determining process. •.. A model tha~cknowledges these points should yield
more useful resullS, although it wm ne=.tily represent a somewhatlooser theoretical
abstraction than the competitive one.

The question, of course, is what institutional fcatures should be included to improve the simple

Phillips-Curve relationsbip and how should they he modeled? Perry's answer to this question is
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ambiguous. Initially he asserts that

[tlhe most realistie picture of the wage-sctting institutions in manufacturing as a whole
would undoubtedly include the whole spearum of degrees of market power. In a few
c:ascs, the purc1y competitive model ..• might apply. At the other extreme. some wage
bargains would he made un~ conditions virtuaI bilateral monopoly. In helWeen would
he various combinations of str""·~ and weak labor bargaining units facing employers
with different degrees of mono!" ,ly power in their product markets and monopsony
power as hirers of labœ- !:- ~ "mphasis added)

Butthcn such structural aspects are too difficultto deal with and Perry reeants, quietly returning to the

convenient world of aggregatcs:

A theory explaining the hehaviour of aggregate wages could not hope to encompass
specifically ail the different microeconomie theories of wage behaviour assoclated with
thesc cases. But it need not do so to he effective for thl' p-=t purposc. The problem
may he intrinsically a macroeconomie one in the sense that the appropriate variables
to explain changes in the general wage level may he aggregate ones, with any hypotheses
about hehavioral underpinnings at a microeeonomie ievc1 affording no additional
information. (ibid., emphases added)

In other words, the industrial system suffers from a great many 'imperfections' but this should not

introduee great theoretical and empirical hurdles. We ean a1ways assume either that the complex

dynamics of 'monopoly power' are large1y irrelevant to our question, or that the pertinent aspects of

thesc dynamics may he redueed to movements of severa! 'aggregate' variables. In other words, market

'imperfections' need not he analyzed when they ean he ignored or aggregated.

Wages in manufacturing industries are commonly set within a system of collective bargaining

and, aeeording to Perry (p. SO), this process for wage-determination ean he adequately analyzed with the

following aggregate etl~ation:

where w is the rate of change in money wages, U is the rate of unemployment, p is the rate of change

of the cost of living (the CPI), R is the rate of profit on equity, ~R is the change in the rate of profit,

e is an error term and {.8 i} are flXed coefficients lhat need to he estimated.

What is the rationale hehind Equation (1)? Perry argues that the rate of unemployment should

he included in every realistie modc1 hecause even under collective bargaining, exeess supply still bas a
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negati...e effect on ",age inflation. The tbree other aggregate ,,,,riable - increases in the eost of li...ing.

the rate of profit and the change in the rate of profit - capture institutional imperfections introdueed

by collecth.. bargaining. Higher values for such variables tend to strengthen the bargaining po.<ition of

employees and soften the objecûon of employers toward workers' demands and. hence. cach of thc.«

.","ables is expccted to be positiveiy reIated to wage infIation. Perry estimates the parameters of

Equaüon (1) separately for durable-goods and nondurable-goods industries, as wcll as for the

manufacturing sector as a whole, and fmds that indeed they ail have the expccted signs and arc different

from zero at conventional significanee levels.

This mode\, Perry argues, differs from carlier works whieh explored the impact 'struetural'

variables had on wage infIation. Those studies wcre deficient because, unlii<e his own mode\, they

examined the isolated influence of each factor instead of their simultaneous erreet.~ ln the eontext of

a mu/li-variable modellike that of Perry, one cannot interpret the empirical PhiUips Curve betwecn

wage infIaüon and the rate of unemployment as a flXed relationship. lnstcad. it should be viewed as a

mutatis murandis locus of points taken from a family of curves. The position of cach individual Phillips

Curve depends on the other factors at play. nal!lely, on the magnitudes of the last three carriers in

Equation (1) and the values of their associated parameters.

Perry uses his mode! in order to explore the different possible relationships between the rate

of unemployment, wage inflation and priee inflation. For that purpose he assumes that we live in a

'stationary state' where the rate of profit is flXCd (namely,~ ~ Rt., and henee~~ is zero), the rate of

priee inflation is Iixed (namely,pt = hl)' and the rate ofproduetivity increases (P) is flXCd (namcly.

Pt = pt-,), and he further assumes that the priee lovel (the CPI) is determined as a flXed markup over

direct cost. With these postulates he then shows that wage inflation (w) and priee inflation (p) eaeh

depend on the rate of unemployment (U). the rate of increase in productivity (P) and the rate of profit

(R) as specified by the following equations:

..-;

4 The carlier studies cited by Perry ine1ude Dieks-Mircaux and Dow (1959). Klein and Bail (1959).
Bowen (1960) and Bathia (1962).

- 25 -



• (2)

•

•

If wc use coefficient estimates from Equation (1) to assigo values to cach Ct i in equatioos (1)

and (2), wc have eoough information to assess the empirieal implication of the modeL The relatiooships

among the diITerent variahles are given by the partial derivatives of cach equation and Perry

coneentrates his attention on the basic PhiIIips-Curve relation between inflation and unemployment.

Sinee the rate of growth of productivity is assumed to be flXCd, the position of the Phillips Curve

depends on the rate of profit. Note that priee inflation is equal (by defmition) to the differenee between

wage inflation and produetivity growth. This eoables Perry to use the same Phillips Curve to relate

uoemployment to batil wage inflation and priee inflation, with the differenee between them being the

flXCd rate of productivity growth. Perry illustrates his approach by showiog how lower rates of profit

improve the tradeoff (causing lowcr unemployment for cach level of inflation), and how higher rates of

growth of productivity lead to bath an improved tradeoff and lower priee inflation associated with any

rate of wage inflation (pp. 62-3).

The analysis indicates that policy makers may have more flexibility than ioitially assumed by

Samuelson and Solow (1960). They can be satisfied with an existing iol1ation-uoemployment tradeoffbut

they can also attempt to improve it. Aeeording to Perry (ch. 5), this can be done by affeeting the

variables or coefficients in equatioos (2) and (3). For example, govemments can reduee corporate

tax-rdtes or aeeelerate depreciation schedules in order to maintain existing cash-flows with a Iower

pre-tax rate of profit, or they can try to encourage productivity growth. They cao aIso change the

5 Under the statiooary-state assumption, lagged values for the carriers in Equation (1) could be
replaeed by current values and the I:l.R variable could be dropped. The assumption that priees are set
with a flXCd markup formula indicates that wc can obtain Equation (2) by first substituting wt - Pt for
Pt in Equation (1) and then solving for wt• Similarly, Equation (3) can be derived by flI'St sUDstituting
PI + PI for wl in Equation (2) and then solving for PI.
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institutional structure of wage and priee determination by reducing the monopoly power of union.. and

firms, or by trying to persuade the general public toward a grcatcr restraint.

Perrys model surfers from several shortcomings which arise bccanse he acknowledges the

significance of economic structure but then fails to deal with it effectively. Frrst, the wage equations does

not seem to reflect market 'imperfections' in any clcar way. As wc argued cartier, the observcd rate of

unemployment is not necessari1y equivalent to the non-observable values for cxcess demand and, bence,

there is room for otber variables in explaining wage inflation even under perfect competition.

Second, Perrys explanation for priee inflation is not eonstructed as a testable hypothesis but is

rather based on the simple assumption that the aggregate priee level is determined as a jixed markup

over cos!. Unforlunately, tbis assumption seems unwarranted for both theoretical and empirical reasons.

The standard theory of the firm usually emphasizes tbe uilimale goal of maximizing return on

investment. In this conteX!, the markup is cither an insignificant corollary of profit maximization or a

mcans toward this end, but there is no rcason to assume it is constant.6 It seems only plausible for

changes in the rate of profit to affect the markup. Indeed, why should firms bc willing to grant larger

wage increases that lower their markup when their rate of profit inercases, but not attempt to raise thcir

markup after the rate of profit falls? The empirical data for MOSt capitalist economies c1early indicate

that markups of priee over prime-eost fluetuate through time. Under thesc conditions, why would one

still insist on a flXed-markup assumption? Perry provides no explicit answer to this question but notes

that it is the 'neutral standard' (p. 64). In other words, by assuming a flXed markup wc imply that

inflation has no effect on income distribution (it is 'neutral' in tbis sense) and a serious complication is

resolved bcfore it even arises. Unfortunately, these methodological manoeuvres arc quite costly bccausc

they invalidate MOSt of Perrys conclusions about the Phillips Curve tradcoff. His modc1 indicates that

6 In the model for perfect competition, firms are priee takers not priee makers. When tbe market
priee changes they alter their output in order to equate the new priee witb their marginal eost, but this
a\so causes the average markup to change. In tbe long run, perfectly competitive firms reallocate tbeir
capital and production to follow the highest rate of profit and this often implies changes in the average
markup. The standard model for monopoly a1s0 suggests that the markup changes with demand
conditions when the monopollst equates marginal revenue and cost. For oligopolies, the results are more
ambiguous; when oligopolies compete, interdependency bclWeen them May lead to any one of an infinite
numbcr of possible markup levels, whercas when they cooperate, they May set and alter tbe markup
according to sorne arbitrary 'target' rate of return.
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the root of priee inflation is in the wage determination proeess, but that may be true only if wc aceept

his assumption for flXCd markup prieing. Otherwise, in the absence of a testable hypothesis about the

markup, the pricing equation is ineomplete and, hence, the Phillips-Curve tradeoff between

unemployment and price inflation is unstable.7

A third problem eoncerns Perry's assumption that 'aggregate relationships exist' (p. 57). He

agrees that wage determination in different industries may rely on different factors linked by different

funetional relationships, but argues that they can be safely ignored from a macroeeonomie perspective.

This assumption is unwarranted and may lcad to misIcading empiriea1 resuIts. For example, Perry (pp.

30-1) stipulates that 1/4th of aIl wage contracts are negotiated in caeh quarter, sa the annuaI arithmetie

average of wage inflation is a funetion of annual arithmetie averages for the carriers in Equation (1).

This assertion has no empirieal basis and, as Rowley and Wl1ton (1974) demonstrate, the particu1ar

distribution of wage settlements through the year has a dramatie effect on the sign of estimated

coefficients, thcir magnitude and their associated levels of significance. Aeeounting for other aspects of

heterogeneity (sueh as types or industrial activity Or eorporate size) will only introduce further instability

into Perry's mode!.

The fourth problem wc deal with is the assumption that underlying relationships between the

variables are stable. Perry begins his dissertation by disassociating himself from the stable model for

perfeet competition and ventures toward a greater recognition ofstructural 'imperfections.' He conc1udes

his analysis by arguing that the govemment ean try to affect the PhiIlips-Curve tradeoff by altering the

underlying eeonomie structure. Howcver, if the government can affect institutional patterns of wages,

priees and profits why should WC assume that these patterns are stable to begin with? For exampIe, to

have a stable Phillips-Curve relationship wc need to have a stable rate of profit and Perry's use of orny

four different rates (10.0, 10.8, 11.8 and 125 percent) may give the incorrect impression that this rate

7 This potential instability is heightened when Perry (p. 64) agrees that '[a]ctuaI price behavior may
not conform to this standard' and discusses the possible implications of deviations from a fixed markup.
For instance; when half of aIl priees increase 'autonomously' by 2 percent (independently of changes in
eost and produêiivity), the position and slope of the Phillips-Curve between unemployment and inflation
are altered. The problem, as Perry (p. 68) admits, is that this result is only hypolhelîca/ and 'bas no
empirieal foundation.'
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is indeed stable. According to Figure 3.7 (p. 48) howc\-or, the rate of profit during the 19-1S~ period

f1uetuated hetween 8 and 16 percent! Unfortunately, the rate of profit in Perry's mode! is 'cxogenou>ly

givcn' and, hence, such temporal fluctuations make it bard to predict inflation and unemployment, or

design po\icy to improve the tradeoff bctween them.s The source of instability is not limited to the rate

of profit. The parameters in Equation (2) and (3) are also determined exogenously by the underl)ing

instilUtiOnaI structure and Perry does not explain why they shouId remain stable o\-or time. Thcse

eomments indieate that in order to anaIyze the effeets of institutional structures on aggregate

unemployment and inflation, wc must fll'Sl earefully analyze these structures, something thal Perry failcd

to do.

The study by Perry suggested that there was not One but Many potential 'Phillips Curves,' each

eorresponding to a particuIar set of institutional parameters. These underlying paramelers wcre

presumed to he relatively stable and, unless the govemment affected their values, the tradeoff hetween

inflation and unemployment eould remain stable over a substantial period of time. This idea of stability

was not unanimously aecepted. Several mainstrcam macroceonomists argued that indeed there wcre

Many potential Phillips Curve, though the reason for this multiplicity was to he found in informational,

not struetural'imperfections.' Furthermore, while there were many possible Phillips Curves, ail of them

were inherently unstable.

Z5 Expectations: Economie Agents StrïR Raek

From the carly 196Os, Many developed eapilalist eeonomies hegan to experience rising raIes of

inflation with \iule or no dedine in the rate of unemployment. This was a signifieant development

beeause it put into question the time-honoured Iink hetween searcity and price movements. Was it

possible for priees and wages to he independent of exeess supply or demand? According to Friedman

(1968) and Phelps (1968) the answer was negative but the reason was not 'structural imperfections:

Phelps (p. 678) argued tbat Most existing explanations for wage movements (like that of Perry)

S In his discussion of the dynamie properties of his model, Perry specifies an equation for changes
in the raIe of profit but docs not explain the rate of profit itself (pp. 90-2).
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containe<! countless independent variables in numcrous combinations and it was difficu1t to ehoosc

among the different models becausc they often Iacked any clear rationale. Instcad, he suggested we

move toward a 'unifie<! and empirieally applicable thcory of money-wage dynamics,' where indi\idual

markets wcre competitive but cconomie outcomes wcre still 'distorte<!' because the flow of information

"'as imperfect.

According to Friedman and Pbelps, the vertical Phillips Curvc did not constilUte an anomaly

in economie thcory simply becausc the very construction of !bis curve involvcd a basie confusion:

unemployment depended on real, nOl nominal wages and priees. The nuisanee for cconomie theory,

wrote Frieùman in his Noble Leeture (lm, p. 12), was that nominal and rcal values need not move

together:

Low unemployment would, indeed, mcan pressure for a higber rcal wage - but rea1
wages could be higber even if nominal wages wcre lowcr, provîded that priees wcre still
lower. Similarly, higb unemployment "'Ould, indeed, mean pressure for a lowcr rcal
wage - but rcal wages could be lowcr, even if nominal wages were higber, provided
priees were still higher.

So why did carlier observations indicate that the Phillips Curve was negatively sloped? Friedman and

Phelps answered this question by making the curvc a special case within a broader theoretical

framework. The argument of the !Wo theorlsts was similar and we focus mainly on the work by

Friedman (1968; lm).

Because information regarding employment opportunities and the availability of "'Orkers is

costly (Stigler, 1961; 1962b) and bccause workers posscss specifie human capital (Becker, 1964),

employees and employcrs enter into explicit or implicitlong-tenn contracts. Althougb both sides seek

to denominate their agreement in rcal teons, most labour contracts are signed in nominal dollars.9

Consequently, the rcal wage over the life of the contract depends on an unknown furure priee level

Under these conditions, the dcsired nominal wage rate is set equalto the product of the dcsired rcal

wage and the expected priee index. The hallmark of the new thcory, then, is !bis emphasis on priee

expectations formed by economic agents. Ifagents are always succcssful in eorrect1y anticipating furure

9 Some collective agreements incorporate a COLA clause but the relative significanee of sueh
eontracts bas often bcen limited. Contracts can also bc 'reopened' in special CÎrcumstanees.
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priees, the realized real wage is aIways equaI the desired one. Sinee in this case the reaI wage is

independent of inflation, it follows that the rate of unemployment - which responds only to the rcal

wage - is also independent of inflation. Inflation ccases to he neutral, however. when economie agents

err in their predictions. When priee changes arc unanticipatcd, the reaIized rcal wage differs from the

desired rcal wage that is embodied in labour contracts, and until thcsc long-term contracts expire.

employment and unemployment deviate from their eqwlibrium relationship with rcal wagcs.

Why do errors in cxpcctations lcad to a tradcoff hetween inflation and unemployment?

According to Friedman (1977. p. 13). the answer could he found by cxamining how both workers and

employcrs misinterpret the effeet of an unanticipated change in market condilions. For cxample. whcn

the growth rate of nominal aggregate demand incrcases uncxpcctedly, cach produccr feels this increase

primarily through rising demand for his own commodity. Although there is an overall expansion, the

single producer myopically misinterprets it as an improvement in his own relative position. He bclieves

that bis own priccs will bc rising faster than the overall priee level and. hencc. is willing to raise the

wage rate to attract additional workers. Workers fall in a similar trap when they bclicve that their wages

increase faster than priccs in generaI. As a result, :::...'"

a rise in nominal wages May bc perccived by workers as a rise in real wages and henee
cali forth an incrcased supply, at the same time that it is perccived by employcrs as a
fall in rcal wages and henee calls forth an increased offer of jobs. (ibid.)

For the economy as a whole the net rcsult is a new position with lower unemployment and higher wages

and priees. In other words, the eeonomy moves up and to the left on the graph for the Phillips Curve.

But this new situation is inherently unstable bccause it is based on an open 'lie.' If nominal dcmand

continues to grow at its new higher pace, produeers and workers will eventually rcalizc they have bcen

fooled by the market. The priee for their own commodity is indced rising but 50 too arc ail other priees

and, henee. the real priee for their commodity May not change at ail! Wilh this new, correct informal;~à,

unemployment bccomes artificially low. As agents adjust their cxpcctations and revise their cor.tracts to

reOcct the new rate of inflation, the Phillips Curve itself moves upward. The eurve will stab;)ize in its

new higher position when ail contracts embody the new rate of inflation. When this happens, the

economy will return to its original, 'naturaI rate of unemployment':

At any moment of time, there is some level of unemployment which has the property
that it is consistent with equilibrium in the structure ofreal wage rates ••• The 'natural
rate of unemployment,' in other words, is the levcl that would bc ground OUI by the
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Walrasian system ofgeneral equilibrium equations, provided there is embedded in them
the actual structural cbaracteristies of the Iabor and commodity markets, including
market imperfections, stoehastie variability in demands and supplies, the cost of
gathering information about job vacancies and Iabor availabiIity, the costs of mobiIity,
and so on. (Friedman, 1968, p. 8)

Hence, the Phillips-Curve tradeoff is only a temporary relation based on the e1ement of

surprise. The authorities can use !bis tradeoff to reduce unemployment below its 'natural rate' only

because they can fool ail the people some of the lime. But sucb efforts are self-defeating beeause no one

can fool ail the people a11 of the lime. Eventually, eeonomie agents will strike back, forcing

policy-makers to cope with the originallevel of unemployment coupled with a Iùgher rate of inflation.

ln the long run, there is no tradeoff and the Phillips CUNe is vertical. Unemployment can thus be kept

below its natural rate only at the cost of acce/erating inflation.

The TOots of inflation, then, are not 'imperfections' in the market structure. Sucb imperfections,

to the extent they exist, affect mainly the natural rate of unemployment and beyond tbis influence, the

market operates largely as a perfectly competitive system. Variations in demand and supply for factors

or products can change only relative priees, so the source ofovera// price inereases must be exogenous

inereases in available means of payment. Inflation is caused by expansionary demand policies when

govemments try to keep unemployment at an artificia11y low level, but it is perpetuated through

expeetations. In other words, inflation persists because agents expect it to persist.

Several fcatures in this expectation.adjusted Phillips Curve are worth noting and deserve e10se

examination. First, Friedman (19n, p. 12) emphasizes tbat 'only surprises maller.' Il is the surprise of

unanticipated inflation whicb confuses economic agents and causes them to misinterpret their relative

situation. Friedman (19n, p. 13) explains tbat both workers and their employers 'are Iikely to adjust

more slowly their perception of priees in general - because it is more costly to aequire information

about that - than their perception of the price of the particuiar good they produce.' But tbis appears

contrary to common experience. In practice, overa11 price indexes are published monthly and announced

in the printed and electronie media. The cost of rmding out wbat is the overall rate of inflation is surely

redundant, especially considering the crucial significance of tbis information for the formation of
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long-term contracts. Furthermore, in a perfectly competitive market, sellcrs and buyers are assumed to

he 'priee takers,' sc why should they helieve that their own priee rises faster than priee.< of other market

participants? Clearly, sucb a collective error cannot stem from a perfectly competitive framework.

Second, it is not clear wby a rise (deeJine) in the rate of expansion of nominal aggregale

demand mustlead to an incrcase (decrease) in the rate of inflation. Friedman (1977, p. 13) asserts that

when aggregate demand incrcases, commodity priees rise (or are expected to rise) and producers rai.«

their wage offers to workers. This May he a Iikely oulcome if wc assume that commodity and labour

markets operate at 'full' capacity and employment to hegin with, but there is very Iittle rcasen to expeet

priees and wages to risc when capacity utilization is 'very' low and unemployment is 'cxeessively' high.

Of course, if the increase in demand groWlh is sufficiently large, boltleneeks May evenlually he reacbed

and, as wc approaeh the 'natural' rate of unemployment, priees and wages May startto rise. In this lighl,

the expectation-adjusted Phillips Curve involves a cireular argument: an incrcase in the groWlh of

nominal aggregate demand cannot cause a permanent reduction in unemployment bccause

unemployment is already at its permanent 'natural' rate! If the economy indeed operales as a perfeetly

competitive Walrasian system, then cxcess nominal demand could lead only 10 rising priees as the

neoclassical dicbotomy asserts. But under sucb assumptions, the expeetation.augmented Phillips Curve

cannot he used to prove that there is no long-run tradcoff sinee this was already assumcd. Friedman's

expectation theory then merely asserts how the 'rcal' eeonomy supposedly shields itself from the

influence of 'monetary' forces.

Third, the assertion by Friedman (1977, p. 12, emphases added) that if 'everyone anrieipated

!hat priees would risc al, say 20 per cent a year, tben this anticipation would he embodied in future wage

(and other) contracts,' is impossible to prove. Friedman argues that 'rcal wages would then bchave

preciscly as they would if everyone anticipated no priee rise, and there would bc no rcason for the 20

per eent rate of inflation to he assoeiated with a differentlevel of unemploymentthan a zero rate: This

could he a mcaningful assertion for a hypothetieal economy where the rcal wage is equàl, by definition,

to both the marginal product of labour and the marginal disutility of work. In sueh an economy the real

wage is clearly independent of the overall rate of inflation, but reality is s1ightly more complicated than
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lhis fictilious world. In practice, lhe marginal vaIues for productivily and utilily are not observable and

lhere is a continuous dispute bclween employers and employees on the 'appropriate' levcl for rcal factor

priees. The determinants of rcal wages arc quite 'arbitrary' and May involve elements of 'power.' There

is no basis for an a priori assumption thal factors such as 'bargaining strength' are independenl of

innalion, cven when this innalion is fully anticipalcd by aIl sides. Furthermore, even if wc ignore thesc

diflieullies, lhe slalemenl by Friedman is still irrefulable bccause in practice we cannol dislinguish

bclWeen anlicipaled and unanlicipalcd inflation.

To illustrate lhesc predicaments, considcr the foUowing hypolhetical cxampIe. Suppose General

Molors and lhe United Auto Workers' union agrced for a nominal wage incrcase of 25 percent over the

term of the eontrael and, suppose further, that the aetuai rate of innation Over that period was 20

percent. Could wc lest the proposition that this rate of innation was in faet 'fully embodied' in the

eontraet? To do that wc must know whether or not both sides had the sarne anticipation for innation,

whether or not they expeeted this rate to bc 20 percent, and whether or nol the negotiations proeeeded

in 'reaI terms,' independently of these expeetations. UnIcss we have ail of this information, the neutralily

proposilion cannot be proven.

Fourth, the introduction of additionaI non-observable variables further diminishes the scientifie

charaeler of the Phillips Curve framcwork. Friedman (1968, p. 10) quite openly admits thal wc cannat

know what the nalural rate is. 'Unfortunately,' he wriles 'wc have as yet devised no method to estimate

aceurately and readily the natural rate of either interest or unemployment.' A further complication is

inlroduced when Friedman asserts that the natural rate of unemployment is not flXCd and 'will itself

change from time to time: Under lhese assumptions, where the 'naturai rate' is an invisible moving

larget, the hypothesis of a vertical long run Phillips Curve cannot bc refuted. For instance, suppose thal

the govemmenl incrcases lhe pace of growth of nominal aggregale demand and, some time Iater,

unemploymenl dec1ines and innalion rises. Proponents of lhe natural-rate hypothesis can argue that the

faii in unemployment was in faet a reduetion in the naturai rate itself and, hence, govemment poliey was

merely innationary, preciselyas predieted by the theory. This reasoning raises one simple but dislurbing

queslion: whal empirical observation will bc inconsistenr with the naluraI-rate theory? The argument is
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'f1awless' simply because it cannot be empirically refuted! So unless "'e can specify the conditions undcr

which tbis hypothesis faits, the natural-rate framework must be viewed as a mere tautology. Somc

macroeconomists such as Gordon (1985) and Fortin (1989), for instance, bave allempted to estimate the

natura! rate of unemployment from regression analyses based on the expectation-adjusted Phillips Curve.

Such estimates cannot be used to test the natural-rate hypothesis for inflation because the laller W3.\

already assumed to be valid when the estimates were derived.

Expectations create another serious problem for measurement because,like demand and supply,

they a1so cannot be observed direcùy. If expeetations and, hence, changes in expectations cannot be

observed, how could we test the hypothesis that such adjustments cause the Phillips Curve to shift?

Many eeonomists allempted to taekle the problem by simply substituting specifications for obscrvations

but, unfortunately, they only replaced one problem with another. For example, suppose wc impose an

adaptive expeetation mechanism on market priees and discover it has a substantial explanatory power.

Cau we eonc1ude on the basis of such evidence that priees are determined by adaptive expectations of

market participants? The answer to this question is negative because the statistical rramework eontains

observations on priees but not on expectations. ln faet, we never demonstraled that economie agents

form adaptive expeetations (or any other expectations), or that they aet on the basis of such

expeetations. For tbat maller, eurrent priees arc 'determined' by past priees and market participants play

no explicit role in the mode!!

The fifth and final issue coneerns the 'neutrality' proposition associated with the

expeetation-augmented Phillips Curve. The statement by Friedman that demand policy cannot have a

permanent 'rea1' effeet on the economy has been chaUenged by several maeroeeonomisls,10 but their

criticism refers mainly to the final impact and ignores the initial nature of the policy itselr. Consider

what happens when the govemment increases its demand for goods and services by raising military

spending, for instance. Most of the new orders willtypieally go to a group of 50 or 100 corporations

which, in tuni, will subeontract some of the work to a few hundred additional firms. The remaining

companies in the economy will be excluded from this initial injection of spending. Or consider the direct

10 See Buiter (1980, pp. 39-40) for a summary statement on sueh critieism.
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effect of open market operations by the central banJc. In the United States, govemment bonds are not

evenly distnouted between bousebolds in the economy but rather are concentrated mainly in the bands

of large insÛtutional investors. An attempt of the central bank to inerease the money supply by buying

bonds requires that the bank bid up their priees. Sc the immediate benefic:iaries of tbis monetaIy

expansion are the large insûtuûonal investors while other economie agents remain unaffected. Oearly,

the direct effect of sucb maeroeeonomie policies is to alter the existing distnoution of income, assets,

producûon and relative priees between market participants. In Caet, it is bard to tbink of a single

macroeconomie policy whicb does noC have sucb initial 'real' effeets on the economy.

To summarize, the expeetaûon-adjusted PbiIIips Curve and the related natural-rate bypothesis

are based on some rigid explicit or implicit assumptions regarding economie structure and scientifie

methodology. The economy is assumed to operate 'as if it was a Walrasian competitive system where

agents respond to 'rcal' stimulus and are impartial to 'nominal' ones. When macroeconomie demand

policies are exeeutee!, their initial effect is assumed to he evenly distributed among alI economie agents,

so as not to upset the original 'rcal' structure of the market. An increase in the pace of aggregate

demand growtb causes inflaûon to aecclerate because markets already operate at full capacity and

employment. Information about aggregale price and inflation io:diees is available at no cost, bul

priee-taking sellers and buyers are nevertheless eonfused by Ibis iniûallum of events and faillo realize

tbat priees around them cise as fast as the pricc of their own eommodity. As a resuIt, they increase their

supply and demand for produets and factors and cause the overalI level of unemployment to falI below

its natural rate. Ultimately, agents discover their colIecûve error and seek to reduce demand and supply

as soon as their long term-contraets expire. This causes a graduai upward shift in the PbiIIips Curve

refleeting lhe adjustment of expeetations and contraets to the new lovel of inflation. When the

adjustment is complete, the economy retums to its original, 'rcal' Walrasian equilibrium but with a

higher rate of inflaûon. Unfortunately, tbis proeess of adjustment cannot he tracked down bccause botb

expeetations and the natura! raIe of uncmploymeot are nol observable.

- 36-



• 2.6 ln Quest for Informatiou: The Unemployed as an Investor

•

•

Allhough lhe 'nalura!' raIe of unemploymenl could nol he observe<! empirieally, Many

ceonomÏSls still fell il was a crucial concept whieh descrvcd rigorous theorelieal ciaboration. The !irsl

systematie discussion on the topie appcared in an importanl collection of articles ediled by Phclps in

1970 and titled Microeconomie Foundations of Employment and Inflation Theory. In lhe inlroduction,

Phclps (1970, pp. 4-5) talked aboul a major theoretieal brcaklhrough in lhe making:

The lheoretieal departure thal is common 10 thesc otherwise neoclassieal papers is lheir
removal of the Walrasian postulale of complele informalion, ... (andl •.. Wilh lhe
poslulale of perfeel information removed, the way is al lasl open 10 formai study of
general disequilibrium.

Wilh Ibis minor 'informalional' amendmenl, lhe persislenee of unemploymenl was no longer 10 be

perceived as a condemnalion of capilalism and an embarrassmenl 10 neoclassical lheory. Inslead,

unemploymenl hecame a desirable aspeel of economic aelivily and an inlegral part of eonvenlional

theory•

To set a framework for lhe new microfoundalions, Phelps (1970, p. 6) describes our economy

as a collection of islands. Competilion on eaeh individual island is impeccable:

[LJabor is teehnieally homogeneous in production functions and indifferenl among the
Many helerogeneous jobs of produeing a variety of products. Producers on eaeh island
are in pure competition in the labor and produel markets. Eaeh moming, on eaeh
isIand, workers 'shape up' for an auelion lhat determines the markel.e1earing money
wage and employmenl level

Unforlunately,lhe virlues of sueh syslem are dislorled because lhe Oow of informalion belween differenl

islands in the arehipelago is nol free. Aeeording 10 Alehian (1970, p. 29), information is a eommodily

Iike any other and, as sueh, il is subject 10 sIandard economie laws of produelion and COSl:

Disseminalion and acquisition (i.e~ the production) of informalion conforms 10 lhe
ordinary laws of costs of production: fasler dissemination, or acquisilion costs more ..•
[and] ..• Like any other produelion activity, spcciaiization in informalion is efficient.
Gathering and disseminalion informalion aboul goods or aboul oneself is in some
circumstanees more efficienlly donc while th: good or persan is not employcd, and
lhus able to speeialize (i.e~ while specializing) in lhe production of informalion.

Phelps' archipeiago economy presents no exception 10 thesc posluiated rules. Prcsumably lhere arc no

modem means of communicalion (sueh as telephone, newspapers or telcx) belWeen the islands and,

hence, workers who wantto know more about job offers must 'specialize' in gathering Ibis informalion
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by rowing from island to island:

To learn the wage paid on an adjaccnt isIaod, the worker must spend the day travelliog
to that isJand to sample its wage ÏOS!ead of spenc\iog the day at work. (phclps, 1970,
p.6)

ln tbis context, unemploycd workers rowing bctwccn the isIaods arc not secking 'jobs' but 'job

information: Accurding to A1chian (1970, p. 30):

Jobs are aJways easily availablc. TlIDely information about the pay, working conditions,
and Iife cxpc=cy of aJJ available jobs is nOl chea:>. 10 a sense, this kind of
unemployment is sc!f-cmployment in information collection.

Since jobs arc aJways available. worker arc under no pressure to acccpt any partieu1:lr offer.

lnstcad, the choice of cmployment is based on a careful optimization strategy. Like any other invcstcr,

a typica1 worker in the ar::hipelago tries to maximize the present value of bis invcstment, namely, of bis

labour power. Under certain circumstanccs. this worker May fmd it highly advantageous to withdraw the

scrvices of his commodity. Such unemployment then constitutes a form of invcstment aetivity. ln bis

taxonomy for different typeS of unemployment, Phc1ps (1972, p. 3) candidly suggest.< to categorize the

motives for unemployment 'much as cconomÏSlS are-;osed to c1assify people's motive for holding money:

He argues that when workers avoid the workplace they are involve in one or more of the following

fonas of unemployment: 'scarch unemployment: 'precautionary unemployment' (or 'wait

unemployment'), 'speculative unemployment: or 'queue unemployment: Let us briefly examine cach of

these concepts.

At any point in time. a labourer has a certain perception about the distnoution of wage rates

in the arehipelago. On the basis of this perception, he formulates what Holt (1970a. p. 96) designates

as the 'wage aspiration level.' A worker with strong entrepreneuriaJ drives who fmds enrrent wage offers

to be below his OWD aspiration May chose DOt to work and instcad row between the islands and sample

different job offers. By 'scarehing,' the unemployed worker produces information necessary to update

bis perception of the wage distribution and his associated wage-aspiration level. Of course, the scarch

is costly, mainly because the worker does not carn money while scarching. When a corrent wage offer

cxcceds the difference between the wage aspiration level and the cost of continued 'scarching: the

scarch is called off and the worker acccpts the job offer:
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A warker who wants la fallaw a more 'precautianary' invcstment strategy bas a second

alternative: he can spcciaIizc in 'waiting.' Gordon and Hynes (1970) for =plc, approach this stralegy

as an inventary management prahlem which thcy lirst apply ta Iandlards and then. v.ith an equal vigaur,

ta warkers. The owner of an apartment building commanly1= bis apartments for a fixed period of

a ycar. This Iandlard can always leasc bis vacant apartments at a law rent. but then he ruas the risk of

nat being able ta rent them at a higher price Iater, ifdemand piclcs up. The warker faces much the same

prablem becausc Gordon and Hynes make the (unrealistie) assomption !hat labour contracts arc aIso

binding for a fcced period of lime. Under such conditions, a warker who accepts a job at lcss than bis

wage-aspiratian Icvel could fmd himsclf locked in a disadvantageaus position if demand for labour

revives. Hencc, a1thaugh such warkers can easily find work at a substandard wagc, they might decide

ta 'accepl leisure' and enler the passive slate of 'wail unemplaymenl' unlil they reccive a 'praper' wage

affer.

ln between the aggrcssive 'scarch unemplaymenl' and the precautianary 'wail unernplaymenl'

there is a third farm of investmenl: 'speculative unemplayment: Aecording ta Phelps (1972, p. 3), when

a warker is engaged in precaulianary unemplayment. he or she chaose la wait for lhe unprediclable

arrivai a.fa mare lucrative job affer. A warker rnay alsa withbald bis labour services for speculalive:::

reasons when he or sbe predicrs that future affers will indeed be higher than correnl ancs.

Fmally, the unemplaycd May perccive himsclf as standing in a queue wilh ather unernplaycd

workers waiting ta be bired. Warkers in the queue arc ardered by emplaycrs aecording ta their

perccived skills and, naturally, it is the law-skilled workers who arc likely ta surcer the langest spells of

unemplaymenL This type of 'queue unemplayment.' lirst discusscd by Thuraw (1969), is different fram

the previaus ones becausc the unemplaycd warker does nOl think he can abtain a job by reducing bis

wage rate. Yet aecording ta Phelps (l972, p. 29), cven 'queue unemplayment' slems, at least in part,

from the eursc of impe:fect information:

There is some question of whether queue.unemplayment can stand for long as a
distinct typ<:of unemploymenL It tends to blend into the other types ifwc acknowledge
that Most workers of howéver Iittle skill could, perbaps only after lengthy and ardUODS
search, reasanably expect to find employment somewherc, in some ltind of paying job,
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al sorne wage nOI beneath consideration.

Henee, the problem is thal workers al the bouom of the queue beeome (irrationally) desperale and

then, '10 our distrcss WC fmd lhal labor markets are Icss imperfcet !han we thought' (ibid.).

When information is more costly 10 oblain when cmployed, individual workers May volunrary

cboose 10 invesl in uncmployment in order 10 searcb or wail for sucb information. Eventually, howcver,

when sufficienl dala are oblained, these individuals will acccpt job offers and there should he no

unemploymenl. In other words, the 'natura!' raIe of unemploymenl should converge to =0.At 6rst, this

cxplanation appears to be inconsistent with the observation that actual rates of uncmployment are

always positive, but this appearance is deceptive because il refers to a statie worle!. In a dycamie

eeonomy, argue adherents of the new miaofoundations, the numerous supply and demand curves for

individual eommodities are never stable. The continuous stochastie sbifting of sucb curves means that

new informalion about job opportunities is eonstantly being generatee!. Workers are aware of :bis

viability and, naturalIy, devote sorne of their lime toward productive unemployment in quest for new

informalion aboul fresh opportunilies. In summarizing views on the subjeet, Phelps (1970, p. 17) argues

that a certain rate of unemployment is not only 'natura!' but also desirable for our economy:

It would be as senselessly puritanical to wipe out unemployment as it would he to raise
taxes in a deep deprcssion. Today's unemployment is an investment in a better
alIocation of any given quantity of employed persons tomorrow; its opportunity cost,
like that of any other invcstment, is present consumption.

Henee, instead of a direct attack on unemployment through aggregate demand policies, Holt (197Gb)

recommends to deaease market 'friction: This could be done by policies that improve economie

stability, inaease searcb efliciency and introduce computer-aided counsel1ing and placement, for

example.

The notion of unemployment as investment in information is not limited, however, to the

'natura!' rate of unemploymenL Aceording to proponents of the now miaoCoundatinns, unemployment

May deviate from its natura! rate, but this difference also stems from a rational cboice by workers to

seek further iDrormation. An cxplanation Cor this pbenomenon, consistent with the

cxpeetation-augmented Phillips Curve, is outlined by Phelps (1970, pp. 6-7). When aggregate demand

in the archipe1ago economy falIs, workers are mislead to believe that this decline is al Ieast partially
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specifie to their own island (recall the lack of perfect, eostless information). Consequently they inten..ify

their quest for information by increasing their search and wait activity. Unemployment ri.= above its

natura! rate until workers fmally realize (as the new information is collated and analyzed) thal their

investment was futile and then go back to work, tbis lime with a lower nominal wage ratc. Similarly, an

increase in aggregate demand will cause workers to reduce their search or wait acti,ity and will gencralc

a temporary fall in unemployment helnw ilS Datural rate. Note that hecause they are unable 10

distinguish relative from aggregate changes, the underlying strategy of workers is perfectly rationa~

despite its subsequent failure.

;- 0 far, the discussion emphasized voluntary aspects of unemployment. Considerable

unemployment is generated, however, w~en firms lay off workers who presumably would like to retain

their eurrent jobs. Such unemployment would appear as 'involuntary' yet, aeeording to Alchian (1970,

p. 39), this May he a misleading inlerpretation. In his opinion, even layoffs can he attributed to latenl

unemployment aspirations of employees! To iIIustrate his argument, Alchian eonsiders the hypolhetical

case where, after demand for cars dropped, General Motors lays off 20,000 workers without even

negotiating with them the possibility of a temporary wage eut. One May blame labour unions or asserl

!hat these workers could not he employed profitably at any wage rate, writes Alehian, but layoffs arc a

'sensible' policy quite independent of such qualifications. In his opinion, General Motors lays offworkers

hecause it knows workers will simply leave if their wages are cul:

Employers learn that wage cuts suffieient to juslify profitable mainlenance of the prior
rate of output and employmenl would he too deep to keep employee bcliefs about
alternatives. And sa layoffs arc announeed wilhout fruilless wage renegotialions.

The views about volunlary unemployment cxarnined in this seelion were erilicizcd almost as

saon as they emerged in the carly 19705." Here wc wish only to stress the inadequacy of these new

Microeconomie foundations for empirical research. The problem arises hecause unemployment is

explained in reference to human 'motives' but these are unknown. The argument that workers
-.:::::::::.:=:....-::.-:.-~

'voluntarily' chose to hecome unemployed can he accepted or rejected as an article of faith, but it cannol

he proven or refuted hecause the psychological drives of workers are not observable. Note that even

" Sec for instance the accounts by Gordon (1976), Hall' (1980) and Tobin (1972).
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layoffs cannot be considered as leading 10 'involuntary' unemploymenl beeause such layoffs are

considered 10 be quilS in disguise. Indee<!, Lucas (1978, p. 355) goes even funher to asserts thal

il does Dol appear possible even in principle, 10 classify individual unemployed people
as eilher volunlary or involunlary unemployed depending on the eharacteristies of the
decision problems they face. One cannot, even conceptually, arrive at a useable
definition of full employment as a state in which no involunlary unemployment exists.
(emphasis added)

Yet in his view, having no tools to distinguish between 'voluntary' and 'involuntary' unemployment is a

melhodological bliss, DOt a curse. In faC!, there are considerable benefilS to be gained once we aceept

that ail unemploymenl is volunlary and discard the concept of full employment:

Firsl, one dispenses wilh that entire meaningless voeabulary associaled with full
employmenl, phrases Iike polenlial oulpul, full eapaeily, slack and 50 00, which
suggeslcd lhallhere was some lechnical reason why we couldn'l ail relurn 10 lhe 1890
workweek and produce half again lhe GNP we DOW produce. Second, one finds to ones
relief that lrealing unemploymenl as a volunlary response to an unweleome situaüon
does DOt commil oneself to normative nonsense Iike blaming depressions on lazy
workers. (p. 356)

The grealesl benefil, however, is that policy-makers no longer have to be concerned wilh the average

rate of unemployment because, by definitioo, lhis is also the 'natura!' rate of unemployment. The focus

thus shifls 10 preventing distorlions that cause the actual rate to fluctuate around its natura!level:

On lhis view, the average (or natura!, or equilibrium) rate ofunemploymenl is viewed
as raising policy issues only iosofar as il cao be shown 10 be 'distorted' in an undesirable
way by laxes, ex!erna! effects, and 50 on. Nine percenl unemployment is then viewed
as too high in the same sense thal 2 percenl is viewed as '100 low': balh are symploms
of coslly and prevenlable inslabilily in gcneral economic activily. (p. 353, emphasis
added)

UnfOrlUnalcly, Lucas replaces Keynes' vocabulary wilh barren unscienlifie jargon. If, as Lucas

(p. 355) argues so foreefully, 'lhe -lhingo to be measured [the nalural raIe) does not exisl,' how could we

diseover ils delerminanlS? How eould wc dislinguish changes in lhe natural raIe ilself from fluctuations

around it? In this contex!, how could an unknown Datura! rate 'be shown' to be 'distorted' by policy?

How could we establish whether 'dislorüons' to the Datura! rate are desirable or Dot? What May

constitule desirable as opposed to undesirable distortions here? Lucas and other founders of the new

microfoundalions do not provide answers to these melbodologica1 questions.
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The apparent failure of stabilization polices during the 1970s influeneed a growing number of
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macroeeonomists to a=pt the neoc1assieal diebotomy between a stable domain of 'rea1' actÎ>;ty and an

erratic en,ironment of 'nominal' variables. Many began to argue that interventionist demand-policies

werc ineffectivc even in the short nm and their sole effeet was additional priee instability. Govcmments

were increasingly called to take their bands off the rea1 economy and Iimit their activity to a stable

expansion of monetary aggregates.

The graduai return to rigid pre-Keynesian convictions (now labellcd as 'new classieal'

macroeconomies), was partly affected by developments in the theory of expcetations. Althougb tieree

opponents of stabilization poliey a=pted the 'naturaI-rate hypothesis,' they eould not use the

expcctation-adjusted Phillips Curve as developed by Friedman and Phelps to fu1Iy support thcir point.

That framework still aIlowed govemments to affect the real economy in the short nm and, unfortuuate\y,

that short nm was mueb too long. According to Friedman (1968, p. 11), the 'tcmporary' effect of

govemment poliey could last anywhere between two to twenty years, so the case for stabilization poliey

could Dot be lotally dismissed. To overeome this obstacle, adherents of the new classieal approaeb

needed to modify the expcctation-adjusted Phillips Curve even further. ln particular, they focuscd on the

factors determining the speed at whieb the Phillips Curve shifted from one long.rua position to the next.

For Friedman, the relocation of the Phillips Curve was not instantaneous because institutional

arrangements (sueb as loag-term eontraets) created friction and becausc priee expcctations were slow

to adapt to evolviag reality. Hence, the nullifyiag or these two obstacles became an essential step toward

a=pting the conclusions of new classieal Macroeconomies.

The fllSt of these impcdiments was removed by eliminating ail institutional distortions and

installing a new form of friction·free Wa!rasian system as the normal state of the economy. Lucas (lm)

begins bis seminal contribution to the new classicalliterature with the following paragraph:

This paper provides a simple example of an eeonomy in which equihèrium priees and
quantities exhibit wbat May be the central feature of the modem business eycle: a
systematic relation between the rate of change in nominal priees and the leve1 of rea1
output. The relationship, essentially a variant of the weJI·known Phillips curve, is
derived within a framework from which ail forms of 'moncy illusion' are rigorously
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cxcluded: ail priees arc market clearing, ail agents bchave optimally in light of their
objectives and cxpcctations, and cxpcctations arc fonncd optimally. (p. 103)

T0 derive his results Lucas (pp. 104-6) dermes the 'structure of the economy' in highly abstract tenns.

ln bis economy there are N identical individuals, each of whom lives for IWO periods; each persan has

n units of labour and can produee n units of output; the output cannot be storcd but can be freely

disposed of; there CXÎ5ts a govemment with only one function, namely the issuanee of fiat money; this

money is transferred from the govemment to individuals in the beginning of the period and from

individuals had to the govemment in the end of the period; there is no inberitance; rmal1y, trade is

carried out with an auctioneer at a single market-clearing priee. This framework may be fascinating for

intelleetual reasons but its usefulness toward understanding the 'modem business cycle' is unclear. What

can progma/ic macroceonomists and policy-makers leam from such a hypothetical economy that

definite1y never CXÎ5ted and will never cxist? Lucas fails to deal with tbis question but from what he

cxplains in a footnote (p. lOS, emphasis added), it seems that these and other simplifications are

neecssary 'to keep the laws goveming the transi/ion of the economy from state to state as simple as

possible: ln other words, the assumption that the economy is a1ways in a 'state' of market-clearing

equilibrium is admittedly artificial, but this moderate sacrifiee of realism is fully justified because such

'abstraetion' c1ears the way for the more important task of describing movements from one equihbrium

to the ncxt!

ln the absenee of any institutional rigidities, this movement from one state of equilibrium

toward the next is governed solely by the way individual agents fonn their future cxpectations. Friedman

(1977, p. 24) argued that because of prolonged pre-war priee stability, individuals in the United States

and the United Kingdom expccted the 'normal' priee lovel to persisl. This element of inertia remained

strong even when inflation began to increase and, consequently. individuals wcre systematical1y

disappointed when their priee expcetations underestimated the actual changes. Sinee priee cxpcctations

adapted only gradually, the drift of the Phillips Curve between successive long-run equilibrium positions

was painful1y slow.12

12 A simple 'adaptive-expcetation' mechanism can be dcscribed by the following equation:

0<0«1
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New classical macroeconomists crilicizcd lbe validiry of adaplive cxpcclaliolL< becausc thcy

implied !hat economic agents were hopclcssly 'irrationa1': they conlinued to use a model which was likely

to gcnerate systemalic prediction errors and they 'wasted' non-priee information lbat could ha\'C been

used to improve lbeir pricc forecast. The criliques pointed out that if indi\iduals were indeed rational

decision makers, lbey should a\so formulate 'rational cxpcctatioos.' The rational-cxpcctation hypolhesL<

was flrSl suggested by Mulb (1961, p. 316) who argued !hat 'cxpcctations, sinee they are informed

predictions of future evenlS, are essentially lbe same as lbe predictions of lbe relevant economic theory.'

In bis opinion, tbis meant lbat

cxpcctations of firms (or, more generally, the subjective probability distribution of
outcomes) tend to be distn1>uted, for lhe same information set, aboul lhe prediction
of the lheory (or the 'objective' probability distn1>utions of oUleomes).

Mulh's emphasis on rational cxpcctalions was ignored br macroeeonomists for over a decade until it was

picked up by Lucas, Sargent and olhers in lhe early 1970s. Sargent (1973, p.431) for instance, a5SCrted

that

cxpcctations of inflation are assumed ta be endogenous to the system in a very
partieular way: they are assumed to be 'rational' in Muth's selL<c - which is to say that
the publie's cxpcetations are not systematically worse thatthe predictions of eeonomie
models. This amounts to supposing that the public cxpcetations depcnd, in the propcr
way, on the thing$ that eeonomie theory says they oUght to.

Since lbese early formulations, the idea of rational cxpcetation depcnded critically on IWO Key eoncepls:

lbe 'objective distn1>ution of outeomes' and the 'relevant eeonomie theory' assoeiated with it. Despite

close to IWO decades of theorizing, these concepts remained surprisingly enigmatic. The language u.<ed

in lbe rational-cxpcctation literature is often cryptie and the emphasis on mathematical symbolism helps

ta further eloak substantive issues. In our cxamination wc present some of the basic elaims adV"dneed

in lbe rational-cxpcctations literature and assess their merits.

where the actual rate of inflation is denoted byp,the cxpccted rate by e anda is a flXCd 'disappointment
coefficient: This means that individuals set their current cxpectation to last pcriod cxpectations plus an
aIIowanee proportionate to last pcriod's disillusionment. The sr':.cd at which agents 'Ieam' from their
errors depcnds on the magnitude of the 'disappointment coefficient' a: a low value means a strong
inertial bias and a high value indicates a short memory and quicker adjustment. Clearly, when the raie
of inflation is rising (falling), adaptive cxpcctations will underestimate (overcstimate) inflation.
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A simple description of the rational.expectation framework could run as follows: The economy

is a closed system with ilS own 'laws of motion.' These laws of motion determine how the endogenous

variables of the system interact with the cxogenous and predetermined ones (in other words, these laws

determine the redueed form for the simultaneous equation system).13 The ceonomie system interaets

with other systems like 'nature' and 'poUties.' These systems determine values for the exogenous

variables. Some of these cxogenous variables follow systematie patterns while others are random

variables with given distnoutions. If history could have been 're·ron' witb given Iaws of motion, given

values for the systematie cxogenous variables and given values for the predetermined variables, it would

have generated an 'objective distnoution of outcomes.' The mean of this distnoution would reflect the

impact of predetermined and systematic exogenous variables, and the dispersion would he affected by

thc distribution of exogenous disturbances.14 ln aceepting sucb a framework, the rational-expectations

theorists merely follow the standard approach toward macrocconomie modelling. The difference hetween

standard macrocconomie models and ones based on rational expectations stems from assumptions

reganling what people know about the economic system.

ln a world of rational expectations, people possess considerable knowledge about the system.

They understand the system's laws of mntion (in other words, they know the 'relevant theory' and the

values of its parameters). They also know aU about the past bistory of the system (they know the values

for the predetermined variables). They further know the values for those exogenous variables whicb

foUow a systematic pattern. They do not know the values for the random exogenous variables but they

know the distnoution from whicb thcse variables are drawn. Under these conditions, a simple rational

expectations hypolhesis for inflation can he summarizcd hy the foUowing equations:

13 The term 'Iaws of motion' (as used hy Sargent, 1986, p. 3, for instance) refers to a description of
a stationary process and has nothing to do with Marx's original referenee to principles governing the
dynamie transformation of society•

14 The characteristics of this distribution are based on the eonventional assumption that the mean
impact of random shocks on endogenous variables is zero•
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In these equations the expeeted rate of inflation is denoted by e and the actual rate by p; E L, the

conditional expeetation operator and 1 is the 'set of relevant information available' (an alI·inclusive term

for the 'relevant theory' regarding the '1aws of motion,' the parameters of that theory and the values for

predetermined and systematie exogenous variables); fmally, u is the effect on inflation of random

exogenous shocks. Under these conditions, expeetational errors stem only from thc..'C unpredictable

shocks and have no systematie component.

What happens in a Walrasian, frictionless community of rational economie agents when, starting

from equilibrium, the govemment attempts to increase the pace of growth of aggregate demand? If

these intentions beeome known berore they arc exeeuted (for example when the government follows a

'policy mle'), the effeets of the policy are immedia/ely neutralized by the counteractions of privatc

economie agents. The reason for this 'policy.ineffcctiveness' is straightforward. According to the

neoclassica1 dichotomy between the 'real' and 'nominal' domains, the ultimate effect of demand policy

is on the price leve!. Since this demand policy is part of1 when expectations arc formed, the impact of

such policy on next period's prices can be accurately predicted by Equation (1). When agents adjust

tbeir 'rcal' supply and demand schedules in anticipation of tbe new policy measures, they at the same

lime make tbese measures ineffective (in other words, by altering their 'decision rules' they also alter

the system's 'Iaws of motion'). This instantaneous adjustment means that policy docs not inDict even a

sbort-ron disequilibrium and the economy sbifts smoothly from one long·term equilibrium into the

next. Note that 'surprise' policy can affect the real economy. In the absence of a 'policy rule' for

instance, policy changes constitute a random shock to the system and affect prices through u. Since

rational expectations do not account for such unpredietable jolis, the rcal economy is distorted by the

nominal impetus. Fortunately, this effeet is very short·lived because the exccution of the policy makes

it part of the system's laws of motion and, hencc, an ingredient of the 'relevant theory: The conclusion

of this new·classical scheme rcsembles the famous Ca/ch-22: in order to stabilize the economy, policy

must be related to events in some systematic way. But a systematic policy is predietable and a

predietable policy is neutral. To put it somewhat differently, in order to s/abilize the economy the
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govcrnmcnt must he able to affect it, but tbis ealls for an erratie, unprcdictablc policy whicb can only

destabilize the economy! The eircle is closed and the case against demand management is complete.

Tbe rational expectation hypothesis has been oCten hai1ed as a 'revolution' in macroeconomie

thinking. Many of its lcading lights downplay their contn"butioo, however, stating it is merely a natural

evolution toward a grcater consistency of macroeconomie models with basie microeconomie tenets.

Taylor (1985, p. 393) asserts that macro-models with rational expectations are now the 'rule rather than

the exception,' yet several key fcatures suggest that embraeing the new c1assica1 framework may in fact

hindcr rather than enhance our understanding of how a modern cconomy works. Tbcse aspects dcservc

SOrne doser cxaminalion and wc consider thcm now.

The first question concerns the 'relevant theory.' In a Lucas-type abstract economy, the problem

does not even arise simply hecause the economy is deftned by the theory, but in a complex, modern

economy like that of the United States, the question can no longer he ignored. Reality has no enclosed

set of blue prints and, indeed, economists rarely "grec about it. There exÏsts a riob menu of different

theories and it is not clear which theory (if any) provides an aceurate description of the economy's

alleged 'Iaws of motion.'

A second question regards the assimilation of a 'relevant theory.' Even if a 'correct' theory does

cxist, why should it hecome common knowledge? Agaio, in a Lucas-type economy, agents are sirnply

assumed to possess ail the necessary information about the economy's blue prints and its historical

evolution, but what occurs in a real economy? Muth (1961, p. 330) stated that expeetations must he at

loast 'moderately rational' for otherwisc 'there would he opportunities for economists to make profits

in commodity speculation, running a firm, or selling the information to present owners.' In other words,

by taking advantage of their superior understanding, economists turn their private correct theory into
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common knowledge and the 'relevant' theory is assimilated.15 There are IWo diflieulties with tbis logie.

One, when the eeonomy is ehanging, the relevant theory of today need not be the relevant one for

tomorrow and, henee, tbis process may mislead eeonomie agents to adopt outdated \iews.15 Two, the

assimilation of theories has a very 'rcal' effect on the economy beeause it presumably redisrnoutcs

income (partieularly profit) from those who cannot read the market to those who cano Muth (p. 316,

emphasis added) argues that a 'publie prediction' has no substantial effect on the operation of the

economic system 'unless it is based on inside information' but bis own view on the assimilation of

market knowledge suggests that every relevant theory grows from 'inside information.' Henee, whether

assimiJated or not, 'relevant' theories must have a substantial impact on the economy.17

Third, the rational-expectations hypothesis asserts that people's expectations constitute part of

the system's laws of motion. This implies that intordependency between the 'objective distribution of

outcomes' and the 'relevant theory' is potential!y destabilizing. Frydman and Phelps (1983) argued that

the 'average opinion' of economie agents is one of the exogenous variable in the economie system, so

when agents atlempt to determine this 'average opinion,' they get entangled in an infinite-regres.•

problem and may drive the system toward a permanent state of disequilibrium. Cagan (1983, p. 45),

commenting on the same point, wrote that

Maximizing behavior requires that economic agents ean in fact find the maximum
position on their own. If that position is affeeted by the expectations of others, 1do not
see that maximizing behavior under such circumstanees, even with Bayesian leaming,
is any longer weil defined.

15 ln arguing that irrational expeelations are neeessarily short-Iived, Maddock and Carter (1982, p.
45) invoke the authority of Keynes (1930, p. 160) who wrote that 'actions based on inaceurate
anticipations will not long survive experienees of a contrary eharacter, so that fact will soon override
anticipation exeept when they agree.' However, this merely suggests that people may realizc they were
wrong, not that they will neeessarily learn from their mistakes. As argued bellow, the convergence of
expectations toward rational expeetation is not inevitable.

15 Economists have been eontinuously altering their models yet their predictions published in the
popular and scientific media do not seem to converge toward any single, 'correct' vector. For instance,
a reecnt survey of 'What Economists are Predicting for 1990' pub1ished in Business Week for Deeember,
25, 1989, reports 25 predictions for rcal-GNP groWlh ranging belWeen a high of 5.1 percent and a low
of -3.2 percent. Predictions for inflation range belWeen 2.5 to 6.3 percent, predictions for the interest
rate vary belWeen 65 and 125 percent and prediction for the rate of unemployment run belWeen 4.4
and 8.8 percent. Note that these predictions were not made by 'ivory tower' economists but by business
economists working for large companies who stood to lose from erroneous foreeasts.

17 'Inside information' on the stock market generated and continues to generate substantial profits
but arter such information is used, it becomes useless rather than rell!\lanl public knowledge.
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Even Taylor, an orthodox adherent of rational cxpcctations, admiued that '[b]ecausc of the sclf-fulfùling

fcature of rational cxpectations, there is generally a continuum of solutions to rational cxpectations

models' (1985, p. 419).

A fourth problem arises when WC examine how the private scctor responds to publie-sector

initiatives in a 'game theoretie' structure. For instance, if the goveroment can revoke its policy

commitments (when it foUows an unconstrained rather than constraincd 'policy rule'), the neutra1ity

proposition fails. Kydland and Prcscott (1977) argue !hat in adynamie game between IWO agents (the

private scctor against the government ratber !hat agaiost 'nature'), rational cxpectations may lcad to

'ineonsistency ofoptimal plans.' Buiter (1980, p. 36) eonc1udes that traditional optimal control techniques

'fail to take aeeount of the impact of future policy measures on eurrent events through the changes in

eurrent behaviour indueed by anticipation of thesc future policy measures.' This eultivated language

conveys a simple message: when human beings arc allowed discretion and there is some interdependency

betwcen thcir economic decisions, there may be no 'objective distribution of economic outcomes.'

Fifth, the rational-cxpectations framework focuscs on how private-scctor agents respond to

public-seetor initiatives, while little or no attention is paid to dyoamic initiatives in the private sector

itself. This ehoice of emphasis is common in much of the macrocconomie literature on cxpeetations but

it is striking in the new c1assical writings. In its crude formulation, the rational-cxpectations hypothesis

examines only one type of initiative: govemment attempts to change aggregate demand. Every other

eeonomie action is 'automatic.' Private agents with a flXed set of preferences are locked in their

uncompromising drive to maximize utility. To achicve this goal under prefect competition they must

follow one pre-determined course of optimal action. Theirs is a 'game of man against nature' where

nature changes 'technology' and man responds following flXCd, koowo rules ofconduet.1f we discard this

perverted animism and recogoize that initiative, discretion and interdependency exist in the relation

between agents such as firms, consumers, workers and investors, wc open a pandora's box of disturbing

questions. For example, what rational cxpectations can agents formulate on a world domioatcd by

oligopolies with complex business ties? What priees should wc expect to see when managers teU us they

follow a rule-of-thumb in setting profit markups? What arc the expected 'objective outcomes' from
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allempts by private agents to form coalitions or to influence the govemment toward a redislnbution of

incame?

To our knowledge, there is no definilion for lhe 'objective dislribution of OUlcomcs' in the

rational-expectations lilerature. The idea seems 10 imply lhat the expcrience of our economy in any

'sample period' is generated by some specified '1aws of motion: and that this actual 'history' is mercly

one observation drawn from a infmite sample of potential outcomes, with a stable mean and a given

dispersion.'8 This framework bccomes meaningless when wc view the economic process as a qualitative

transformation or evolution ralher !han a 'draw' from a stationary process. When there is human

initiative, historical change has few if any 'dcterministic' componenL< and cven rational agcnls cannol

'jump over Rhodes' to discover lhc fulure. 'About thesc mallers,' argucd Keynes (1937, p. 185) 'there

is no scientific basis of which to forro any capablc probability whatsoevcr. We simply do not know.'19

These eriticisms should not be interpretcd as suggestions towards improvements of the

rational-expcctations framework. Wc bclieve that new classical cconomies is barren and misleading. and

!hat !heoretical 'improvements' to this approach are simply furlher steps in the wrong direction.

The danger of accepting the legitimacy ofsuch 'improvements' is iIInslralcd by recent allempls

to inccrporate seemingly 'rcalistic' features into a rational-expcctations theory. The prominence of ncw

classieai ideas also brought them under the magnifying glass of macroeconomists. Scholars like Tobin

(1980), Buiter (1980), Frydman (1981) and Gordon (1981) argued that the policy-incffeclivenes.<

conclnsion depended not only on the as!>umption of rational expcctalions bUI also on lhe exislence of

a Walrasian, market-clearing system of priees. When a system wilh sluggish W'age or price adjnstment

was substituted for the Walrasian construc!, lhe short-run Phillips Curve reappeared even under rational

18 Note that these presumptions underlie the notion of'functional relationships' in the soàal sciences
and are common in convenlional econometric approaches to estimation, testing and predictions of
maeroeconomic models. The signifieance of the rational-expcetations framework is in making these
presumptions explicit.

19 According to Georgescu-Roegen (1979, p. 322), the most notable feature of the economic process
is the continuons emergence of novel;y, or qualitative change. Unfortunately, he argues, 'no analytical
model ean deal with the emergence of novclty, for everything that can be derived from sUch a model can
only concem quantitative variations ••. noting can be derived from an analytical model that is not
logieaily contained in its axiomatic basis.' Contrary to the new-classieal euphoria, Georgcseu-Roegen
concludes that 'wc cannot possibly have a bird's eye view of the future evolution of mankind' (p. 325).
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cxpcctation.< (recal1that institiltional rigidities wcre one of the e1ements in Friedman's madel). FISCher

(1977), for instance, intradueed multiperiad contracts in the labour market and concluded !hat the

authorities could affect rcal variable provided the palicy duration was shorter !hat the length of

contraets. Phelps and Taylor (1977) rcacbed a similar conclusion when they examined the consequenees

of priees and wages heing set one periad in advanee. In these madels future priees are set ta clear the

market on the basis of aurent information but when new information about palicy arrives, priees are too

'sticky' ta adjust immediately and the palicy beeomes effective. Talyor (1979) intradueed overlapping,

or staggered wage contracts into the rational-expeetations framework and concIuded that palicy can he

effective even if its announeed lcad-time is longer !han the duratiiln of the longes! contract (Taylor,

1985, p. 414).

According ta Taylor (1985, p. 411), the a1gebra of these madels retains the long-rua neutrality

of palicy but allows the same palicy ta he effective in the short rua. Hence, sucb madels can he v:ewed

as attempts ta resolve what Gordon (1981, p. 509) lahelled the 'persistenee dilemma' of the

rational-cxpcetations hypothesis. The acknowledgment of contracts and priee stickiness May appear ta

reconcile the rational-cxpcctions hypothesis with persistent deviations of aetual unemployment from its

trend. Unfortunately,this aUra of realism is a rather deeeptive decoration for a barren axiomatie madel

that has very little ta do with dynamies of eomplex market structures. Taylor must he aware that real-Iife

eontraets have numerous institutional and dynamie aspects which cannot aUow ;stable AR1I.fA

representations. Yet, !inding such time-invariant representations are crucial for bis Madel sa •.:aI
~'

contracts must give way to axiomatie ones, where ail dangerous actuality has heen conveniently renlove1.

The madel apparently dresses in 'realism' while, in fact, it is shallow.

.
"

2.8 'Institutional Instahility' and StagOation

The history of the Phillips Curvc coul~ he dC",.,.ibed as ~goingduel hetween reality and

theory, in whicb the cunning of history bas proven to he no match to thc:,ingenuity of maeroeconomists.

When, during the late 1960s and carly 19705, inflation aecelerated with no apparent decIine in

unemployment, macroeconomists respcnded by madifying the downward-sloping Phillips Curve into a
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vertical one. To do so, they introduced expeetations and the 'natural rate' axiom into the frame\\'Ork.

Subsequently, when rustory staged a combination of rising infiation and rising unemplo)11lent,

macroeconomists responded by trying to bend the Phillips Curve into an upward-sloping position using

concepts sueh:lS 'institutional instability' and 'cxogenous shocks.' Wc consider these laller modifications

in this and the foUowing section.

In rus lm Nobel lecture, Friedman asserted that the vertical eurve could sur.,.ive the new

reaiity ofstagflation with onlya 'modes! e1aboration of the natural-rate hypothesis.' The e1ement missing

from rus own original formulation was the requirement for the rate of infiation iL<df be stable_ When

the same rate of infiation prevails for 'many decades,' wrote Friedman (p. 24), wc eould expect that

priees be foUy anticipated and fuUy adjusted. These conditions for a vertical Phillips Curve are likely 10

be met in what Friedman caUs the 'long-long run' but the interim phase of transition loward infiation

stability may involve some unplcasant complications. The incrc:lSe in the rate of infiation during the

post-war period in Europe and the United States also brought with it incrcasedj/uctuations in that raie.

Friedman speculates that this increase in infiation instability led to rising institutional instability, whereby

the optimum length of unindexcd commitments was shortcned, the efficiency of the price system in

coordinating economie aetivily was rcduced, publie policies became increasingly confused, and the extenl

of govemment intervention in free markets was greatly incrcased. Friedman argues thal such

developments had adverse consequences for economie efficiency, but he admits that lhey do not reaUy

explain the apparent drift of unemployment.2O ln other words, accepting the proposition that the

Phillips Corve is vertical in the long-Iong nllJ does not help us resolve the pUZ7Je of contemparary

stagflation.

In our opinion, the weakncss of Friedman's analysis stems not from his failure to further amend

the Phillips Curve framework but rather from his very allempt to do so. Friedman (1977, pp. 7-8)

implies that his theoretical manoeuvres arc constructive steps in scienlilie progrcss but it .<cems that,

instead of directing us towards beller understanding of stagflation, his 'patehing-up' leads us into a

20 Some authors (like Fischer, 1981) tested and rejeeted the presumed link belween infiation,
inflation instability and unemployment.
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tbeoretical vacuum. Eaeb successive interpretation of the Phillips Curve tums tbe cxisting construct into

a 'special case' of a 'more general' framework. The 'shon run' that extended from the late 19th century

and until tbe middle of tbis ccntury bccame a special case of a 'long run' that embraced us hetween the

late 1960s and carly 1970s, but even !bis 'long run' was mereiy a subset of a 'long-long run' phase whieb

wc entered in tbe mid-l97Os. The f1fSt sbift was created when cconomists discovered that information

was 'ïmpcrfect.' The second transformation was instituted when economists realized that institutions

wcre sIow to 'adjust.' This leads us to pose One simple question: if economie life amounts to a

continuous and progressive 'depanure' from some enigmatie equilibrium relationships and if tbese

re1ationships will he vaIid only in sorne imaginaty future when stationarity replaces bistory, why shouid

sueb equilibrium relationships t>c useful in explaining real phenomena? Tbe predicament is weIl

iIJustrated in Friedman's own writings. On the one hand, he painfully acknowledges the 'rcaI'

consequences of a high, variable inflation:

•.. sorne groups gain ..• otber lose. .•• The society is polarizcd; one group is set
against another. Political unrest increases. The capacity of any government to govern
is redueed at the same time tbat the pressure for strong action grows. (p. 26)

On the other hand, he has very liule ta sayon tbese issues, since eonfliet of interests and continuous

redistribution cannat he integrated into a framework whieb patiently looks forward toward some

long-long rur. state of bliss, wben full 'adjustments' and restored social harmony reinstate the

neoclassical diebotomy hetwcen inflation and unemploymcnt.

2.9 The StagOationary Menace af'Exogenaus Forces'

Altbough macroceonomics was criticizcd during the 19705 for its failure ta effectively dcaI with

stagnation, macrocconomists were not ready to take the blame. Blinder (1979, pp. 3 and 5-6) for

example, insists that tbere is nothing wrang with macroeconomics for, by using the very rudimentary

.aggt"egate dcmand and supply curves, one cao l'rovide a 'fairly simple and generaI theory ofstagflation'

th:",: '""" indeed expiai'; wbat bas happcm,d.' ln bis opinion, critiques have aften erred by confusing the

problem with its sêiùtion: stagflation could he easi1y explained but it couid not he easi1y eured.

. Moreover, politicians generally failed .to understand this and made .a diflicult situation evcn worse.
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Within what has now beeome the standard macroeeonomie model. stagflation arL<es either as

an adjustment process foUo~_~g an earlier expansion of aggregate demand, or as a result of adverse

contraction in aggregate supply. Both cases begin and end in a long-run Macroeconomie equilibrium,

but they differ in the souree of disruption and in the way the economy responds to it. Consider the lirst

case, where the initial equilibrium is upset by an 'autonomous' expansion of aggregate demand. In the

short-run, the expansionary demand 'shock' causes output to rise beyond its 'natural' rate with no

parallcl increase in priees. This is a false tranquillity, howevcr. As time passes, the eeonomy moves into

an 'intermediate run' and input priccs begin to rise, pulling output priccs with them. Unfortunatcly, this

is not the end of the story. Eventua11y, output starts to fall because, by delinition, the eeonomy must

converge to its 'potential,' Or 'natura\' rate of output. Henee. we move through tbree phases in the

following order: growth without innation, growth with innation and, linally, stagnation with innation, or

stagflation. 'Because wages and priccs move sluggishly,' asscrts Blinder (1979, p. 14, emphasL< added),

'rcal output must overshoot its evenrual position' and stagflation is merely the inevitable proec.<s by

which this 'cventua\' position is rcached. The explanation also suggests that stagnation is in faet implicit

in the augmented Phillips-Curve framework: an c."Pansionary demand-policy causes the eeonomy to

climb up the short-run Phillips Curve, but the subsequent shift of the eurve caUSes unemployment to

increase back to its 'natural' rate in the midst of rising innation.

While MOst macroeconomists accepted the theoretical validity of demand-indueed stagnation,

it was the 'supply-shoek' rationale that captured their imagination. Wby eomplicate the analysis, Many

asked, when the 'laws of supply and demand' offered the most simple solution to the stagnation riddle?

If priccs and output move in opposite directions, it was ~nly natural to assoeiate this outeome with

',,, changes in supply, not in demand. A 'supply shock' which shifted the intermediate and long-run
'~

~~ aggregate supply eurves to the left, would cause stagflation with rising priees and falling output

Moreover, sinee we assume that the natural rate of output itself is redueed. the situation is often

irreversible and the adverse effeets of the original shock may be with us 'for cver' (Blinder, 1979, p. 16).

Fmally, a supply shock may create a lengthy wage-priee spiral that will further aggravate the iniiiai

effeets of that shock. Ail of this means that when supply-shocks hit the economy. politicians aie cornereq ~'

into a policy nightmare:
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The limited capability of poliey to influence supply poses a particulary vcxing problem
in a stagflationary wor1d since any stabilization poliey adopted in responsc ta stagflation
is bound ta aggravate one of the problems [inflation or unemployment) even as it helps
cure the other. Such is the poliey dilemma of stagflation. (Blinder, 1979, pp. 20-1)

Many macrocconomists were cxcitcd by this altel~vc theoreûca1 avenue though only few wcre fully

aware of its wider methodologica1 implications.

Both aggregate demand and aggregate supply are 'convenient' too15 for analyzing the

neoc1assical synthesis. In tbis framework, we cau always argue that aggregate demand increased or that

aggrcgate supply dccrcased and it is pracùca11y impossible to refute such assc<ùons sinee 'dcsired'

magnitudes for spending or production are not observable. Yet beyond this convenience, there lies a

disturbing asymmetry between the two concepts of supply and demand. It seems that aggregate demand

can shift for a host of 'subjective' rcasons; for instance when eonsumers change their 'preferences' or

'propensitics,' when investors cxpcrience a burst of 'animal spirits,' or when politicians make an

'autonomous' poliey move. Thus, since the world of demand is supposedly at the merey of human

impulse, it can be easily blamed for much of our instability. A similar hypothesis for supply is not very

convincing, however. The aggregate supply curve often emerges from a rational, efficient sphere of

activity with no room for dcstabilizing clements of human faney. Shifts in the curve occur for 'objective'

rcasons, SUl:l as changes in the production function or the availability of factors of production. This

a_ymmetry poses an obstacle for a supply-based theorj of stagflation, for how could the turmoil of

stagflation originate from this stable domain of activity?

Disturbing as this question might have been, few macroeconomists were diseouraged by its

implications. For decades, macroeconomies made an efficient use of assorted 'imperfections' to patch

--up the theory·:of aggrcgate demane!, and there was very liule rcasOn not to use this very approach in
'".~--

making neccssary adjustments to the theory of aggregate supply. Supply prices depcnd on factor eosts.

ln an idcal neoclas5ical worle!, such input casts are '.endogenous' to the system for they emerge as simple

derivatives from the production function: the wage rate is equal to the marginal product of labour, the

rate of profit is equal to the marginal product of capital, and so on. Unfortunately, noti:d Many

macroeeonomists, our Own market system was far from this idecl because some factors had the power

to set their prices higher than their corresponding marginal products. In principle, such imperfections
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could distort the pricing of every factor yet practical macrocconomists prefer 10 emphasizc Ihe pivotaI

role of raw materials and labour. Bruno and Sachs (1985, p. 7) are rypical whcn they poinl their lirst

'blarning linger' at the wcather and the oil sheiks:

A clear and eentral villain of the pieee is the historically unprecedented rise in
commodity priccs (mainly food and oil) in 1973-74 and again in 1979-80 that nol
coincidentally accomp.·:ied the IWO grcal burst of stagllaûon.

When the raw-material priee shock bits the system, it causes the aggregate supply eurve 10 shift to the

left, raising priccs and lowering output. The turbulenee could have heen Icsscned somewhat, argue

Bruno and Sachs (ch. 1), if other factor priccs were fully flexible. With such flcxibility, an increase in the

priee of raw materials would have led to a reduction in the use of those inputs, to a consequent dedine

in the marginal produel of aceompanying factors and, henee, to a subsequent fall in the priees of thcse

Ialter factors. Such cost reduelions would have crealed a eompensatory righlward shift in the supply

eurve and eould reduee the severity of stagflation. Unfortunalely, Ihe price of the MOst importanl

factor - labour - is far from heing flexible, al least in the downward direction. When a raw-malerial

priee shock creates a burst of slagflation, workers not only refuse a neeessary reduction in thcir real

wages but they also demand and oblain real-wage increases! This causes the supply eurve 10 shifl even

further to Ihe righl.

For Many macroeeonomists, labour is responsible for more Ihan just aggravaling an ongoing

stagflation. Aeeording to Blinder (1979, p. 14), for inslance, workers can generate their own supply shock

when they 'suddenly beeome more aggressive and demand higher wages.' Bruno and Sachs (1985, p. 7)

associate this undesirable power with evolving 'institutional rigidities' in the labour market:

..• one of the variables that set the stage for the 1970s stagflation was the rise in union
power and militancy at the end of the 1960s .... A rcal wage boom resulted, which
st~rted a squeeze on prolits even hefore 1973 .•.• It strikes US as misguided to
consider the labor market as a perfectly competitive bourse when in almost every
OECO economy much of the labor foree is unionized and govemments play an
enormous role in affeeting labour compensation.

/~

The supply-shock theory for st.:~ation raises Many interesting questions and we consider sorne

of them now. First, the argument that supply shocks are created by 'excessive' factor priees has no

empirical meaning. For instance, Bruno and Sachs (p. 178) argue that 'an important supply factor has

heen the persistent exeess of rcal wage levels above the marginal product of labor at full employment'
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and lhen devote an entire chapler to cstimate tbis 'wage ga~: Under the heroie assumptions of

'output-clearing markets and competitive firms' and together with knowledge of the production function,

this would have heen a mundane task. In rcality, admit the authors, there are 'tcehnica1 limitations'

which make this a somewhat difficu1t excrcisc. For cxample, markets may not clcar 'on a ycar-to-ycar

basis' and there are 'data problems' regarding the capital stock. We may aIso add that production

functions as frontiers have a vague cmpirica1 mcaning, !bat marginal productivity is not observable, and

that wc rarely if evcr reach full employment whcre the levcl of marginal productivity should he

mcasured. Oespite thcsc unsurmountable obstacles, Bruno and Saehs rcmain undetcrrcd and procced

with a simple 'practica1' solution. They observe that both uncmployment and rcal wages were higher

during the 1970s and early 1980s than during the late 1960.. NeXl, they make the convcnient but totally

arbilrary assumption lhat, during the 1965-69 period, unemployment was at ils 'full employment' leve1

and hence that wagcs wcre at their 'rightlevel' (i.e., there was no 'wage gap'). F'mally, they use various

hypothetical production funclions and mcasures for productivity changes to estimate by how much the

actual wage exceeded the 'full-employment wage' in subsequent yeaTs. NaturaIly, they fmd that the 'wage

gap' in most OECO countries was positive after 1973, butthen how could it not he positive undcr these

dcfinitions:'

A second question concerns the source of dilTerent supply shocks. If the weather, Arab

oil-sheiks and labour unions can engineer a supply shock, why should we not explore the possibility of

a 'corporate profit-shock'? Bruno and Sachs (pp. 19-20) agree that, in principle, the roles oflabour and

capital are 'entirely symmetric' but suggest that this is not a malter for concem in practice. In their

opinion, world supply and demand for saving determine the real rate of interest on world markets and

'competition among firms in the economy will ensure thatthe rate of profit will eventually equa1ize itself

to this extemal rate of interest.' The picture emerging from this set of presumptions is perplexing. Most

key industries in OECO countries are oligopolistie and large companies interact with each other in many

different markets. Furthermore, market structures and the interrelations hetween large corporations

cxpcrience continuous changes. Finally, govemments are involvcd with thesc ftrnls through procurement,

subsidies, loans. taxation, the granting of certificates l:lld so on. According to Bruno and Sachs, however,

allthese institutional features can he safc1y ignored. The combination of union power and govcmment
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involveme.l1 affects relative and aggregale ",age leveb in lbe labour markel bUl. for some mysteriou.,

re3S0~ market power and govemment aeti\'ity in the produet market h3\"C no similar consequences for

the raIe of profil. The ielurn on capila! simply cannol be contaminaled by rigid instilulions. Despile lbe

belerogeneity of their experienee, fums are somebow compelled 10 adjœ ~ lbeir actions in order 10

ensure their own raIe of profil converges loward the 'norma!' world raIe. Unfortunately, even Ibis

absurd assumplion is not very belpful for empiriea1 ana1ysis. The 'normal raIe of relurn' is supposedly

delermined by supply and demand for saving but these arc neither observable nor stable. As a result,

we <:an never veriCy lbat the 'normal' (average?) rate of profil is indced an equilibrium value equailo

the margina! productivity of capila!. Sinec Bruno and Sachs admit tbat markets can aceasionally be ouI

of equilibrium, il is possible to have a profil shock even in Ibis framework.

Thire!, the discussion suggcsts that supply shacks gcncrate a redistnoulion of income from tbe

'shocked'IO the 'sbocker.' In analyzing lbe US. case, Blinder (1979, p. 17) draws aUenlion 10 a 'massive

redistnoulion of rea! income away from urban workers and loward farmers and oil producers.'

Presumably, lhe laUer bave a lower propensily 10 spend lhan lhe former, so lhe effecl of lhis

redistnbulion is 10 reduee aggregale demand. Blinder (p. 18-9) is quick 10 poinl ouI lhal such

demand-reducing effects of supply shacks are 'nol permanenl':

The farmers who do the high saving are probably accumulaling lhe means 10 finance
subsequenl inveslments in lheir farms, nol 10 add 10 lbeir estatcs. ail companies will
not Sil on top of a pile of casb for long. They will eilber pay it ouI in dividends (10
stockbolders who willlhen spend it), spend il on additional investmenl goods, or use
it to finance intemally sorne investment projects lbat would olherwise have been
finaneed extemally. Like lhe oil companies, the OPEC nations too cannol be expeeted
to allow the massive buildup of liquid assets 10 conlinue indefinilely. Gradually, lbese
counlrics can be expected 10 find more and more ways 10 spend thcir oil camings, thus
retuming demand in lhe form of exports 10 the countrics thal lost demand in the form
of consumption ••• ihence] ••• For lhe long run, wc have only lhe permanent shifl of
lhe supply curve to conlend wilh.

The notion tbat income redislribution can bave lemporary but no lasting effecl on tbe level of economic

aetivity is inoonsistenl even wilb standard Keyncsian views. The failure of oil oompanies (or olher Iirms

tbat increase priccs faster tban costs) to promptly re-invest their incrcascd savings Wllllcad to a fall in

overa11 levels of activity, which may furlber reduce lbe incentive for future investme~t:-A serious

recession can casily eliminale previously-aceumulaled 'piles of cash' so lbeir evenlual long-lerm

investment may never malerialize. Similarly, lhere is no rcason 10 assume lhat petrodollars aecumulaled
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by OPEC and subscquenlly spent on WCSlern produas had only a 'neutrar effctt on economie ae:tivity.

For cxamp1c. we May discovcr !hat doUars camcd from US. consumcrs May have bccn spcnt by OPEC

countrics on European·made produets, or !hat priee inlIation for finishcd goods May have erodcd the

rcal purchasing power of peIViously camcd petrodc:lars. Thcsc considerations are of Ulmost importancc

but arc generally negleeted in the supply.shock Iiterature.

A fourth and final issue conccms the notion of 'exogcnous' shocks and its rclatioe to

equilibrium analysis. The spectre of incrcasing priee instability, higher rates of unemployment and,

fmalJy, the puzzle of stagflation prcscnted macrocconomists with a difficult dilemma. They could try to

cxplain thcsc as 'endogenous' phenomena but then this would amount to admitting the economie system

was inherenlly unstable. A1ternatively, they could maintain their stubborn emphasis on equilibrium and

blame al! the havoc on 'exogenous' forces !hat jolt the system. Most macrocconomists chose the second

avenue but, by doing 50, they have effeetively admitted :bat the cxpianation for important aggregate

phenomena lied outside the realm of mainstream Macroeconomie theory itself! Furthermorc. an

emphasis on equilibrium could appcar meaningful when the economy is generaJ)y stable, with only

occ.sional 'disruptions,' When there is a continuum of dynamie instability, however, attempts of

macroeeonomists to depiet it as a rapid transition from one equilibrium to the next seem rather pathetie.

2.10 Concluding Comments

The progressive disintegration of the Phillips Curve helped unveil some pristine simplicities

which characterized the 'neoclassical synthesis' of microeconomies and Macroeconomies. The belief in

the equilibrating force of perfeet competition proved decreasingly useful in an era of stagflation. In their

attempts to defend their paradigrn, mainstream macroeconomists were forced to transeend,;:~ously

sacred boundaries and acknowledge !hat underlying microeconomie structures and non-equilibrating

changes were signifieant for Macroeconomie anaIysis.

AIas, the departure of macroeconomists from equilibrium and perfect competition seems

hopelessIy cireumscribed. For Most macroeconomists, the dcWltion from ideal market conditions, C\'CIl
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when such a deviation pcrsists for a long pcriod of time, is an exception. For them stagflation is

ultimatc1yan a1ien phenomenon. Its roots Jay not in the 'economie system' but rather in impcdiments

imposcd on that system. Given this asscssment, it is not surprising lhat most attempts to examine the

broader structural causes and implications of inflation and unemployment were pcrceived as challenges

to mainstrcam macroceonomics. We examine some ofthis structuralliterature in the next IWO chapters.
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CHAPTER3

PRICE BEHAVlOUR AND BUSINESS BEHAVlOUR

The economie and political turbulence of the 19305 spawncd a numher ofscrious chal1cnges to

the hegemony of c1assical economie doctrines. Of thesc challenges, only Keynes' 'new economies' was

broadly aeeepted and assimilated into the mainstream ofeconomie thinking. Keynes was successful partiy

hecausc his policy propositions 50Ugbt to reform capita1ism while preserving its underlying structure.

Aeeording to Keynes, the malfunetioning of the system stemmed primarily from a chronie lack of

synchroni7.3tion hetween the 'propensities' of eonsumers and the 'animal spirits' of investors. The

ultimate problem was rooted not in the structure of capitalism but in fundamental psychological

tendencies stemming From human nature itself.' ln this context, bis cali for government intervention

appcared to he fairly ellnservative: policies were needed not to alter basic power relationships among

specifie eeonomie groups but merc1y to ovcreome an unfortunate gap between abstract saving and

investment 'tendencies.'

As an onhodox student of Marshall, Keynes rarely questioned the basic structural tenets of

ncoclassical microeeonomies and, indeed, he saw no apparent reason to do 50. In bis opinion, the

Macroeconomie problem of I!nemployment arllse despite the efficiency of individual markets and,

furthermorc, the solution for the problem could he achieved by broad policy measures which need not

intcrfere with the functioning of thcsc individual markets.2 The apparent success of early Keynesian

policies during and after the Second World War further strengthened the conviction that

, See for example Keynes (1936, p. 97 and p. 161). Keynes was of course very much aware of
contemporary structures and institutions but these were significant for bis General Tlzeory only in 50 far
as they enhanced the tendency for stagnation cr instability. The :primary cause for these tendencies
remained human nature.

2Being aware of eontemporary rescarch, Keynes (1936, pp. 268, 270-1) was careful to stress that bis
theory abstracted From 'administercd' or 'monopoly' priees. Half a century later, Tobin (19S3, p. 299)
cxprcsscd retroactivc regret for this turn of events: 'It is unfortunate that Keynes, in spite of the
Chamherlin-Robinson revolution that was occurring in Microeconomies at the same time he was making
bis macro rcvolution, chose to challenge onhodoxy on its own microeeonomie grounds of competiüve
markets.'
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macroeconomics was quite indcpendcnt of undcrlying microcconomic structures. This lcgacy of

Keynesian macroeconomics has proven more powcrful then Keynesian theory itsclf. for while the

primacy of Keynesianism has been subsequently challenged by competing schoolo;, macroeconomics as

a whole continues to neglect significant aspects of rcal structures and institutions.

The eventual divoree of mainstream macroeconomics from the dynamics of real economie

structure was established only in the post-war era, however. During the 193Os, before the apparent

triumph of Keynesian policies, economists were sceking answers also in alternative directions. While

Keynes was elaborating the psychological reasoning for bis General Theory, sorne of his eoutemporaries

were trying to identify structural causes for the general eeonomie dislrc.'5. Thcir subjeet of inquiry

concemed basic convictions about 'priee behaviour' and tbusiness behaviour.' First, the pionecring work

by Means (1935a) and by the National Resources Committee (1939) under his direction quc..tioned the

monolithie approach to price dynamics..Means suggested that there were in faet two types of priees -

those which were re1atively flexible and those whieh were relativcly inflexible. More importantly, he

argued that this basic differenee was rooted in the slruelure of modern capitalism. Second, the researeh

by Hall and Hitch (1939) challenged aceepted assumptions regarding pricing decisions by firms. Their

interviews with businessmen indicated that the latter determined their priees by impreeise rules-of-thumb

and were quite indifferent to the notion of 'profit maximization.' These studies launehed a prolonged

eontroversy whieh has not yet been 'resolved' and, because it involves basic methodological issues,

perhaps eould not be resolved. The purpose of this ehapter is not to provide a review of this literature

but rather to examine key methodological questions arising from it. Given our Iimited goal and the

availability of numerous surveys, we find it appropri~te to focus only on sorne of the important

eontnoutions to the debate.

Briefly, the link belWeen 'priee behaviour' and 'business behaviour' involves queslions of

'structure' and eeonomie or business 'power.' The neoclassical notion of 'pricing power' suggested that

a firm eould set its OWD priee but; sinee thc firm was assumed to maximize profit, eeonomists eould still

'determine' what that priee would be. The increasing emphasis sinee lhe 19305 on the significanee of

oligopolistic interdependency did not prove to he detrimcntal for priee theory. With -sufficiently
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restrictive assumptions and a complicated mathemati<":Ù reasoning, economists often su=eded in finding

an 'optimal solution' for their game theOl'Y. The literature following Means and Hall and Hiteh

undermined this logical simplieity. The existenee of relative priee infl="bility in markets other than pure

competition did Dol imply that sueh priees wcre 'optimal' for firms. It orny suggested that priees were

'administered' and this was preeisely the problem. If these were 'monopoly priees' in the neoelassical

sense they should have been perhaps higher than comparable competitive priees, but there was no

reason to expeet them to be less Il="blc. The fact that administered priees wcre relatively infl=èle

implied that firms might not have been acting 'optimally: The writings on business behaviour

strengthened this doubt when they pointed to substautial ambiguities Rnd considerable diseretion in the

way firms set their prieing polieies.

Ironically, by emphasizing the significance of structure for actual pricing, the new empirical

literature operated to undermine the methodological basis for priee /lleory itself. It was implied that firms

operating in non-perfectly competitive markets had the privilege not only to determine their own priees,

but also to set these priees in " rather 'arbitrary' manner. Priees wcre still inlluenced by 'objective'

conditions such as cost, demane:, the speeific structure of the industry, or the intensity of competition.

Howcver, sinee firms enjoyed substantial discretion over their own goals, the 'mapping' ofthese objective

conditions into prices was obscured from the economist. Since these issues have considerable bearing

on 'structural' theories of inllation, it is necessary that we explore them more closely before we eau tum

to those theoric.. in the next chapter.

Our cxamination begins in the first and second sections with the carly contributions to the

administered-price controversy and the eritieisms they elieited. The third section explores the carly

Iiterature on 'full-cost' prieing while, in the fourth section, wc deal with the marginalists' counterattaeks

against that Iiterature. The fifth section examines the aspects conceming the 'target' rate of retum and

the last section offers some observations on the anthropology of business behaviour.
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The eontroversy over the relationship betv...en market structure and priee beba,iour was

triggered in 1935 by the work of Means on Industria/ Priees œui Thev Re/ali,·. InfIexibiüty.3 Meacs

raïsed two basie questions conccrning (1) the apparent anomaly in the beba>iour of numerous industrial

priees, and (2) the causes bebind this bebaviour. rlrSl, be argued !hat comprebensive priee indiees, sueh

as the Wholesale Priee Index pub1isbed by the Bureau of Labor Statisties (BLS), wcre potentia11y

mis1eading beeause they failed to distinguisb betwecn 'market "riees' and 'administered priees.' Market

priees wcre defmed as priees wbieh wcre "made in the market as a result of the interaction of buyers

and sellers.' Administered priees, in contras!, were 'set by administrative action and beld eonstant for

a period of time' while sales fluetuated with demand at tbe rigid priee (Means, 1935b, p. 4(1). This

distinction was bigbly signifieant because market and administered priees 'beba,..d' quite differently in

terms of both frequency and amplitude of change.

The e'idenee for sueh divergent bebaviour was based on an analysis of montbly priees for

individual eommodities included in the BLS Wholesale Priee Index. Means classified 747 sueb items

aecording to tbe number of times their priee ehanged during tbe cigbt-year period between 1926 and

1933 and demonstrated that priees for tbe majority of items ebanged either very frequently or very

infrequently.4 His inferenec that tbese wcre in fact 'quite different types of priees' was furtber enbanecd

by iIIustrating that 'items wbieh ehanged frequently in priee sbowcd a large drop during the depression

while those having a low frequency of ehange tended to drop little in priee' (Means, 1935b, p. -lO2 and

p. 403). Additional evidencc, published 4 years later by the National Resourees Committee under the

3 A1thougb he initiated the debate, Means was not !he lirst to dmw attention to priee inflexibility
and to discuss ils potential causes. Stigler and Kindahl (1970, pp. 11-12) eited earlicr works by Bcrlund
and by Jones On the rigidity of steel priees during the carly 20th ecntury. ln 1927, Mi11s pub1isbc!d a
comprehensive study on The BehalIiOl' ofPriees wbere he found, mueb Iike Means' latcr discovery, !bat
industrial priees appeared to bc either flexible or inflCXIble in their frequency of change. Anothcr study
by Tmtncr (1935) on priec behaviour in Gcrmany, EngIand and the Unitc!d States, suggcstc!d !bat the
frequency of priee changes in monopolized industries was apprcciably smaner !han in competitive ones.

4 Of the 747 item priees, 50 perecnt changc!d very infrequently (between 0 and 24 priee changes
during a period of 96 months), 24 pereent ebangc!d very frequent1y (bctween 80 and 94 times), while 26
percent fell in the intcrmediate range (bctween 2S and 79 times over the period). Sec Means (1935b.
Chart 1, p. -l(2).
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direction of Mcans, indicated thal, as priees rccovcred between 1933 and 1937, frequency and amplitude

of priee changes were again positively related.

Writing during the deprcssion of the 193Os, Mcans was primarily attentive to the broad

eeonomie implications of tbis distinction between market and administered priees. Based on the

observation that a substantial number ofcommodities (over one haIf) had administered priees, he argued

that relative priee inflCXIbility beeame a major disruptive factor in the American eeonomy:

We have a1ways re1ied in the pas! on the automatie balancing of cconomie aetivity
througb priee changes. This is ail right where priees are f1CX1blc, sinee a general drop
in demand such as oecurred in the deprcssion would result in a drop of priees and
mainlained production. If ail priees had becn f1CX1ble it is doubtful if wc would have
had a serious depression after the stock crash of 1929. Where priees are rigid, however,
a general drop in demand bas quite differenl and most disastrous result. Instcad of
producing lowcr priees, the drop in demand produees a drop in sales and in production.
Workers have less to spend, thus amplifying the original drop in demand. In this
manner, rigid priees can expand an initial small fluctuation of industria1 aClivity inlo a
cataclysmie deprcssion. (1935b, p. 405)

Mcans wcnt on 10 illustrate that between 1929 and the spring of 1933 there was a marked inverse

re1alionship belween lhe relalive drop in priees and the relative decline in production for a sample of

len major induslries. When priees fell subslanlially, like in lhe case of agrieullura1 commodities or

pelroleum for cxample. lhe decline in oUlpUI was below 20 pereenl, while when pri= remained

slubbomly rigid like in agrieullural implemenlS or molor vehicles, prC'duelion levels dropped by as much

...s 80 pereenl!

Given lhe p<evalencc of adminislercd prices and given lhe disruptive effccl their relative

inflcxibilily had on maerocconomie performanee, Mcans sel to address lhe second issue, namely the

cause behind the phenomenon. In his opinion, administered priees emcrged primarily (thougb nol

cxclusively) as a consequencc of induslrial coneenlrali0n..· A1lhOUgb he cxpressed this conviction

foreefully in 19~, empirical support for his 'coneentratiol!lhesis' was first provided only in the National

Resources Commillee monograph ~ublished in 1939. There Means examined priee changes between

1929 and 1932 for a SUbsel of 37 out of lhe 282 manufaCluring induslries included in the Census'

universe, and conlrasled lhem wilh four-enlerprise ~neenlralion ratios associated wilh cach individual

indus!ry. In selecling the sample, Means soughl to eliminale lhe po!\Sible influenee that faClors other

lhan conccnlra~onmighl have had on priee changes. Consequenlly, he excluded induslries wh~re (1)
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products wcrc not rclativeIy homogcnous. (2) morc than 2/3rds of thc product ,..Iuc originatcd outside

of manufaeturing. possibly in dcmand-sensitive industries such as agriculturc or somc raw matcria\s. (3)

products wcre Dot produced for national or international markets. so national concentration ratios wcrc

mislcading. and (4) reasonably reliable price data were not available. Based on a seaUer diagram

between percent change in price and concentration ratios for the 37 industries. Means concluded that

'When the depression drop of prices in thesc industries is compared with the proportion of value of

produet which in cach was produced by the four 1argest enterprises, a rough relation is apparent

between concentration and price insensitivity' (National Resources Commiuee, 1939, p. 142).

Mcans repeatedly emphasized that the existence of administered priees was not s}nonymous

with 'monopoly profits' and that thc proeess of industrial concentration did not neees.<arily mean a

growing 'monopolization':
'.

It is _.• abundantly clcar that a considerable degree of adminL<trative control L<
inherent in the na.-rowing of markets and the willingness of buyers to accept the
one-price system ofAmeriean merchandising. Further administrative control is implicit
if the efficieneies of modem technology are to be rcalizcd. Only to the extent that
administrative controls arise from collusion between enterprises or through the bringing
of produetio.1 under common control beyond the extent necessary for efficient
operation is there an opportunity to leduce the existingdegree of administrative control
without incurring a cost of decreased efficiency in the use of resources. (National
Resourees CommiUee, 1939, p. 145) .

In tbis eontext, economic 'power' was perceived not so much as an attribute of broader social

relationships but mor.e as li facet ofindus/rialorganiza/ion. The power to determine priees did not denote

the ability of one group to redistribute ineome from another, but rather the ability of ·organi7.ations' to

overcome the 'market.' Thus, the apparentlink between industrial concentration and the administration

of prices was rooted primarily in the growing 'bureaeratization' of economic activity:

•.. the last century has seen a stcadily incrcasing shift from market coordination to
administrative coordination. Gradually, as our grcat corporations have been built up,
more and more of the coordination of individual economic action has been brought
about administratively..•• As a result of tbis shift from marketto administration, l!-~

arca of coordination remaining to the market has been grcatly reduced while the
increascd bargaining power of the big administrative units has induced the counter
concentration in the form of cooperative bargaining organization, farm cooperatives,
labor unions and to a small extent consumer cooperatives, thus further redueing the
number of separate units interaeting through the market. (Mcans, 1935b, p. 407)

To a significant extent, then, the adverse consequences of administered priees were the ineseapable price

we must ail pay for technological progress:
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Thus a considerabie degree of administrative control over priccs appcars to bc inherent
in the modem economy. Administrative priccs and tbeir depression i:lsensithity seem
to oc an inlegral part of tbe stmcture of economie aetivity. Witb tbe een;u'y-Io:lg
transition ofthis country from a predominanùy agriculture to a predominanùy industrial
eOlmtry, the administration-dominared priccs of industry have gradually displaeecl tbe
market-dominated priccs of agriculture as tbe more characteristie form of priees.
(National Resourccs Committee, 1939, p. 145, emphases added)

A1though Mcans pointed to a structural cause underlying tbe overall economie depression, he

recommended not to alter but aecommodate that structure. Breaking up large seale enterprises in order

to revive priee nexibility, he argucd, would bc immenscly wasteful in terms offoregone output and hence

hc suggestcd wc 'accept inncxible priccs as inhetent in our modem economy and build our economié

institutions around them in sueh a manner that innexible administered priccs will cease to bc a

disruptive factor' (Means, 1935b, p. 408). To that end, he proposed wc adopt expansionary monetary

policies, but although his recommendations wcre macroeeonomic in nature, his analytical framework was

too controversia! to bc unanimously accepted as a basis for such policies.

The idea that firms administered their priccs with a considerable disregard to 'market signais'

challenged basic theoretical convictions about 'optimal' bchaviour. Furthermore, Means' presupposition

that such administrative control was largely unrelated to conventional notions of economie 'powcr' and

'monopoly profits' was not sufficiently persuasive to defuse public eoneern. A series of Congressional

hearings on administered prices in genera! and on steel priees in particular bcgan in the late 19405 and

extended through the 1950s. Guidelines on wage and priee policies wcre issued by the Council of

Economic Advisors in 1962 and were aimed particularly at concentrated industries such as steel, copper

and aluminum. The announeement of these Guidelines was followcd by heightened confrontation

bctween the subjected industries and the Presidential offiee and tbe debate Over administered priees

reeeived considerable public attention. Means' interpret3tion tbat priee innexibility was predominately

a 'technical' outgroWlh of modem 'industrial organization' and his suggestion that public policy could

'overeome' the problem of administered,::,riccs presupposed tbat, in itself, the administration of priccs,

sen'Cd no particular intereslS. Given the public turmoil over the issue, tbis was not a very convincing

~umption.Therc was a growing 3tmosphere ofcrisis among economists and mzny mainstream scholars

who felt as if the 'sl,y wcre falling' bccame reeeptive toward evidenee or explanations which would

., \ - '
",.-
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discredit the administered priee thcsis. Not surprising!}', then, the publication of Indus/rial Priees and

TheirPriee InflexiNlity generated an enduringcontroversy surrounding both the existence ofadministered

priccs and thcir relation to economic structure.

3.2 . Priee Inl1eldbility: Fact or Fancy?

A Most promising line of assault on Means' thcsis was to deny the very inl1cxibility of

adminis·.,·~ priees, for if 'administered priees' were I1cxible they wcre no longer a eause for eon""rn

for cîther econOluists or politicians. This could have becn donc by either demonstrating that

'administt-red priees' changed freqllent/y (in other words, th~t they were not reaUy 'administered') or by

showing that even if they chan~ed only infrequently, the amplitude ofsuch chang-..s was sufficiently large.

Let us briel1y examine these crit;~isms bcginning with the 'f"",ueney' issue.

ln a staff paper for the Priee Statistic Review Commince, headed by Stigler in 1961, McAllister

demonstrated that the frequeney of change in BLS priee indices was positively rclated to the number

of reporting eompanies. This meant that a priee index which eombined information from al! reporting

companies changed more frequently than the priee for eaeh orthe individual eompanies.5 FoUowing thi..

study, Stigler (19623, p. 5) concluded that

Means' tabulations of frequeney of priee change are unknown mixture of the aetual
behavior of quoted priees and the number of firms reporting sueh priees. By inereasing
the number of priee reporters, the B.LS. ean reducc priee inl1exibility by the same
order of magnitude as the inerease in the number of reports. The major devclopment
which Means believes to have outmoded neoclassieal eeonomie theory i.. the
"development" of eoUeeting a number of priee quotations inappropriate to the
measurement of short-run OexibiIity.

A1though Blair (1964) promptly indieated that this critieism was based on a simple misunderstanding of

Means' procedure, Stigler and Kindahl (1970, p. 20) still insisted that 'The McAUister analysis effeelivcly

destroys the entire body ofwork resting upon frequeney of pricc change: The offensive crumbled a ycar

later, when Stigler (1971) finaUy realized that Mcans had aecess to the raw data of the BLS and th:<.t he

in faet analyzcd the number of pricc changes reported by the individual companies.

5 'Government Priee Statistics,' Hearings before the Subcommitlee on Economie Statistics of the
Joint Econ"mie Comminee, 87th Congress, Ist Sess., 1961. Cited in Stigler and Kindahl (1970, p. 19).
See also McA1lister (1961).
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While the infrequency of administercd-priee changes was indecd quite remarkable when

eomparcd to market priees, this, in itself, was a relatively minor matter for eoneern. The crux of Means'

discovery was that when priees wcre 'administercd' (ehanging ooly infrequently), tho;" amplitude of

ehange was unduly small and it was !bis aspect of bis fmdings whieh drew the heaviest lire. The

eriticism, first expressed by Thorp (1936), was that BLS priee series were based on quoled priees and

henee failcd to rellect the array of secret or undisclosed rebates, discounts and eoncessions includcd in

actual transaclion priees. As Thorp later argued, !bis discrepancy by itself eould explain the mysterious

inflextbility or the BLS series:

Frequently a commodity will be quoted at an unehanged priee over a period of years
and thus to the extent that indexes include this type of quotations L1>ey will remain
relatively unchangcd. Actually, the manuracturers or the product May have shaved or
eut the priee or the item drastically, in periods when business was slow and boosted it
as eeonomie eonditions improved without the ehange being reeorded in the quoted
;>rice. (Thorp and Crowder, 1941b, p. 406)

As a matte< or fact, Means was aware of this potential inaccuracy of the BLS series and, as already

indicated, he excluded indliStries for whieh priee data seemed inappropriate. Furthermore, he expressed

bis eonfidenee that, despite their shor:eomings, BLS data reflected actual priees:

1 have become eonvinced the bulk of their quotations represent net priees. The
exceptions seemed unlikely to falsify seriously the picture whieh 1 presentcd.
Consultation with the teehnieal staff of the Bureau of Labor Statisties supports !bis
view. So far as this question is eoncerned, 1 am confident that the statistical pieture is
not seriously faulty. (Means, 1936, p. 28)

The aticquacy of BLS di.. was subsequently evaluated in an appendix to the National Resourees

Committee report, where Nelson eompared these data to 'realization' priees or the Census of

Manufaeturing. 'Realization' priees wcre taken as an approximation for actual 'unit priees' because they

were derived as a ratio between the total dollar value of the industry's sales and a eorresponding index

for total physical quantity. The analysis of priee movements between 1929 and 1933 for 28 eommodities

indicated the existence of positive relationships between the IWO indiees for most but not ail produets

in the sample. Nelson (1939, p. 185) eoncluded that there was room for caution in using the BLS

wholesale priee data, yet

arter ail due allowanee is made ror the factors demanding caution, very marked and
significant differenees still remain hetween the bebavior of rigid and flexible priees. For
the statement and interpretation or sueh different types of priee behavior, Bureau of
LaMr Statisties series can be regarded as rurnishing an acceptable basis.

'è
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UnfortuIJatcly, such comparisons "ith Ccnsus data provcd rathcr incffcctive in resol\ing the dispute.

Crities of Means still argued that disparities helWeen the indices were sufficiently large to disqualify the

BLS series, while supporters maintained that the discrepancies arose mainly hecausc the Census data

constituted a current-bascd index and, hencc, wcre not strictly comparable to the fw:d-bascd indices

pub1isbed by the BLS.6

The most serious allacl< on the empirical basis underl)ing Mcans' thesis was Iaunched by Stigler

and Kindabl (1970) in their NBER study on The Behavior ofIndustrùJ! Prices hetwcen 1957 and 1966.

The authors argued that in the reality of a modem industria1 system, many products had a complc."

'priee structure' which could not he approximated by a single numher. The priee structure for a

commodity was affected by the various mixtures of physical characteristies with whieh the produet could

he sold (sueh as sizc, finish, or pack3ging) and by the many possible 'terms of sale' associated with

c!ifferenttransactions (for cxample, when priee is related to the quantily purchased or credilterms). The

BLS series were based on selected 'typical' produets with pre·specified characleristies and given terms

of sale, but changes in the list price of such produets need not reneet the heterogenou., cxpcrience of

a multitude of buyers who bought other varietics under different terms of sale. As an alternative tô the

-'>
BLS method, Stigler'. and Kindahl construcled priee indices for sorne 68 commoditics which they

obtained from 279 different publie.seclor and privale-seclor buyers. The commodilies represcnled

approximately 19 pereent of Ihe value of ail producls included in Ihe BLS Wholcsale Priee Index and

were limited mainly to 'widely uscd staple individu.1 m.leri.l,' in order to bypass the diffieully of

measurement prescnled by qu.lity changes. The buyers were mostly I.rge cornpanics .nd inslitulions,
which, .ecording 10 the authors, were most likely to enjoy secrel rebales.

Sligler and Kindahl declared th.I, afler anaIyzing Iheir new d'I', Ihey h.ve found '.

predominant tendeney of prices to move in rcsponsc to the movement of gener.1 business' and no

6 Ross (1964) suggested for cxample, thal during a contraction, the Census index would appear more
nexible mainly hecause it allowed shifts to lower·prieed items within Ccnsus categories. The Ccnsus priee
index would he in.eeurate also hecause it refleeted ch.nges in both priee .nd produet mix for multi·
producl industries and was forther contaminated by inter-company non arm's length transactions. (Thcsc
observations m.de by Ross are cited in Blair [1972, p. 434].) Other resc.rchers sueh as Thorp and
Crowder (1941b, pp. 391-92) fclt th.t thesc theoretical ineomp.tibilities were not very serious and the
IWO indices should move fairly c10sely together.
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evidence 'to suggest that price rigidity or "administration" is a signifieant phenOInenon' (p. 9). In their

opinion, the lack of a generally aeccpted theoretieaI explanation for inflexible 'administered priees' was

no coincidence, for the very existence of sucb inflexible priees was 1argely a statistieaI anifaet. Yet the

apparently defmitive language of thcsc conclusions stood in sharp contras! to the body of evidence on

whicb they presumably rested. If anything, the new NBER data and the analysis by Stigler and Kindahi

sccmed to both reinforce the validity of the BLS series and reeonfln1l the administered price thesis!

Stigler and Kinàahl compared the be!;aviour ofBLS and NBER series for individual eommodity

groups and, instead of great disparitics, they found !hat in ail but one of the cases (rubber and rubber

produets), the IWO indiees had similar trends and close eyclieaI moven,ents. They aIso found close

similarity in the beha\iour of the comprehensive index whicb included ail the i:ldividual commoditics.

Thcsc observations were eontrary to what one would cxpect if the new NBER data were to put the

administrative·priee thesis to rest: 'In view of the parallelism between the IWo serics,' Blair (1972, p.

463) eommented, 'it is diflieultto sec how the administered·priee doctrine could find support in the BLS

indexes but he disproved by the new transaction priees.' The apparent contradiction was resolved by

Means (1972) who, feeling personally under auaek, soughl to strike Stigler and Kindahl with their own

data? Aeeording to Means, their study was seriously flawed for IWO basic rcasons. FiI'St and foremost,

the IWO researehers simply misunderstood his administered price thesis. Second, Stigler and Kindahi's

conclusions had no basis in their own data whieh, in fact, supported both their own incorrect

interpretation of the administered·price thesis as weIl as the correct version of Means.

The conclusion of Stigler and Kindahl thalthere were no eviâence for signifieant price rigidity

was supported by two summaty tables (pp. 8-9), wherè 1he 68 price indices were c1assified aecording to

their average behaviour over the contractions of 1957-5& and 1960-61 and over the expansions of 1958-60

and 1961-1966. The tables indieated that in 56 percent of!he cases priees move pro-eyclieally, in 17

percent of the cases they remained the same and in 27 percent of the cases priees moved

7 The personaltone was rather evident in Means' rcpiy to Stigler and Kindahl: 'Nor ean there be
any question that the autho!S are aiming to testlhe Means' thesis. Means is indiealed as the source of
the "doctrine" being tested. The name "Means" appears seventeen times in the fll'St eighteen pages. And
no other source is given for the doctrine' (Means, 1972, p. 294).
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counler-cyclically. Means observed lhal pro-eyclica1 movemeats in jus! over half of lhe cases could aol

be considered a very robusl proof for classica1 price fl=oility, bUl aeeealualed lhe deficieaey was mueh

more serious. A key problem was !hal Sligler and Kindahl (p. 3) allnOuled 10 Means lhe aOlioa lhal

adminislered priees were 'wholly unresponsiVC'lO eyclica1 markel movemeal, while Means' origiaallhesL.

(and the very title of bis flfSl1935 Sludy) emphasized lheir 're1ali'"e in.'1CX1oility: The differeace belWeea

the two inlerprelations was elarified in refereace 10 a broader laxoaomy:

Basica1Iy, the administered-priee thesis holds !hal a large body of iaduslrial priees do
aol behave in the fashioa !hal classica1 theory would lead oae 10 expcct.. , . This
departure from classica1 beha';cr in a business eycle could theorelicalJy lalee any oae
of lhree forms. la a reeessioa an administered priee mighl fall substaalially less than
classicalJy competilive market priees; il mighl show ao substanlial change; or il mighl
rise coalraeyclically. Thcse caa be referred 10, respectively, as relati'·ely inflaible, rigid,
and contracyclical bchO\ior. Any oae of lhese lhree reactions 10 a general fall in
demand would be classically unexpccted exeepl as some nC'neyc1ieal factor inleNened
such as a lread of lechnica1 change. Similarly, in a recovcry, an adminislered priee
mighl rise Iess, show no chaage, or actually fall. (Means, 1972, pp. 292-3, empha.=
added)

Usiag lhis c1assifiC21ion, Means distinguished be(Weea lhe 'full' adminislered-price IhesL. which included

a1l3 de\ialions from c1assical beha\iour and the 'lruncaled' version ofSligler aad Kiadahl, whieh lrealed

ail pro-eyc1ica1 priee movcments - iac1uding lhose which wcre relati\"ely inflexible -- as being in confliel

with the thesis and eonsidered oaly rigid aad counler-eyclical beha\iour as supporling il. E\idenlly, lhe

'truncaled' versioa adopled by Slig!er and Kindahl was only a subsel of the 'full' version a.' expressed

by Means.

Moreover, in their zeal to diseredil Means' thesis, Sligler a;.J Kindahl commilled severa!

melhodological errors and hence failed 10 properly inlerprel lheir owu dala. By correeling lhese errors,

Means sh:lwed lhal the new dala in fael supported lhe 'lruncaled' versioa of lhe adminislered-price

thesis, and the 'full' versioa as wcll! Firsl, Sligler and Ki.,dah! idenlified lhe period belwecn Jaauary

1960 and November of 1966 as a period of cyclic~1 <ccovcry while lhe dala indicaled lhal lhe eyc1ical

reeovery in fact ended in Mareh of 1962 and was followed by 56 monlhs of a non.eyc1ical expansioa.

Secoad, of the 63 commodities for whieh NBER data wcre actually pro\idcd, 13 wcre cilher produced

in compelilive markets or had a. subslanlial portion of lheir inpUl costs dclermined in compelilive

markets for raw-malerials. Third, by e1assifyiag iadi\idual iadices aceording 10 lheir a\"erage change over

the (WO recoveries or (WO recessions ralher lhaa aecording 10 lhcir beha\iour ia each of lhe 4 periods,
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Stigler and Kindahl allributed unifonn 'tendcncics' to Many commoditics which in iact exhibitcd none.

(For example, a commodity for which the priee moved pro-cyclically in one expansion and

counter-cyclically or not at aIl in the second expansion should not be said to have a 'tendency' based on

ils average priee change over the IWO expansions.) ln reexamining the NBER data, Means concentrated

on the 50 commoditics which wcre relevant for the administercd priee thesis, rcstrictcd himseJf ta

periods of unambiguous cyc1ical movcmenls and considercd cach of the 4 cyc1ical phases in isolation.

The indices for thcse 50 commoditics had 200 opportunitics to change over the 2 contractions and 2

recoverics and in 69 pereent of thcse cases their changes confonncd with the 'truncatcd' version (Means.

1972, Table l, p. 296). Means aIso uscd another classification in which he separately defmed indices that

either moved counter-cyclically or did not move at ail in 3 or 4 of the cyclical moveme:lls as 'tcnding

to support the truncated version; from those indices which move pro-cyclically in 3 or 4 of the cycJical

movements as 'tending not to support the trun<::lted version.' A test based on this classification indicated

that 60 percent of the indices tended to support the 'truncated' version, 36 percent wcre neutraI and only

4 percent tended to rejeet it. Thcse data aIso supported the 'full' version when Means aecounted for

relative priee inflexibility (Table 2, p. 296). The 'neutral' indices (36 percent of the totaI) which showcd

no tendency to either support or rejeet the 'truncated' version aeeording to tbis tcst, dropped by an

average of only 2 percent in the two contractions compared with close to 7 percent for the 13

market·dominated indices cxcluded from the sample. In the IWo recoveries, market-dominated indices

incrcased by 35 percent, while the average for the neutral indices deelined by 0.8 percent! Means (p.

197) also reviewed the analysis by Stigler and Kindahl for specifie cycles. The authors had cxamined

price movements for specihc"eommodities in 66 instances where the demand for these individuaI

eommodities cxpcrienced a sharp cyclical change. Aeeording to the data, priee behaviour in 8S percent

of the cases supported the 'truncated' administered priee thesis, yet Stigler and Kindahl described this

test as a 're1alive1y unsuccessful investigation,' eharacterized ils resulls as 'unprepossessing' and failed

to evcn mention them as part of their main findings!8

8 For more on the debate, sce Blair (1972, pp. 461-6), Moore (1972), Ross and Wachter (1973) and
Stigler and Kindahl (1973).
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The debate over the adequaey of BLS data ....'3$ eomplicated by further questions. Blair (1956.

p. 429) argued that secret rebates need not be limited to administered priees and eould be found in

market priees as weil. In other words, BLS data could be underestimating the truc extent of priee

f1exibility for both types of priccs and in order to test wbether or not administered priees were rdati,,,ly

inflexible wc needed to compare transaction data for the IWO indices. To rcfute Mcan.<·thesi.... one had

to show not only that actuaI administered priccs were 'f1='bk' but aIso that tbey were as flexiblc as

ae:tuaI markct priees. Of e,'Cn grcater consequences for the debate ....'3$ the emergence since the 1950s

of signifieant eounter-cyclieal priee mo\'Cmenls during downswings. The devc10pment was particu1arly

disconcerting for those wbo cousidered administered priees to be a statistical mirage, for the occurrence

of this new phenomenon effeetively invalidated their argument. As Adams and Lanzillolli noted, one

could rcasonably speeulate that, facing a recession, eompanies would reduee thdr quoted priees by les.<

!han tbey reduce their aetual priees, but it was not very convincing to argue that as demand fell, lirrns

raised their Iist priees only to eompensale for sueh increases by even larger secret rebates and

discounts.9

ln genera~ aUempls to deny the existence of administered priees or their 'perverse' behaviour

wcre more rcassuring than eonvincing.10 The eriticisms, partieularly when voieed by eminent

eeonomists, helped to reduce the anxiety a~d justify the eontinued theoretical negleet of the issue, but

9 On this Adams and Lan7JI1oui wrote: '[If) Stigler is correct about the illusion of quoted priee.... why
in the spring of 1962 did United States Steel not simply raise ils transaction priees to the level of its
quoted priees? Wby did Roger Blougb, who is certainly conversant with the faels of life in the steel
industry, insist on raising a lictitious price? Did he not know that a simple revision of transaction priees
would have served his purpose and aIso saved him from deteetion by the B.L.S.~and ils henehmen)? ln
short, given Stigler's mode\' Mr. Blougb was eitller a fool or a provocateur, hankering for a joust with
the President of the United States. Both these interpretatious of Mr. Blougb's behavior tax credulity'
(88the Cong., 15t Sess., Senate Subcommiuee On Antitrust and Monopoly, Senate Commillee on the
Judiciary, Administered Priees: A Compendium On Public Policy, 1963, pp. 6-7). Quoted in Blair (1972,
p.436).

10 For example, Weiss (1977) eoncluded that over long period of times, the Wholesale Priee Index
of the BLS, the 'rcalization' priee index based On the Ceusus of Manufaeturing and the buyers' index
developed by the NBER were higbly correlaled and conveyed the same general movemenls. Coutls,
Godley and Nordhaus (1978) eompared list and transaction prices for non·food manufacturing industries
in the U.K. and concluded that 'There was liule evidence found to support the view that the wholesale
price indices, being composcd oflisted quotations, do not aceuralely measure transaction priccs' (p. 138).
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never s~ceecdcd in cradicating iL11 Continued coneern with administered priccs was also fuellcd by a

rclated debate which bogan at about the same time and which focused on how individual frrms aetually

set their priees.

3.3 'Full-Cost' Pricing

While Means (1935a) initiated a controversy over 'priee bobaviour: the Oxford Economists'

Rcscarch Group, and in parlicular Hall and Hitch (1939), belped to launch a related debate over

'business bohaviour.' The conventional theory of the frrm, argued Hall and Hitcb, stipulated tbat frrms

attempted to maximize their profits and that they did "" by choosing the output-price combination (or

output in the case of perfect competition) such that marginal revenue was equal to marginal cost. This

approach yiclded theoretical solutions for equilibrium in the case of pure competition, pure monopoly

or monopolistic competition, but when the structure was oligopolistic or when monopolistic competition

was mixed with oligopoly, the theoretical method broke down.ln those latter instances, ;'"1;~rdependency

botween firms meant that individual demand and marginal revenue tuNes were indeterminate and,

hence, could not bo used to determine the output-priee combination for maximum profits. Eeonomists

commonly chose either to ignore the diffieulty by eonsidering oligopoly as an 'exeeption' or to bypass

it by using sorne ad-hoc explanations. Aeeording to Hall and HitCh, th""e ;wo solutions wcr" directed

toward the wrong problem. In their opinion, the interesting question was not,"" m~ch how frrms should

set their priee and output in order to maximize profit, but whether firms indeed set priccs and output

in order to maximizc profit. Their coneern was not with wbat firms ought to bo doing but rather witb

what they were actually doing.

ln an attempt to address this latter question, Hall and Hitch conducted interviews with 38

British entrepreneurs of wbich 33 were involved in manufacturing, 3 wcre retailers and 2 were builders.

Based on these interviews, they pointed to a wide gap botween the presumptions of conventional analysis

11 Commenting on the title of Blair's article, 'Administered Priees: A Phenomenon in Search of a
Theory: Bailey (1959, p. 460) brushed aside the entire debate as irrelevant and suggested it was in faet
'A Theory in Seareh of a Phenomenon.' Sinee then the phrase has boen often cited as a summary
statement on the insignificanee of administered priees.
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and tbe reality of business practices:

For tbe above [neoclassical] analysis it is necessary that entreprencurs sbould in fact
(a) make some estimate (even if implicitly) of tbe elasticity and position of tbdr
demand curve, and (b) attempt to equate estimated marginal r",'Cnue and e.<timated
marginal cost. We tried. ",itb very little success, to get from tbe entrepreneurs wbom
we saw, informaùon about elasùcity of demand and about tbe relation betwcen price
and marginal cost. Most of our informants were vague about anytbing so precise as
e1asùcity, and since most of them produce a wide variety of products we did not know
bew much to rely on ü1ustraùve figures of cost. ln addition, many, perbaps most,
apparently make no effort, even implicitly, to estimate e1asticity of demand or marginal
(as opposed to average prime) cost; and of those who do, tbe majority considered tbe
information of :ittle or no relevance to the pricing process save perhaps in very
exceptional condiùons. (p. 18)

lt seemed tbat the rheoretical distinction between monopoly or monopolistic competition (where tbe

demand curve facing the firm was assumed to be known) and oligopoly (wbere tbe individual dem:md

curvcs wcre indeterminate) was not very important for tbe issue of practical priee determination. In

rea1ity, businessmen operating in ail of tbese markets simply did not 'know' tbdr demand curve and,

furthermore, they did not care to 'discover' tbis demand eurve even wben tbey could bave donc so:

Only where oligopoly elements are present is tbe demand curve 'indeterminate' in tbe
economist's sense, but in the other cases it is unknown ta the entrepreneur, and this
seems ta be the essential point. It is true that in the case of monopoly or monopolistic
eompetition the possibility of finding his demand curve by experimenting is open to tbe
entrepreneur; but there are objections to experimentation, and the prospect ofa quiet
life seems in many cases to have a greater appea!. (pp. 30-1, emphases addcd)

The revelation that firms neglected thdr demand led to an even more 'stunning' conclusion, eame1y, that

flfllls did not try to maximize their profits as suggested by standard theory:

The most striking feature of the answers was the number of firms wbich apparently do
not aim in their pricing poliey, at what appeared to us to be the maximization of profits
by the equation of marginal revenue and marginal cost. (1" 18, emphasis added)

Instead of equating marginal revenue and marginal eost in an altempt to maximi7.c profits, Hall

and Hitch (p. 18) suggested that businessmen wcré"thi.,king in altogetber diffcrent terms: While under

certain cireumstanees, pricing behaviour cocld_lY. explained by referenee to 'long-term' profit
<~~ - ,,-.-

maximization, in most cases businessmen applied a simple 'rule-of-thumb' wh:ch Hall and Hitch called

'full-cost' pricing:

The formula used by the different firms in computing 'full cost' differ in detail ... but
the procedure cao be not unfairly generalized as follows: prime (or 'direct') cost per
unit is taken as the base, a percentage addition is made to coYer overheads (or 'oncost',
or 'indirect' eost), and a further conventional addition (frequently la per cent.) is made
for profit. Selling costs commonly and interest on capital rarely are induded in
overheads; when not so included they arc allowedJor in the addition to profits. (p. 19)
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Fmns justified thcir submissian ta the practical narm of 'full-cost' pricing in a variety of dirrcrent ways.

Sorne argucd it was the 'right pricc; other considered its application as a 'fair' practice toward their

compctitors, whilc still others nated that cxperiencc 'proved its advisability.' When asked why they did

not charge a pricc higher than tha. implied by the 'full-cost' principle, most entrepreneurs cited t!::ir

unccrtainty regarding the rcsponse of compctitors. When requested to exp!ain why they would not

charge a price lower than 'full-cost,' the businessmen mentioned primari1y the fcar that compctitars

wauld match the lower priee, the unresponsiveness of demand and moral objections to se1ling be10w

ooslS. As reasons for not changing priees (however fixed), businessmen exp!ained that they wished not

to '<!isturb' the stabi!ity of market priees and aIso that buyers had a 'conventional' pricc in mind and

'dis!iked' pricc changes. Hall and Hitch (p. 22, emphasis added) felt that 'Ail of these rcasons militate

against changing the priee from the conventionallcvel; yetthey stressed that the 'full-oost' princip!e was

insufficient to explain this 'conventiona! lcvel' itself.

The simplicity of the 'full-cost' principle was potentially deceiving. 'It would he usefu! for

economic analysis,' Hall and Hitch (p. 19-20) wrote, 'if the magnitude of "full cost" in any case could he

deduccd from the technical conditions of production and the supply priees ofthe factors,' but in practice

this was impossible for four principal rcasons. First, costs varied with the size of the firm but fll1lls were

rarely opcrating at an 'optimal' size which economists cou!d presumab!y determine; instead, their size

apparently was the consequence of a 'historical accident' which economists found very diflicult to

'predict.' Second, overhead cost pcr unit depcnded on the 'normal' output !evel used as a divisor in the

'full-cost' formula, but this benchmark for output was set by arbitrary aeeounting conventions. Third,

selling expcnses were ineluded in eosts but were often depcnded on demand. Fourth and most

imporlanlly, Ihe way in whieh entrepreneurs sel Ihe magnilude of 'conventional' profit, or the rcasons

why Ihey changed il were not at ail cle",".

For Ihe busi:lessmen, the 'full-cost' principle was a slraighlforward teehnical maller yet, hecause

of the many 'arbitrary' faclors involved, Ihe economisl cOllld not anticipale the final p':ro,with any
~:r. -

. '-
reasonable accuracy. Surprisingly, then, gelling closer 10 realily did nol seem to enhancc our

underslanding of the pricing proccss. Hall and Hilch questioned the usefu!ness of neoelassical price
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theory bocause its preoccupation with what firms ought to bo doing turned this Iheor)' into a nonnatù'c

doctrine. They suggested wc explain prices by cmbarking on a positive scientific inquiry into actual

pricing decisions made by rcal businessmen but, unfortunate1y, substituting the busine"sman's practice

for the economist's postulate did not seem to solve the priee question. The e"planation pro\ided by

businessmen appeared 'arbitrary' and were hardly more revea1ing than the lheories of neoc1a.,-<ical

economists. Instcad of adhering to rigid pricing procedures shaped by necessity, entrcpreneurs seemcd

to follow loose 'conventions' and 'norms of conduct' which did not appear to have a solid 'objective'

rationale. Hall and Hitch disearded the normative approach embraeed by economi.<L<, but thoir own

'full-cost' principie seemed to renect the normative ethic adopled by businessmen.

One could have removed lhe dcadlock by seeking psyehological explanalions for the bohaviour

of businessmen bUl lhis, of course, would have consliluled a relreal from lhe empirical road inlo the

normative twilight. Inslcad, Hall and Hilch (p. 33) empha.<izcd lhal 'There is usually some clemcnl in

the priees ruling at any time which can only he explained in the light of the history cf the industry: The

rule-of-thumb for pricing included conventions on what constituled ".mrmal output: conventions on how

to estimate costs, conventions on how to rcact or cooperate wilh competilors and, most imporlanlly,

convenlions on how to set 'adequate' profit margins. Yet these conventions were shaped by llistory, not

by the erralie faney of businessmen and only by aeeounling for lhe specifie hislorical evolulion of lhese

conventions eould one hope to shed some light on current prices.

The totality of beliefs and conventions prevailing in any one time wcre encompa.<sed in what

Hall and Hitch (p. 28) called the 'community of outlook' of businessmen, and it was within this conteX!

that 'full-cost' pricing reinforced a tendeney toward priee stability:

We cannot say precise1y what this price will he, for reasons already expiained; if it is
set anywhere over a fairly wide range it will have a tendeney 10 stay there. The ncaresl
that wc can get to an exact statemenl is that lhe priee ruling where lhese conditions
obtain is likely to approximate to the full eost of the represenlative firm; and thatthis
priee is rcaehed direetly through the community ofoUI/ook of business men, rather than
indirectly through each firm working at what its most profitable output would bo if
competitors' rcactions arc negleeted, and if the play of competition then varied the
number of firms. (pp. 27-8, emp!:~sis added)

---~
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In a similar \\"3Y~ priee instability was not a direct consequence of changes in undcrl~ing conditions but

was rather created indirectly when such changes led indi,idual entrepreneurs to question the prevailing

'community of outlook':

Prices in an industry bccome 'unstable' as soon as any of the competilors form an idea
of a profitable pricc which is markedly different from the cxisling prices. (p. :28)

'Full-cost' pricing implied th::t priees wouId likely bc aitercd in responsc to significant changes in the

COS! of labour or raw materiaI but that, normaIly, businessmen wouId not question the cxisting priee

structure as a resuIt of moderate or transitory changes in demand. As Heflebowcr (1955, p. 361)

indieated, the new heresy of 'fuIl-cost' pricing provided an appcaling cxplal1ation for relative price

stability during the Depression, especially after the findings of Hall and Hiteh were supported by

subsequent studies Iike Saxton (1942), Lester (1946), Dean (1951) Oxenfcldt (1951), Fog (1960), Cyert

and March (1963) and Skinner (1970).12 Nevertheless, the imprecise nature of the now approach Icfl

it open to criticism from mainstream eeonomists who wcre quick to respond.

3.4 The Marginalists' Counterattack

The proposition that businessmcn did nottry to maximize lheir profits bUI ralher were content

with the quiet life of 'full-cost' pricing was not univcrsally aceepled by eeonomists. Leading the

neoc1assicists' counteraltaek, Machlup (1946) argued thatthe rejection of marginal analysis by empirical

researchers sueh as Hall and Hitch (1939) and Lester (1946) was in fact basclcss.13 ln his opinion, H;,11

and Hitch and their followcrs erred bceause their rescareh suffered from one or more of lhe following

shortcomings: (1) a failure to properly understand the essencc of marginal analysis, (2) faulty research

techniques, and (3) mistaken interpretations of empirieal 'findings.' Let us eonsider these criticisms in

some detail.14

12 For surveys of 'full-cost' pricing, sce Heflebower (1955) and Silbcrston (1970).

13 Similar criticisms of 'full-cost' pricing appeared in Robinson (1939) and Kahn (1952).

14 For further replies and rejoinders sec Lester (1947), Machlup (1947) and Sligler (1947). Latcr
comments ean bc found in Machlup (1967).
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According 10 Machiup (p. 521),lhe emphasis Hall and Hitch put on the 'history of the indusrry'

in determining cur.ent conditions and in shaping hehaviour was 'by no means denied by marginal

analysis.' Contrary to common heliefs, he insisted, neocJassical theory recognized the role of hislOry and,

hence, did not rcally seek to exp:ain how an individual flTIl1 determint:d the levels for its output, priees

and employment. Rather, the theory focused on how the flTIl1 altered these variables in response to

changing conditions. The overriding principle which guided the flTIl1 in its actions was the aim of

maximum profit and marginal analysis was merely a technique used to achieve this goal.

Machlup emphasized that the procedure whereby the flTIl1 equated marginal revenue and cost

must he interpreted with great care. First, the magnitudes for the relevant variables were 'subjective

estimates, guesses and hunches.' They reflected the perceptions, opinions, and heliefs ofthe businessman

and were not necessarily equal to the corresponding 'objective' magnitudes as they might he observed

by 'outside' parties. Second, the businessmen need not he engaged in tedious data collection and

complicated calculations in order to equate marginal revenue and cost. In most cases he could rely on

his intimate knowledge of his own business and follow an impreeise 'routine' which nevertheless

aceounted for aIl crucial factors:

The business man who equates marginal net revenue productivity and marginal factor
cost when he decides how many to employ need nOI engage in higher mathematies,
geometry, or clairvoyance. Ordinarily he would not even consult with his aeeountanl
or efliciency expert in order to arrive al his deeision; he would not make any tests or
formaI calculations, he would simply rely on his sense or his feel of the situation. There
is nothing very exact about this sort of estimate. On the basis of hundreds of previous
experiences of a familiar nature the business man would "just know; in a vague and
rough way, whether Or not it would pay him to hire more men. The subjectivity of his
judgements is obvious. (p. 535)

Thus, contrary to the inference of Hall and Hitch (1939) and others, the observation that businessmen

could not or simply did not know aIl the objective data, and the fuct that thcy did not perform

complicated computations failed to demonstrate that firms did not seek 10 maximize profit.

Hall and Hitch further suggested that entrepreneurs did not make use of concepts such as

'demand e1asticity,' 'marginal revenue' and 'marginal cost,' and in many cases did not even understand

them but, aecording to Machlup, this also did not invalidate the standard theory. While entrepreneurs

might have failed to understand the marginal coneepts as presented to them by Hall and Hitch, they
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have not necessaril)' failed the crucia1test of margina1ism. The marginaltheory did not stipulate tnal

businessmen must use the jargon of marginal ana1ysis as devc10pcd b)' economist" onl)' that they follow

the marginal princip/es. Businessmen had no interest in the equa1ity of marginal cost and revenue pcr

se but onl)' insofar as it hc1pcd them eva1uate how their action might affect total profit. For that purposc

ihey could also use Many other guidelines which, a1though expressed in a different language. had

practically the same mcaning. For Î:lstanœ, a flnn might decide tu raise ils priee bc:cause it cxpccted

unit profit to me by a grcater percentage than the fall in quantity sold. The dcc:i.<ion W3.< ba.<ed on

'averages' and 'totals' yet the logie was mDl)lÙlaI for tlle focus was on the cxpceted change in profit.

Giv~n that Hall and Hiteh misunderstood the thrust of marginal analysi" and given that they

baffied the entrepreneurs with academic jargon, it was hardly surprising that the IWo rescarchers al<o

derived erroncous conclusions from thdr data. To explain this laller point, Machlup (p. 545)

summarized the flndings of Hall and Hiteh in their own words:

"A large majority" o!them [of businessmen] explained thatthey eharged the "full eost"
priee. Sorne, however, admilled "that they might charge more in periods of
exeeptionally high demand"; and a grcater number rcported "that they might charge less
in periods of exeeptionally depressed demand: Competition seemed to inducc "flrms
to modify the margins for profils which eould be added to direct eosL< and overheads:
Moreover, "the conventional addition for profit varies From firm to firm and even within
flrms for different producls:

According to Machlup (Ibid.) these flndings, which apparently 'shook the researehers' confidence in the

marginal principle and eonvinced them that business men followed the "full cost prineiple" of pricing

regardless of profit maximization: were exacUy what one would cxpcetto hear on the basL< of mlJ18Ïllu/

analysis! lndeed, in the neoclassical framework:

wc should expeet for most industries that price in the long run would not deviate too
mueh From average eost, yct that the firm would allempt to get beller priees when it
could sarely get them and would not refrain From cutting priees whcn it believed that
this would inerease ils profit or reduee its losses. (Ibid.)

The observation that different firms behaved differently and that their experienee also vary over time

proved, in Machlup's opinion, that firms paid close attention to variables other than average cost and,

in partieular, to those variables which affeeted their demand. ln generaI, he summarized,

there is little or nothing in the flndings of this inquiry [by Hall and Hitch] that would
indicate that the business men observed an average-cost rule of pricing when sueh
observance was inconsistent with the maximization of profit prineiple. On the other
hand, there is plenty of evidence in the findings that the business men paid mueh
attention to demand clasticities - whieh to the economist is equivalent to marginal
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revenue considerations. (p. 546)

Marginalists attacked 'full-cost' yricing on methodological grounds and henee it is interesting

to note that their own criticisms suffered from simiIar methodological shorteomings. One important

eompIaint against Hall and Hitcb was that views of businessmen were no substitute for eeonomie theol)·.

Kahn (1952, p. 126), for instance, stated that

the fundamental doubt is whether these business men, and other business men in
similar predieaments, did not fee! ealled upon to devise and present to the Oxford
intellectuaIs, a theory of business behaviour whicb is primariIy a rationaIization and,
in eonsiderable mcasure a faIse rationaIization of behaviour based on instinct rather
than reasoning. It is with business men's hehaviour not with their thoughts, that we
have to reckon. The eeonomic theory of a business man may he based on the eoneept
of a fair priee, which is the priee which, it is helieved, in the absenee of special
cireumstanccs, ouglll to rule. But very often tbis theory is a theory of ethies rather than
of eeonomics, and the business man takes the best priee that he cao get (through if tbis
is higher than the fair priee he may he reluctant to extort it to the full).

The marginalists rcjected the explanations of businessmen for 'full-cost' pricing as mere 'ethies,'

'rationalization' and evcn 'false rationalizatioo,' yet their dismissaI of evidenee appeared to he quite

selective. When the same businessmen reported on devialions from 'full-COS!' pricing, Kahn and Macblup

were only too cager to cite them as decisive confirmation of profit maximization. The basis for tbis

selective use of cvidenee is not clear. Machlup (p. 538) wrote that 'It tues an experieneed analyst to

disentangle actual from imaginary rcasons and to separate relevant from irrelevant data and essential

from decorative bits of information fumished,' but he failed to enumerate the criteria he himseIf

followed in sereening the evidenee provided br Hall and Hiteh. I~ as Kahn 50 foreefully asserts, we have

to reckon wilh 'behaviour' rather than 'lhoughts' then every interpretation provided br businessmen -

whcthcr it is consistent or ineonsistent wilh the economic theory under examination - is simply

extraneous for oUr purpose.

Bcyond tbis double standard toward evidenee, the citation from Kahn raises an even more

serious difficulty eoneeming our ability to provc Or refute the norm ofprofit maximization. A 'bistorical'

approacb to economic theory eould emphasize forces heyond the partieuIar inclinations of individuals

and claim that, to a large extent, individual opinions and eonvictions are shaped br these forees. Henee,

the empirical basis for testing sucb a historical theory for priees cao indeed he independent from the

'business aecd.' This conclusion does not hold for neocIassical priee theory, however. The latter is a
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theory based on motivation and as such can he lestcd ooly by rcsorting to direct c\idcncc on motivation.

To say that business heha\iour is govemed by the ajm of maximum profit and then to argue that lhe

stated goals of businessmen cannot he uscd as C\idence in testing the theory -'Cems 10 us quite

inconsistent. Without sucb direct C\idence on molr.':ltion. the neoclassical theory of profit maximization

amounts to eithcr a normative recommcndation for businessmen on how they should ac~ or ,l.;;c il i.o;,

simp!y an ax:omatie construct.

The marginalists could of course c1aim !hat. while they did not have direct support for lhe

motivational theorem of profit maximization. the obsef\':ltion of business performance could provide an

indirect test for this basic neodassical postulale. This, however, is easier said lhan done. For example,

Kahn (1952, p. 127) concludes lhat obscrved performance does not lend clear support to either 'full-co.<t'

pricing or profit maximization:

The actual hehaviour of priees and profits - as revealcd by comparisons of diffcrent
firms and products and of different points of time - fails to support the "full,cosl"
princip!e in its undiluted form. But it fails equally to support, in its undiluf.cd form, a
narrOw interprctation of the operation of the profit motive. (emphasis added)

Yet the bases for sucb conclusions are not c1arified by Kahn. We do not have an cmpirica! yardstick for

'maximum profit' so wc cannot rcally delermine whelher firms oblained this maximum or not.

Furthermore, WC cannot use business performance as evidence for busincss motivation. Even if wc

somehow knew what maximum profit wcre and even if WC obscrved that firms indeed oblajncd this

maximum, there would he nothing in this observation to demonstrate that firmssouglll maximum profit.

Flrms cou!d obtain maximum profit by accident or even despile their efforts to allain another goal

A1temative!y, firms could strive toward maximum profits but persistent1y fail to achieve them. In shorl,

the goal for maximum profit ean he demonstrated by interviews wilh businessmen or can he simply

stipulated by the economist. but it cannot he provcn or refuted by business performance.

The second important criticism against Hall and Hitcb was that businessmen acted nol on the

basis of objective circumstances, bUI rather on the basis of thcir own subjective interprelations of thesc

conditions. ln particular, it did not maller that entrepreneurs did not know the Objective demand curve

as long as they aeted on lhe basis of their subjective notion of that curve. This explication of the

neodassicaltheory is also problematic heeause profit maximization becomes consislent with cvcI)I course
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of action. If? facing an increase in deman~ businessmen increase their pricP..s wc can argue that profit

maximÏ7.alion is ,indicalcd, bUI wc can derive the same conclusion if businessmen lower their priees

instead! In this latter case. wc can simply argue that businessmen attempted to maximize profits on the

basis of erroncous in1erpretations of cunent conditions. If for some reason they believed !hat demand

feU or was just about to faU, a potiey to reduce priees would have been quite consistent with profit

maximization, despite the 'objective' inerease in demand. Thus, it would appcar !hat when profit

maximization is bascd on subjective perception; of businessmen and when these perceptions cannot be

aeeurately observed because wc cannot rely on what businessmen teU us, the theory bccomes irrefutable.

Both adherents of 'full-eost' pricing and advocates of profit maximization argued that their

theories explaincd business behaviour. They also aeknowledged that these theories could not be used

to predict prices. Aecording to Robinson (1966), the two doetrlnes faced the same barrier mainly

because they were unable to explain the profit mar'gÏn. In the 'full-cost' approarh, priee was determined

by adding to observed unit cost a certain profit markup but this addendum was admittedIy 'arbitrary':

Thc gross profit margin, or rake-off on priee cost ••• probably dcpends very much
upon historical accident or upon conventional views among business men as to what
is reasonable. And any conventional pattern of behaviour which established itself
amongst an imperfectly competitive group provides a stablc resull. So long as ail adbere
to the same set of conventions each can enjoy bis share of the market, and each can
imaginc that he is acting according to the strict rules of competition, though in fact the
group as a whole, by unconscious collusion, are imposing a mild degree of monopoly
upon the market. •.• Where outright monopoly rules, or where a group ofcommodities
is produced by a few powerful firrns, thcre is great scope for individual variations in
poliey, and it is hard to make any generalization at ail as to what governs the margin
of profit per unit of output. (Robinson, 1966, pp. 78-9)

For the neoclassicists, on the other hand, the priee was deterrnined when the businessmen attempted

to maxi:nize his profit by equating marginal revenue and marginal cost. The magnitudes for marginal

revcnue and cost, however, wcre not as clear in practice as they were in theory. The businessmen did

not use the 'truc' value from marginal revenue but rather bis subjective interpretation for il.

Furtherrnore, marginal cost included, in addition to observed expcnses, an unspecified ligure of'normal'

profit which the entrepreneur presumably added to cover bis 'opportunity cosl.' With both marginal

revenue and cost thus obseured, the explanatory powcr of the theory was dramatically reduced. By using

observed costs and ex-post priees, wc could still predict the subjective elasticity of demand but, in doing
/-;:,::~

--"
50, we--mcrcly cxplained what wc wcre supposed to know by using what we were supposed to explain!:
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The gross profit margin. however it is determined, can always be expre.<.<ed in terms
of a formula e/(e-1) [where e denotes the e1asticity of decand]. For in.<tance, if. in a
certain case, price is found to be equal to prime cost plus 50 per cent of prime cost.
wc may say that the producer concerned acts as thougb he believed Ihe elasticity of
demand in bis market to be equa\to 3. But by saying SC>. wc add nothing whatever to
our knowledge of how the gross margin is determined. (Robinson. 1966. p. 78)

This led Robinson to ponder the dismal prospects of ever answering the 'first problem' of economie.<:

Ail Ibis makes a serious brcach in the smooth surface of the orthodox theory of value.
and it seems !hat economie science has nol yel solv~d its firsl problcm - whal
determines the price of a commodity? (p, 79)

3.5 The 'Target' Rate of Retum

Althougb the marginalists insisled that 'full-eost' pricing \\'as no more Ihan the everyday

incarnation of profit-maximization policy, sceptics eonlinued to look for allernalive, hopefully morc

plausible explanations for 'rule-of-thumb' pricing. One of the firsl serions studies on pricing objectives

of large U.S. firms \\'as conducled by Kaplan, Dirlam and Lanzillo11i (1958) as part of thcir Brooking.<

Institution research on Pricing in Big Business. Based on this investigation, Lanzillo11i (1958) tcndcd 10

reject both the r.otion that pricir:g \\'as motivaled by an effortto 'maximize profil' and the idea Ihatfirms

simply followed 'conventions.' Instead he suggested that, in many big cornpanics, 'full-cosl' pricing was

adopted as part of a broader strategy to oblain a 'target' rate of return on investmenl.

Kaplan, Dirlam and Lanzillo11i conductcd interviewswith officiais of2O large U.s. companies.15

At the time, ail of these firms were among the 200 largest induslrial corporalions and ';ver 10 were

among the 100 largest corporalions. Sorne (like Johns Manvil1e, u.s. Slee~ Inlernalional Harvesler and

Union Carbide) were dominant price leaders, while others (like Swifl and A&P) faced tougb

competition and, despite their large size, could not 'decide' for Ihe markel. The remaining companies

feU beIWeen thesc IWo extremes. Company officiais were asked detailed queslions concerning formai and

informai commercial goals, procedures for implementing and evaluating goals, techniques of priee

setling, and fonctions of pricing cxccutives and commiuees. When asked about thcir pricing objectives,

15 Alco.. American Can, A&P, du Pont, General Electric, General Food, General Motors,
Goodyear, Gulf, International Harvester, Johns·Manvil1e, Kennecoll Copper, Kroger, National Sleel,
Scats, Standard Oil ofIndiana, Esso, Swift, Union Carbide and U ,S. SIee\.
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officers often cited several goals but in over 1ù of the 20 f1rIlls surveyed, the primary objective was ta

achieve a target rate of return. According ta LanzillotlÎ (1958, p.9"..3fn),

Target-return is defined as the building up ofa priee structure de:,igned ta provide such
a return on capita! r.mployed for specifie products, product groups, and divisions, as ta
yield a ,>redetermined co. porate average return. In most cases management referred
ta stockholders' equity (net worth) plus long-term debL Usua1Iy, a standard cost system
is used as a means of a1Ioeating fIXed cost ta various product divisions, with the
standards premised on an assumed rate of produetion, typiea1Iy about 70 per cent ta
80 per cent of capacity, and an assumed product-mix as ·norma!:

Kaplan et 3/., it should be noted, were not the fmt ta unvei\ the practice of target-return pricing. The

esscntial aspects of this pricing prac:ice were desaibed aiready in the carly 19205 by Brown, who was

a vice president of Genera! Motors at the lime. Brown (1924) explained that General Motors

eustomarily bcgan with a target of aehieving a 2(; .;creent rate of return on stockholders' equity and

geared ils pricing pv!;,,;es toward that end. The priee caleulations were llased on the assumption of a

eertain 'standard' volume of production (usually 80 percent of praetiea1 annua! capacity whieh

represented the 'normal average rate of plant operation'). Cast items were classified as being either

variable or flXed and the corresponding average cast per unit were determined by dividing the tata!

figures by the 'standard' volume. Unit profit was similarly determined by dividing the target for tata!

profit by the 'standard' volume. The 'bcnchmark' price was then ""t as the sum of unit variable cost, unit

flXed cost and unit profit. Browillloted that although fluctuations in actual production wouid affect unit

flXCd cost, it was not really practical or even dcsirable ta alter the price whenever there was a change ~

in production in arder ta continuously maintain the profit margin at the pre-specified leve!. Since output

was cxpectcd ta oscillalc around thc 'standard' volume, maintaining the 'benchmark' priee despite

fluctuations in production would enablc thc firm to achieve ils target as an average rate of return over

time. Hence, in this carly explanation, Brown already provided a simple rationale for both the practice

of 'full-eost' pricing and for thc relative inflelObility of 'administered prices' which were to be discovered

by economists more than a decade later.

In 1955, Bradley who, together with Brown, developed the target-return method for pricing in

General Motors teslÎfied in front of ~ Congressional committee that the same prinaples were still
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vigorously applied by his eompany.16 The rcscareh by Kaplan et al. (1958) and the summary hl'

Lamillotti (1958) were important because thcy indicatcd that a targct rate of return ha.< been a principal

pricing objective not only for General Motors, but for many other lcading U.s. fmns as weil. The studks

were significant a1.<o because they pointed to certain limitations on what wc could lcam from exploring

pricing 'objectives:

Lanzillotti (1958) emphasizcd that pricing toward a target rate of retum was a primary objective

only for firms whicb had substantial market power and occupied a price-Ieading position in thdr

industry. Most other large firms cited alternative goals sucb as the need to 'meel' (or prevent)

competition, the dcsirc to stabilize priee..<o and margins, an aim to rcalize a certain market sharc~ the wi."h

to resolve connict of interests between the different firms and a desire not to amuse public prolest and

prevent adverse political and Icgal backlashcs. In most cases, there was one paramount objcctive but it

was evident that, in many situations, pricing was also infiuenced by a combination of subsidiary goaL<.

Even when target-retum pricing was the dominant objective, it was hard to separatc this from other

justifications provided by company officiais:

A variety of explanations was given by the companies to justify the particular sÎ7.c of
the profit target used as a guide in pricing decisions. The most frequently mentioned
rationalizations included: (a) fair or reasonable retum, (h) the tradilional industry
concept of fair return in relation to risk factors, (c) desire to equal or beUer the
corporation average return over a recent period, (d) whatthe company felt it could get
as a long-run matter, and (e) use of a specific profit target as a meanS of stabilÎ7.ing
industry prices. At loast one of thc foregoing, and most frequently the first, was
mentioned by the companies interviewed, and in a few cases the entire list was offered
as justification for the company profit goal. This rcinforccs the observation that no
single objecti"e or policy mIes ail price-making in any given cùmpany. In fact, in many
companies a close interrelationship cxists among target-return pricing. desire to
stabilize priees, and target market-share (either a minimum or a maximum objective).
(p. 931, emphases added)

The complcxity of these considerations indicated that knowing the objectives of the firm still provided

the cconomist with little or no clue about the causes for adopting thcsc objectives.

The key question of what determined the target rate of return remained open and Lanzillotti

suggested that this target and the pricing practice:~,!~~ci to aehicve it were determined together with the

16 Bradleys testimony is included in 84th Congress, lst Sess., Senate Subcom';'ittee on Antitrust and
Monopoly, Senate Committee on the Judiciary, Hearillgs 011 General Morors, 1955, Pt. 7, p. 3593, and is
reported in Blair (1972), p. 470.
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lirm's inveSlmenl decisions. He began his cxplanation by nOling that large fmns appreciated the

complexities of modern business and paid close attention to their implications. Thcse companies realized

the delicacy of their dcalings with external suppliers and CUSlomers, as weil as the complexity of

interre1alionships between the various units witbin the fmn itself. They aIso aclcnowledged the intricacy

of corporale rivalries in individual markets and in the economy as a whole. Furthermore, because of

their sizc, lhe actions of large fmns were potential targets for the media, legislators and the justiee

system, 50 lhe politieal cos! of 'irresponsible' behaviour might far =ed their immediate pecuniary

benelits. Finally, all large fmns viewed priee competition as a <langerous policy alternative that should

be avoided as much as possible. Under thcse circumstances, argued LanzilIotti (p. 936), business

exccutives viewed the market as a creature ofthe firm. They felt it was their responsibility to perpetuate

the lirm's position and to preserve its different re1ationships. From their perspective, priees should not

be left to anonymous and potentially destabilizing 'market forees' and must be set in accordanee with

a 'pricing polk")':

ln this light, the ideal notion of 'prolit maximization' took a ncw mC&IIÏng. Large fmns that

50ught to 'maximize' prolits could not afford to obey erratie market signais and must follow their own

priee planning. In fact, the stronger the drive for profits and accumulation, the more compelling was the

impcrative for a carcful pricing policy. Of course, firms did not have to stress the priority of profit and

accumulation. In a corporatist environment where the market was pereeived as a 'subset' of the fmn,

company executives tended to advance a philosophy which stressed 'responsibility,' 'leadership' and

'cooperation' and to present corporate policies as striving for a 'just priees' and a 'fair return.' LanzilIotti

'::::-<
noted that company officiais habitually claimed':hattheir products faeed a wide array of substitutes and

that, consequently, their price discretion was in fact minimaL Under these circumstances, the exeeutives

argued, the administration of prices by 'priee leaders' merely 'approximates the market equilibrium:

Instead of deciding to engage in cutthroat competition (which was a priee 'policy' in itse1f), large lirms

chose to 'administer' priees and in this sense they provided an advantageous public serviee. Both priee

competition and price administration would lead to simùar long-run priee trends, they contended, but

the latter arrangement saved the system from the destabilizing effects of severe priee fluctuations.
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Lanzillotti rejeeted this eommon rhetorie. Price 'leadership: he argued. eould not he taken as

a proxy for equilibrium unlcss wc took the latter to donote whatever the fInn happened to deeide. In

bis viow, the data overwhelmingly demonstrated that fInns bascd their pricing upon 'planned profits' (p.

9".>8). Instead of 'administered priccs' he sUg!:coted the concept of 'administered profIts' which wcre sct

to meet specifIe investment plans:

The company proceeds on the assumption of the need for a certain amount of capital
to undertake the invcstment in plant expansion and now facilities which are envisaged
for the long bau! in order to maintain and/or improve market position...• The only
way in which price policy cao he viewed in such companies as thcse, with their wide
variety of produclS and se\ling in a large numher of different markets, is in tenns of
profIts-invcstment ratios. This criterion serves as an effeetivc guide for pricing decisions
at divisional and departmentallevels. If wc are to speak of "administrativc" decisions
in the large fInn, it is perhaps more aeeurate to speak of administered profits rather
than administered priees. (p. 938)

Yet the administration of profIt was a proccss no ;css eomplcx than the administration of priees.

Lanzilloui argued further that

(a) the large company has a fairly weil defIned pricing goal that is rebted to a
long-range profIt horizon; (h) its management seek.< -- espeeially in multiproduet
operations -- a simultaneous decision with respect to price, COS! and produet
charaeteristies; and (c) its pricing formulas are handy devices for checking the internaI
consistency of the separate decisions as againstthe general company objectives. Under
this hypothesis no single theoty of the fIrm -- and certainly no single motivational
hypothesis such as profIt maximization -- is likcly·to impose an unambiguolL' course
of action for the fInn for any given situation; nor will it provide a satisfactory basis for
valid and usefu! predications of price behavior. (ibid.)

This suggested that the debate over administerel! priccs was partially misdirected. The notion

that priccs were stable or 'innexible' because they were based on rigid pricing procedures was potentially

misleading becalL.e these procedures were themselves subject to change. This point W.lS c1arifled by

noting the bureaucratie dichotomy belWeen middle and top management:

Managerial specialists down the line are given a framework of rcquirements that must
be mel, while managers at the top, of course, are free to and do change these
requirements to meet partieular situations. (p. 939)

The recognition that fInns may have a complcx set of objectives and thatthese are inherently dynamie

presents a serious methodological dirticulty ifwc want to use such objectives as bases for price theoric.•.

Many company cxecoltives candidly endorse corporatist idcals whereby pricing procedures renecl

'responsibility' and 'leadership; but this rhetorie does not provide the rcseareher with mueh insight.

More importantly, the way in whieh firms detennine their 'requirements' for expansion and profIt must
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he understood as part of a dual proces.•. While corporate decisions may affect the performance of fmns,

thcse decisions tncmsclves arc formulatcd in thc context of the fmn's own history ana the general

business climate. Corporale objectives may guide the short term behaviour of large fmns but these

objectives themselves will be continuously modified by actual performance and corporate projections

regarding the firm's evolving environment. In this sense, the success or failure in achieving company

objectives - whether they are formuIated to 'maximize profits' or to achieve a 'target rate of retom'

- can never be tested because the causal relationsbip between any sueh goal and its rea1ization is double

sided.

With this in mind, it is hardly surprising to find that large firms 'suceeed' in meeting their

'targets.' For example, Blair (1972, p. 482-93) compared the target and actual rates of retom for a group

of 5 leading companies over thc 16-year period between 1953 and 1968. (The group included General

Motors,U.S. Steci, Aleoa, Standard Oil and Du Pont.) He concluded that 'Over the 16-year period the

success of the 5 leaders in meeting their profit objectives is little short of remarkable' (p. 482) butthis,

of course, does not establish a clear line of causality between target and actual rates. Under stable

conditions, targets rarcly change simply because they are aehieved, but under dynamic conditions firms

might be tempted to alter their targets in light of new cireumstances Or can be compelled to do 50 in

order to aceommodate new realities. For instance, during the 195Os, U.S. Steel apparentlyallempted to

raise its target rate of return from 8 to 12 percent but subsequently it had to reverse this decision when

its largc price increases wcre accompanied by an unacceptable fall in volume. Another illustration is

provided by General Motors. The company, whieh from the 19205 has managed to realize an average

target rate of returo of 20 percent, had to reduee its target in face of intensified competition since the

19705. In both of these cases, it appears the target was amended, at least in part, in order to enable the

fmn to sucecssfully aehieve it. Hence wc should not be surprised to find !bat the firms sueceeded in

meeting remed targets.
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The ideas of 'administered priees,' 'full-eost pricing' and 'targel raie of profil" scemed 10 have

undermined simplislic convictions about business bcha"iour. The ambiguity was intcnsiticd whcn

prominent neoclassieists, in an atlempl 10 shic1d their paradigm, inlrodueed 'subjeclivily' inlo profil

maximizalion and 'conf=d' lhal lh', lbeory was nol inlended to cxplain lhe aClual priee bUI only lhe

direction of ilS movemenl. The heighlened debale over how businessmen 'hehaved' qucslioned lhe

usefulness of adhering 10 a single 'ideal type.' Il was suggesled lhal firms did nol nccc.=rily obey an

extemally imposed goal, sueh as lhe achievemenl of maximum profil and, in many cases, followed lhdr

own objectives whieh lhey defined and oecasionally altered. Funhermore, il appeared lhal business

hehaviour in general, and pricing practiecs in parlieular, did nol always eonform to unique procedures

and could nol he dcserihed by simple mechanisms. This prcsenled a serious melhodological diflicully

for lhe theory of priee movemenls.

The sueeess of neoclassical priee lheory Was conlingenl, to a large extenl, on lhe abilily of lhis

lbeory to abstrael from underlying dynamics of eeonomie and other social relations. The focus on priee

as the ultimate variable of inleresl was required in order 10 reduce social relalions and aspecls of

eeonomie structure into a simple statie framework. Firms are eommonly assumed to operale in one of

4 possible market slruelures, whieh are flXed for the purpose of analysis. The slruelure affeels lhe way

firms set their priees but, sinee lhis structure is assumed 10 he flXed, il cannol he altered by priee

hebaviour. Nole that lhe slatie framework is nol mercly lhe firsl slep loward a broader dynamie theory

as neoclassicisls oflen like 10 slress. If wc allow priee behaviour by firms such as IBM, General Molors

or Exxon to aller lhe economie environmenl in whieh lhey operalc, wc inlroduee a fundamenlal

'non-stationarity' that is likely to undermine our abilily 10 'predicl' sueh pricc behaviour. For lhis reason,

the assumption that struclure affects priees bul priees do not affeel slrueture is quile fundamenlal to

neoclassica1 lheory. This stationarily requiremenl also explains why it is neeessary 10 ao;sume thal a

businessman is a slave 10 a single fL~ed goal such as 'profit maximizalion.' WilboUl a clear goal, lhe

funelional Iink between objective condilions and priee hehaviour is severed and priees hecome

'arbitrary.'
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The new ambiguities regarding the autonomy and diversity of business behaviour in modem

capilalisl <conomies removed much of the stationarity neœssary for a solid priee theory. In the

neoclassieal paradigm, the theorist could ignore the axiomatic nature of 'profit maYÏmization' because

this assumption was deeply emhedded within the model and was rareIy questioned. Wuh the enlarged

menu for potential patterns of business hehaviour, things became more complieated. The observat:on

that pricing goals and practiees were not really fixed ~d ehanged with business conditions suggested

that we could not ignore structural dynamics in our cxplanation for priees. Il aIso insinuated that the

hehaviour of priees could operate to affect underlying structures.

Many economists, it must he noted, failed to realize that the expanding field of 'business

anthropology' aeated a methodologieal minefield. Instead of shying away from arbitrary assumptions

about 'business motivation,' many preferred to ignore the polentia\ hazard and aetually welcomed their

new Creedom to chaose. The result has heen a flood of alternative models for inflation which could he

distinguished mainly on the basis of their arbitrary hehaviourial assumptions. We consider some of these

models in tbe foUowing chapters.
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CHAPTER4

INFLATION AND MARKET STRUCTURE

The 20th centnry was marked by substantial changes in the nature of firm.<, industries and

markets, yet most of these institutional deve10pments leftlillle or no impres..ïon on mainstream tbeories

for inflation. Of course, no reasonable macroeeonomist would deny that the modem corporation is a

far cry from Marshall's 'farnily fmn,' or that the complelàty of modem industry is distinct from the

simplicity of agrieultural markets of early capitalism. Macroceonomists have not disputed that major

structural changes oceurred but their appr03ehes suggest these and similar devc10pments arc simply

immaterial for the explanation of inflation. The rcason is fairly simple: in order for the aggregate priee

level to rise, the total demand for eommodities must cxeeed their total supply and, sinee this requirement

is quite independent of underlying structures, tb'~ specifie nature of sucb structures is ineonsequential

for the purpose of analysis. From this perspective, 'perfeet competition' shouid he regarded merc1y as

a convenient instrumental assumption. While inflation might oceur in a variety ofstructures, its ultimate

cause is always cxcess demand and this can he bcst i1Justrated by resorting to a competitive framework.

The disregard for rcal structures and the emphasis on competitive market forces can he

explained, to some extent, lly noting that the formative years of modern macroeeonomics eoineided with

the long post-war boom in advanced capitalist economies. Growth in that period WdS always

aeeompanied br rising priees and that seemed to vindicate demand-pull theory. Given these

circumstanees, it was hardly surprising that most maeroceonomists felt they eould safely ignore the

difficult intricacies of eoncrete structures and institutions. In this respect, eeonomie growth arrested

theoretical progress.

o
Stagnation, on the other hand, opètated as a theoretical catalyst and kept bringing structures

and institutions back into the macroeconomie centre-stage. This flfst happened during the 1930s when,

after a ha1f century of neglect for cb:inging structures, the economics profession was woken up by the
~,
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clamour of the Great Depression. The diseovery that 'administered' or 'full·eost' priees were not very

sensitive to demand pressures was sufficiently persuasive as to provide, at loast during the 19305, a

serious alternative to the a-structural macroeconomic approacb promotcd hy Keynes. Yet at that period,

rising priees wcre hardly a pressing problem and cyen the avant-garde saw no rcason to incorporate these

new structural insights into a broader theory for inflation. When the Second World War rmally revived

the economy and inflation started to appear, it was already too Iate to achieve sucb a theoretica1

breakthrough. Encouraged by the brisk post·war growth, maaoeconomists forgot reœnt rmdings about

modern structures. The familiar microeconomie idca of 'excess demand' was now successfully integrated

into the aggregate Keynesian framework and providcd the nccessary explanation for rising priees!

Growth was not continuons, howcvcr, and when stagnation or recession rcappeared, they again

revived interest in structures and institutions. The positive effeets of stagnation on structural awareness

were felt particularly in the 19505, when the United States expcrienced its rtrst bouts of stagflation and,

subsequently, during the severe worldwide stagflation of the 1970s and carly 1980s. The expcrienee of

stagflation produced Many explanations and servcd to heightened the basic difference hetween structural

theories and the maaoeconomic approach to inflation. As long as priees wcre rising with output,

Macroeconomies had no use for 'superfluous' structural complications. Only when the conventional

demand·pull theory failed (that is during periods of stagflation), was there a pressing need for

institutional insight. Hence, at the risk of some oversimplification, wc cao say that. while

Macroeconomies is geared toward growtir inflation, structural theories relate primarily to stagflation.

The link hetween stagflation and structure is also evident in Macroeconomies itself. As wc

illustrated in Chapter 2, mainstream explanations for stagflation are invariably based on some

institutional amendments to the perfectly-competitive idca1 but this ad hoc approacb is quite differcnt

from the one followed in structural theories. While maaoeconomists often view most institutional factors

as unfortunate impeifcctions whicb can he ignored once stagflation disappears, structural theorists take

sucb institutions as their fundamcntal starting point•
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For that reason, the structural literature on inflation - though mueh smaller than ilS

macroeconomic countcrpart - is difficult to fC\-iew and cvaluatc. In Chaptcr 3. \lo"C 3Tgtlcd that the

rejection of neoclassieal motivalional assumptions created a flood of alternative rules-of·eonduct for

modern firms. Funhermore, the departure from standard macroeconomie melhodology meant that most

structural theorists did not fcel obliged to 'close' their models. These theorists were commonlv

preoccupied with one or fCv.' 'crucial' questions, such as what crcated the 'sparl:' of inflation or how it

was 'transferred,' and the broader implications of their explanations were often ignored or left for 'future

studies.' While it is not at all clear that such 'openncss' is neecssarily a deficiency, the relaxation of

S<Ka1Ied 'consistency requirements' obvious1y broadened the range of possible theorics. Under those

circumstances, even Schercr, a prominent authority on industrial structure, cautioncd his readcrs that

'any attempt to summarize the state of 1:now1edge is risky, for virtually every conclusion [rogarding the

effeel of structure on inflation) has been eontradieted somewhere' (1980, p, 355).

Our examination of structural theories is intentionally selective.' Much of the attendant

Iiterature is dominated by the notion of 'marl:up pricing,' and the different interpretations for this

praetiee provide a eonvenient basis for classification. Two broad categories can be diseerned. The

majority of explanations use markup prieing to emphasizc the passive role of Iirms in the inflationary

proœss. Another, mueh smaller, group oftheories use markup pricing to suggest that Iirms play an active

inflationary role. The bulk of this ehapter is devoted to exploring the former category of theories. First,

we dcal with the way in whieh Iirms respond to changes in demand and oost. In the Iirst section, we

examine the idca that, given their markup-pricing practices, large Iirms tend to respond slowly to

variations in demand. In the context of long·term growth, this behaviour is said to ereate a moderale

(but persistent) inflationary bias and priees continue to rise even during cyclical reccssions. The Iwo

following sections dea1 with the way in whieh industrial f1fllls respond 10 cost. The second section

explores Ihe underpinning of 'normal·pricing,' a hypolhetica1 framework in which ftxed markups are

=< added not to current cost but to 'normalizcd' cost. The third section develops the 'normal·pricc'

hypothesis further by exarnining how industrial structure and competition affect the extent of 'priee

1 Surveys of important studies are provided by Blair (1972, ehs. 16 and 17), Muellcr (1974), Beais
(1975) and Dalton and Qualls (1979).
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smoothing.' With markups inscnsitive to demand conditions, 'markup pricing' (in general) and 'normal

p.icing' (in particular) point to cost as the prime mover of inflation. The fourth section integrates

commodity prices into the structural framework for inflation, while the fifth section focuses on the

potentia! impact of labour costs. Proponents of 'eost inflation' often pointto the stability of markups as

an indication that firms mereIy pass thoir eost increases onto the fmal priee. This reliance on stable

markups is a double-edged swon!, howcver. FIXCd markups arc a1so consistent with the proposition of

'profit inflation' provided the initial rise in profits is foUowcd by subsequent increases in COSIS. WC dcal

with this idca in the sixth section of the chaptcr.

4.1 Persistent Demand Inllation: Slow Giants and Unliquidated Monopoly Gains

Duriog the 195Os, economists in the United States wcre bafI1ed by the incrcasing significance

of counter-cyclical price movements during recessions. The Federal Govemment tried to 'cool' the

economy with restrictive monetary policies, butthcse wcre apparently unsucccssfu1.ln an carly infIuential

interpretation for the phenomcnon, Galbraith (1957) argued that the confusion arose mainly from a

basic structural misconccption. The divorce of Macroeconomies from Microeconomie considerations

caused policy makers to ignore important heterogeneities in the movement of individual price series and

neglect the bcaring of market structure on aggregate questions. The positive overaU rate of inflation,

Galbraith indicatcd, was affeeted mainly by priees for steel, steel-mill produCls, metal produCls and

machincry. Those priees eontinued to increase despite the s1ack in activity and substantial excess

capacity. On the other hand, priees for commodities sUch as farm produCls, synthetie textile produets

and apparel, bchaved pro-cyclically and fcll during the reeession. According to Galbraith, tbis contrast

in priee bchaviour during recessions was associated with differenees in uuderlying strucrurcs: pro-cyclica1

price movemcnts wcre typicalto markets which approximated pure competition, while couuter-cyclica1

price changes occurred primarily in markets where oligopolies were dominant.

The situation during the 19505 differed from earlier expcrience. Many who repudiated

suggestions that, during the Great Depression, coneentratcd industries lowered their priees by less than

competitive industries, found it more difficultto ignore how CODcentrated industries raised their prices
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in the midst of reeessions (see Chapter 3). Unlike some of his contempor.lries who identilied

oligopolistie inflation os a cost-push phenomenon, Galbra::h insisted that priee movements in botl!

competitive and oligopolistie industries were primarily demand determined. The divergency aro.<e not

from cost differences, but rather from a fundamental dissimilarity in the way firms in caeh industry

rcsponded to demand. For a finn operating under perfeet competition, the risc in demand appeared a'

an inerease in the ongoing market priee. In other words,

The adaptation of priees to the inerease in demand is automatie; in the nature of the
competitive market no individual h3S the power to halt the adaptation. The priee
adaptation proceeds pari passu with the inerC3SC in demand; it is completed paripassu
with the completion of the movement in demand.•.. In sum, in these markets priee
adaptation to ehanging demand is conremporaneous and, henee always complele. ln ail
C3SCS the rate of adaptation is market controlled; none of the aggregate effeet is subjcCl
to the diseretion of the indi\idual firm. (p. 127, empha= added)

Hence, under conditions of pure competition, priees always move pro-cyclically with demand. The

situation W3S different in the C3Se of oligopoly. Here, priees wcrc set by firms and not by the market

and, thus, the risc in demand W3S first revcaled to those firms in the form of inerC3SCd orders or sales.

Consequently,

The priee adaptation must always come 101er and os a rcsult of specifie entrepreneurial
dccision. This adaptation is not automatic os in the competitive market; again in ail but
the most exeeptional C3SCS there will he some lime înlerval. (ibid., emphosis added)

Bosed on his assumption of'delayed rcsponse,' Galbraith drcw Iwo retated conclusions. First, during the

interval in whieh priee W3S adjusted to inerC3Sed demand, the oligopolist did not maximize his

sbort-term profits. Second, hecause the priee adjustment during the expansion W3S 'incomplete' (in other

words, short-tenu profits were not maximized) the oligopolist could and would continue to raise his

priee, even when the inerC3Scs in demand subsided or disappeared:

With inflation, the demand curves of the lirm and industry are moving persistently to
the right. Under thcse circumstanccs there will norrnally he an incomplete adaptation
,~f oligopoly priees. Priees will not he at prolit-maximizing levels in any given situation,
lor the situation is continuously ehanging while the adaptation is by deliherate and

'C1iserete steps. This means that at any given time there will ordinarily he a quantum of
what may he called unliquidilled monopoly gains in the inflationary contex!. The shift
in demand ealIs for a priee inerC3Se for maximization; sinee the adaptation is eurrently
incomplete, priees can at any time he raise<! and prolits thereby enhaneed. (ibid.,
emph3Sis added)

Furtherrnore, Galbraith argued that 'under quite commonplaee conditions the lag in adaptation will he

considerable and tbe unliquidated sbort-ron monopoly gains substantial' (ibid.). This assumption WolS

necessary in order for inflation to spill from the upswing over to the downswing. The averall result in
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the oligopoly scelor was a moderate but continuous inflation throughout the business cycle. Since

oligopoly was the dominant scelor, the phenomenon overshadowcd the different pcrformance of

compctitive industries and appcared aIso as a Macroeconomie anomaly.2

The main argument here is that oligopolies are slow to rcact to changing conditions. According

to Galbraith (pp. 127-8), interdependency bctween oligopolies introduccd caution into priee changes.

AIso, wages often rose with priees but rarely fell with them, 50 Iirms tried to refrain from hasty priee

incrcascs which might cause an irreversible sweIling of costs. F"ma11y, oligopolies wcre attentive to their

publie image and tried to avoid the appearanee of short-term opportunism. Hence, thesc f= tended

to adopl a longer view loward profil maximizalion, by 'smoothing' short-term price oscillalions inlo a

more stcady lrend. The resull, aceording to Galbraith (p. 128), was lhat during expansions, oligopoly

priees would constanlly undershool the priees implicd by short-lerm profil maximization. When an

incrcasc in demand could have aIlowcd lhem to make larger short-term profits by rapidly raising their

prices, oligopolies gracefuUy waived lheir claim over this extra income and, thus, moderaled the rate of

inflation. The oligopolisls' sacrifice was only temporary, howevcr. As long as demand continued to

increase, large firms continued to accumulate unliquidated monopoly gains, but when the trend was

reversed, they carried on with pricc incrcascs and slowly 'liquidated' thase gains. Vicwcd somewhat

differentiy, the proccss of moderating the rate of inflation during expansions was not a Cree service and

the community must pay for il by tolerating rising priees a1s0 in reccssions.

Galbraith's theory for 'pcrverse' innation built on a bosie differenee in the way in whieh

competitive and oligopolistic firms reacted to demand. Yel, in a more fondamental sense, the IWO types

of firms wcre similar sinee they both merely responded to externa1 stimulus. In ehanging their priees,

both types of firms acted as imennediaries, while the ultimate cause for inflation was exogenous. This

pcrception on the passive role of fmus constituted the comerstone ofMany 'transmission studies.' Thesc

studies wcre mainly preoceupied with the effect of market structure on the spccd at whieh exogenous

changes in dcmand or costs were translated into final priees. As wc demonstrale in subSequent sections

2 For subsequent elaborations On this 'Iag thesis,' see Adelman (1961), Seherer (1970, pp. U7-8) and
Ross and Waehter (1973).
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of this chaptcr. the 6transmission mechanisms' specified in many such studics werc rigid in thdr format

and axiomatic in their bases. The seeds of some of these shorteomings wer, already present in

Galbraith's anicle and we examine them now.

rlTSt, Galbraith indicated that oligopolies had discretion o\-cr their actions, but then a.'Sumed

there was a ccnain regularity in excrcising tbis diseretion: during expansions oligopolies aeeumulated

unliquidated monopoly gains which they Iiquidated during recessions. Given a shon-run

profit-maximizing price, the oligopolist would set bis own pricc Iower than this yardstiel< in expansions.

and higher in reeessions. One serious problem with this rationale is the Iael< of any mcaningful estimatcs

for 'profit-maximizing priees' and, hence, for 'maximum profit: Wilhoul these henehmarks, 'potcntial

monopoly gain:;' have no c1ear meaning and, hence, it heeomes rather difficullto show how oligopolies

'hoard' and then 'realize' such gains.

Seeond, the logical basis under1ying the existence of 'unliquidated monopoly gains' is nol c1car.

Galbraith's 'catch-up' thesis seems to rcly on the dual assumption that oligopolies only reaclto ehanges

in demand and that they do so by changing their priees in sleps. Yel, these presumptions are still

insuffieient to explain why, during the expansion, the average rate of inOation in the oligopoly seetor

should he lower than what is neeessary to maximize profits. As Galbraith (p. 127, emphasis added)

acknowledged, 'There is an, obvious, although 1 think outside, possibility that although adaptation i. by

diserete steps, there will be alllicipalory adaptation in eaeh move: Furthermore, the priee steps during

the expansion could he large enough to leave no 'unliquidated' gains for the following rccession. Yel,

Galbraith diseounted these possibilities, arguing that 'anticipatory' priee changes and 'high' priee steps

wcre not very Iikely to happen for a fairly simple reason. In his opinion, oligopolies would prefer to

maintain relatively 'Iow' priees during the expansion in order to eireumvent wage demands and publie

protests. But if this were true, should the oligopoly not keep 'low' priees also in recessions? It is not

clear how large fmns in the steel industry, for instance, could hope to prevent wage demands and publie

eritieism by setting 'excessive' priccs during a s1ump and blaming the extra profits on sacrifiees they

made in an earlier expansion. Galbraith also argued that oligopolies, because of intricaeies in their

interdependenee, developed eertain inhibitions toward a fast response, butthis seems to imply a lack of
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discrelion! In lhis eonlex!, lhe oligopolist appcars as a slow giant whose size and power constitute a

fetter ralher than advantage.

Thesc criticisms lcad back to the methodological dilemma raised in the preeeding chapler. The

'regularily' assumptions made by Galbraith are nol necessarily wrong, but if they are correct, they

indicate that large oligopolies do not have much more diserelion and aulonomy than their

purcly-compctilive eounlerparts. Discretion and autonomy Mean more than just an ability to nol

maximize profits. They irnply a freedom to aller one's course of action. If we insist that oligopolistie

firms always smoolh priees in one partieular way, wc cannot, at the same lime, maintain thal thesc fmns

exercise diseretion. It should be emphasized that Galbraith (p. 127) stoppcd short of specifying any

precise smoothing 'mechanism' for priees and indicated only that, a1thougb the oligopolist's response

pattern is 'subjeel to alleralion by individual entrepreneurial decision •.. the regularities are more than

sufficienl for the solution orthe present problem.' Unfortunately, these generalities merely blur the basic

melhodologica! contradiction arising when the eeonomist, in the name of entrepreneurial diseretion,

first emancipales firms from the reign of profit maximization and, then, enslaves them ta bis OWD dictum

of how lhey should aet. The significanee of this contradiction is stressed in subsequent sections.

42 The 'Normal·Priee Hypothesis': ln Search for Standard Cost

With renewed eoneem over priee behaviour sinee the 195050 economists exerciscd grcat latitude

in spccifying their own pricing procedures for firms and the number of different models grew rapidly.

The hest ehoiee among competing hypotheses, so it was hoped, would emerge through rigorous

econometrie tesling, bUl this has failed la happen. ACter more than a decade of econometrie research

into pricc behaviour, Nordhaus (19723, p. 34) admitted in a diseonccrted lone that '[u)nfortunalely, il

is nol c1ear thallhe sludies have been froitful.' Disagreemenl over the 'proper' model intensified througb

the 19705 and 1980s. According ta Earl (1973, p. 7), the Jack of meaningful progress in the econometries

of priee formation was hardly surprising, for most models had no 'c1ear theoretical basis.' Moreover,

beeause of spatial and lemporal inslability, the anal~ of priee behaviour had 'no solid econometrie

foundation' (1975, p. 83). Most researchers chose 10 ignore the possible non-slationarity of underlying
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processes and continued to assume that firms exerciscd 'inflexible discretion' in their pricing. Many

studies imposed rigid 'pricing roIes' on entire industries. settors and cven the cconomy as a wholc, and

these ruIes were assumcd to be valid for time periods of arbitrary length. When the econometric results

wcre disappointing, the economist commonly amended or replaeed the old specifications, and the

process of estimation began anew.

One major approach in this empirica1literature has been to consider pricing as a 'normalizing'

process. The terminology is quite natura! in this context. Since one assumes that firms merely respond

to externa1 circumstanees and that they are unable to take initiative and deviate from their 'standard'

pricing practices, it seems only logical to label their procedure as 'normal' pricing. The 'normal-priee

hypothesis' has several variants. In this section wc examine an important series of studies conducted by

Nordhaus and Godley (1972), Coutts, Godley and Nordhaus (1978) and Coutts, Godley and

Moreno-Brid (1987), ail focused on the manufacturing sector in the United Kingdom,3 We consider

these studies in chronological sequence and illustrate how, over a 15-ycar period, this group of

economists has dramatically altered its definitions for 'normal pricing.' The changes have blurred the

very meaning of 'normal pricing' and greatly reduced the scientifie stature of attendant statistical tests.

Unlike Galbraith (1957), Nordhaus and Godley (1972) argued that priees responded only to

long-rua, 'normal' changes in direct cost and where insensitive to short-run, 'temporary' fluctuations in

either cost or demand. Aiso unlike Galbraith, the twO authors specified the pricing process in precise

terms. They began by stipulating that 'output priee is set by taking a constant pereentage oVer average

normal historical eurrent cost' (p, 854). The 'normal value of a variable,' they wrote, "''as 'the value that

variable would take, other things equal, if output wcre on its trend path' (ibid.). The test for this

hypothesis involved 3 basic steps: (1) normalizing direct unit cost by removing its cyclica1 components;

(2) estimating the lag profile between costs and priees under the assumption that firms uscd

historica1-cost accounting for their pricing; and (3) predicting the priee by fll'st imposing on each item

of normal cost its corresponding lag profile, and then adding the results using the weights of each cost

3 For earlier works on the 'normal-priee hypothesis,' sec Godley (1959), Neild (1963) and Schultz
and Tryon (1965). A later study by Gordon (1975) applied the hypothesis for priees in the United States.
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item in sorne particuIar bao;c ycar. Wc explore cath of these stcps in tu.-n.

The first stage of analysis consisted of deriving the ~ormal, or standard values for direct cost.

Nordhaus and Godley argued that only labour cast should be normalized. Non-labour cast (for

materia1s, fuel, servioes and indirect manufacturing taxes), they explained, had no normal trend and,

hence, did not required any special transformation. The defmition for unit labour cast involved 4

variables: average weekly hours, hourly wage rates, employment and total output. The value for each of

these variables was assumed to be the sum of a normal, long-term component and a temporary, cyclical

clement. In ordcr to remove cyclical clements from each actual series, Nordhaus and Godley followed

a standard two-stage procedure. First, they regressed the variable against a collection of 'trend' and

'cyclical' carriers. Then, by using the estimated coefficients and values for only the trend carriers, they

'predicted'the normal series for the variable of interest. Wc examine the details of this procedure below.

'. The variable for average weekly hours (H') was specified as a fonction of a constant, standard

weekly hours determined by la~v or national negotiations (HS), the rate of capacity utilization (CU)4

and a time trend (1), sllchthat

whcrc u was an error term and {a i} wcre unknown coefficicnts to be estimated. Assuming that a 2

represcntcd the cyclical impact of capacity utilization, the definition for normal weekly hours (He) was

given by Equation (2):

(2) HC .. ao + a, HS + a3 1 , .

where {ai} were the estimated coefficients for {ai}' Next, the naturallogarithm for averag'" weekly

earning (AJIŒ) was expressed as a fonction of a constant, time (1), the basic official hourly wage rate

4 Capacity utilization was dcfined as the ratio of actual output (X) to 'normal' output (XN). 'Normal'
output was obtaincd by first rcgressing the naturallogarithm of output on a lime trend and then using
thc estimatcd coefficient to predict the trcnd in output. See Nordhaus and Godley (1972, p. 875).
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(BHR), slandard hours (HS) and the relatr.-c deviation of actu:ù from standard hours [(H - HS) / HS].

reflecting the impact of ovenime hours:

(3) ln A WE = fJ 0 + fJ, t + fJ 2 ln BHR + fJ 3 ln HS + fJ 4 (H - HS) / HS + u ,

where u was an error l=s and {BI} wcre unknown coefficients 10 be estimaled. Using coefficienl

estimales from Ibis equatioo, the normal average ,,-celdy eaming (AWEN) was defmed implicil1y in the

following equalily:

(4) lnAWEN"" bo + b, t + b2 ln BHR + b3 ln HS + b.. (HC- HS) / HS,

wbere cuslomary hours (He) replaœd actu:ù hours (H) and {bil were the estimaled coefficients for

{B il· ln the following slep, Nordhaus and Godley distinguished between operalive employmenl, (Lop)

and employmenl for adminislrative, technical and clerical workers (Late). They specilied one regression

for each type:

(5) ln Lop = 10 + 1, ln X + 12 ln HC + 13 t + 1 4 t' + u

and

whereXwas outpul,HCwas cuslomaryweekly hours,t was lime, u was an error lerm and hil and {Sil

wcre unknown coefficients to be estimaled. The eorresponding implicil defmitions for the

normal-employment variables wcre given by equations (1) and (8):

• (8)
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where normal output (XNJ WOlS substitutcd for aetual output (X), {ci} and {di} were the estimated

coefficients for 11 i} and {6 i}, respectively. Finally, normal unit labour cost for operative labour

(ULCNop) and for administrative, technical and clerical workers (ULCNato) were dermcd by identities

(9) and (10), respeetively:

(9) ULCNop =(AWEN· LopNJ / XN

(10) ULCN.,O=(S· LatoNJ / XN ,

where S denoted salaries per hcad.

Nole that this process ofconstrueting normal variables for direct unit cost was wholly axiomatie

and had little to do with whatjirms might have eonsidered to be 'normal.' FI1'Sl, the dermitions depended

solely on the perception of Nordhaus and Godley, who alone specified tbe 1ist of carriers, classified tbem

as reneeting either trend or eyclical innuenccs and provided tbe funetional forms for tbe different

equations. Cboosing tbe time period prcscnled a second problem. Nordbaus and Godley estimated tbe

trend in direel unil labour eost on tbe basis of aelual data for the period belWeen 1953 and 1969.

Unfortunately, tbis estimated trend eould not bave been very useful for pricing decisions made in that

period. For instance, bow could firms in 1953 (tbe first year in tbe sample) determïne their normal priee

on the basis of a fumre trend? Clearly, during tbe early years of tbe sample, businessmen bad no way

of knowing wbat tbe subsequent trend would be, and that would bave been true even ü tbey bappened

to meet Nordbaus and Godley at the time! Furtbermore, Ü CUITent pricing could be based on future

developments, wby should firms in 1969 (the last year in the sample) be satisfied witb data for the

1953-1969 period and nol wait unlil tbey have a more 'complete' data set extending until the year 2000,

for example? Also, why should companies operating in the 19505 and 19605 insist not to rely on data for

years prior to 1953? And ü they used cariier data, bow far back did they go? By choosing 1953 as a

starting point for the trend, Nordhaus and Godley imposed tbeir own hias with very \ittle explanation

for wby this should have been preferred over allernative dates such as 1920 or 1880, for instance. Fmally,
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the authors did not explain ho\\' a single pricing procedure could lx: adequate for every Iirm in the

British manufaeturing sector. They a1so failcd ta clarify why the relative sac of Iirms or the industrial

structure in which they opcrated were extraneous for pricing.

The derivation of normal variables was a1s0 plagued by technical problems. Following their

specilication and estimation for these variables, Nordhaus and Godley (p. 861) concluded that

We cao lx: conlident that ail reversible cyclical effeclS have lx:en purged from these
series; the only variables entering normal cost are basic wcekly ratcs, standard hours.
salaries pcr head and time.

This conlidence was unwarranted for several reasons. Frrst, the regressions spccilied by equations (1).

(3), (5) and (6) were not the ones estimated with the actual data! ln practicc, the authors fell free to

amen:! their original specilications. Equations (1) was estimated twice, for men and Women. In the

equation for womcn, 2 lagged terms for capacity utilization were added 'on grounds of plausibility' (p.

857); Equation (3) was specilied in levels, but then estimated in Iirst differences (p. 858); Equalion (5)

contained one variable for output and one variable for customaty hours, but the estimated equation

included 5 additionallagged variables for output and 3 additionallagged variables for eustomary hours

(p. 860); finally, Equation (6) had one variable for output, while the estimated version had 7 additional

lagged variables for output (p. 860). These transformations were the outcome of extensive econometric

experimentation and the authors' 'preferred equations' were ehosen on the basis of unclear econometrie

criteria. Most importantly, bath the transformations and the final selections had no apparent relation

ta actua/ pricing processes in the British manufacturing sector.

Second, even if wc ncglected the proccss of 'data mining,' the empirical results still left much

ta he desired. The goal of purging ail cyclical components from the time series was not rcally achi~'Ved.

By using the standard least-squares method of estimation, Nordhaus and Godley assumed thatthe mean

value for the error terrn in eaeh regression was zero and, hence, that the impact of this term was

enürely cyclical. The assumption was obviously arbitrary but ilS potential effect on the estimation of

trend could have been ignored, provided the average size of the error was sufficicntly small. One way

to evaluate this decomposition into trend and cyclical components, is ta examine the coefficient of

multiple correlation reported for cach equation (Nordhaus and Godley reported valucs for ~', the
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coefficient adjusled for degrees of freedom). Note tbat, while Ibis coefficient should not bc uscd as a

criterion in tbe testing bypotbcscs, in tbis case, wbere the aim was to 'decompose' the series inlo trend

and cyclical eomponents, it migbt bc quite uscful. The figures indicated that only one regression (for

eustomary bours) 'explained' over 95 percent of the total sum of squared deviations in the dependent

variable (adjusled for degrees of freedom). In the otber regressions, the value for R' varied bclWeen

0.79 and 0.10. For tbese lauer regression we cannot share the confidence of Nordhaus and Godley in

baving 'purged' ail cyclical variations. It is possible !bat alternative specifications with greater

'explanatory power' would bave generated different estimates for the coefficients ane! altered the

prcdicted trend.

Tbird, tbe decision to interpret actual non-labour items in prime cost as equivalcnt to their

'normal' values was juslilied by noting that, bclWeen 1954 and 1968, the volume of materials and services

uscd per unit of output remained approximatc1y constant, Unfortunatc1y, the authors did not provide

data to support tbis observation 50 it is hard to evaluate its plausibility.5

In tbe follo..ing stage of tbe analysis, Nordbaus and Godley auempted to estimate tbe lag

bclWeen the ineurring of eost and tbe seuing of priee. FU'St, they assumed that markup priees were

based on i1istorical normal eost. In tbeir opinion, this was a 'natural' assumption to make, partly on the

basis of 'lhe widcspread praetiee of evaluating stocks at cost on a FIFO basis' and, mostly, bccausc that

assumption 'has the partieular advantage of enabling us to produee, by direct reference to facts,

quantitative estimates of tbe lag structure which can then bc imposed on the constructed cost series

without any filling procedure' (p. 862). Inadopting the said assumption, ihe question of whether rcal

firms indeed followed tbis praetiee was not even considered. Second, tbey assumed that costs of some

materials entered the priee in bulk at the bcginning of the production process, while eosts of other

materials as weil as fuel, bought-in services, indirect taxes and labour, entered progressively and eveoly

througbout the process. Gross profits wcre aJso assumed to enter progressively into the fmal price. On

~,

~--
5 In their subsequent study, Coutls, Godley and Nordhaus (1978) chose to alter their explanation

for this decision. There they argued that a 'firm has no means of telling what is and what is not normal
about changes in its raw materials. Altbough their costs arc vaguely cyclical, they are no! reversible; they
do not automatically fall as the jiml S capacity utilization falls, nor are they in any way under the fll1Il's
control' (p. 34).
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the basis of these two assumptions. they demonstrated ho... the period of production (El) could he

expressed as a function of total stocks (5). quanerly sales (X). the share of material< in sales (Q) ao<l

the share of material cost entering in bull< at the heginning of the prnces.< !P). sucb tbat

(11) e = 2S /X(l +QP).

Values for S,X andQ could he obtained directly from Census data. The value forp, on the other hand,

was unknown to Nordhaus and Godiey and they assumed it was equal to 2/3rds. They forthcr presumed

!hat, "ithin cacb category of cost, priees for all inputs moved together. With these arbitrary assumptions

they derivcd estimates for the pcriod of production in cach main industry group and, aCter accounling

for intcr-industrj flows, computed the distn1>uted-lag structure of priee hehind cost. Finally, by imposing

tbis lag structure on normal unit costs, the authors derivcd 'hisrorieal normal unit cos!" Cor the sample

period.

The last phase of analysis consisted of predicting the normal price (PN.) by using the Collowing

formula:

(12) PN. = (1963 mark-up)' (Historical Normal Unit Cost). '

where the '1963 mark-up'cwas computed as the 'ratio of total value of output in 1963 to total historieal

normal current cost in 1963.' The particular cboiee of 1963 as the benchmark year was not explained,

perhaps because the authors felt it should not malter: 'The profits counterpan oC the normal price

hypothesis,' Nordhaus and Godley (p. 866) wrote, 'is that normal gross profits (that is profits at normal

output, employment, ete.) should be a constant fraction oC total value of sales.' 'If lhis theory of profit

is preeisely correct,' they added, 'the r.; [io of predicted pricc to actual priee would rcmain constant.'

With this in mind, the empirical results emerging from their detailed study seemed to havc rejcetcd the

normal-priee hypothesis. The data indicated not only that themarkup of pricc ovcr normal cost varied

eyclically, but that it also experienccd a long-term decline. ACter cxamining the aclual and predicled
.,.....

series for both the pricc level and its rate ofèliû:!gc(Figure 4, p. 867 and Figure 5, p. 868), Nordhaus
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• and Godley eoncluded that 'The most striking fact is that the mark-up of priee over normal cost has

fallen ovcr the period especially sinee 1%1' (p. 866, emphasis added). ln other words, it appcared that

the normal-priee hypothesis was not even approximmely correct!

The authors (p. 869) aeknowledged they were unable to explain the seeular decline in profit

margins and, givcn this admission, one would have expected !hat the normal-priee hypothesis would be

rejected or at lcast modifiee!. This did not happen, however, and Nordhaus and Godiey proceeded to

test the eITeet of demand on aetuaJ priees, presuming that the normal-priee hypothesis was in fact

correct! They estimated 100 diITerent regressions where the actuaJ priee was regressed against a constant,

the normal priee and a demand variable.6 Their eategorical conclusion was that the average effeet of

demand on priees over the husiness cycle was 'uneertain but small' and probably did not exeeed 0.1

pereent of the priee. The evidenee in support of tbis conclusion were not very solid, however. C~nsider,

for examplc, the authors' 'preferred test' for the impact of demand ..sb:-;en in Equation (13):

• (13) ln Pt = 0.001399 + 0.6248 ln PNt + 0.000238 ln (X / XN)t '

•

where Pt was the aetual priee, PNt was the normal priee,X was output and XN was normal output. Sînee

the test was conditional on aeeepting the normal-priee hypothesis, the weakness of that hypothesis was

manifest here too. Nordhaus and Godley were disturbed by the positive intereept whieh suggested that

the actual rate of inflation was, to sorne extent, indepcndent of the 'normal' rate of inflation. They were

even more troubled by noting that the coefficient associated with the normal-priee variable was

signifieantly lower than unity:

The coefficient of predieted priee is somewhat a puzzle. Our tentative hypothesis is that
it is redueed below its assumed eOtTeet value of unity (a) beeause of incorrect lag
estimates whieh mean, in eITect, that [PN) is rneasured with error and (h) beeause of
special factors in the second half of the period - in partieular incornes policy,
nationalization of steel, and devaluation - whieh threw priee from ils normal relation.
(emphases addcd)

6 The specifications combincd 10 alternative variables for demand together with 10 functional forms,
whcre the variables werc cxpressed in Icvels, first differenees, Iinear and logarithmic forms and the
equ3tions were writlen with or without 3 first-order adjustrnent of priees.
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The explanatiocs pro\ïded in this quotation are interesting. Fust, the notion of h3\ins of 'incorrect'

estimates for the lag strueture is unclear. The orny correct lag structure was the one employcd byaetud

lirms in the British manufaeturing sector, but this was never explored by Nordhaus and GodIey. Their

notion of 'corrcetness' secmed to indicate consisteney v.ïth the data rathcr than relC\":mee to aetual

pricing proced~es. The problcm is tha[, with suffieent experimentation. wc can a/wa)'s disco"er some

lag structure whicb ",il! be consistent with the normal-priee hypothesïs. Indecd. that was one way in

whicb the researcbers Iater attempted to fit their hypothesis to the data. But as Godley was later to

recant (see below), the arbitrary way in whicb normal COS! was defmed. stripped the adjecti\'C 'normal'

from any clear meaning. The second explanation is even more intriguing. If exogenous forces can

operate to 'thsow' prioc from its normal relation with COS! for a substantiai period of time. what is the

meaning of 'normal' in this context? Cau wc insist on the assumption of a f=d markup when the ratio

of pricc to normal COS! keeps changing? How could wc talk about an 'assumed correct pricc' here?

Nordhaus and Godley do not address these questions. but this is hardly surprising. Sincc the framework

for normal pricing rests on the assumption of a fixed markup, sncb framework cannot be very useCul in

explaining why the markup cbanges.

The normal-pricc hypothesis for inflation is essentiaUy a tcchnical relatiocship betwcen pricc

and cost. Since the focus is on rates of cbange rathcr than le"els. we cau conveniently ignore the size

of the markup and assume it does not change. The practice seems aceeptable because our ultimate aim

is not to discover how fmns actually set their priees. but simply to predict the observed rate of inflation.

The issue is not merely tecbnicaI. however. A fixed markup means that wc cau exp1ain inflation without

explaining the markup itself and. thus, avoid the issue of distnoution. It is henee hardly surprising th3t

when the markup does cbange, advocates of the normal-priee hypothesis oCten label sucb a change as

'temporary: 'autonomous' or 'exogenous: Wheo cbanges persis[, the tendeoey is not to rejcet the

normal-priee hypothesis but rather to redefinc normality, Indeed. when their axiomatic: model failed to

producc suffieently ae:e:urate predictions for aetual priee 'developments, Nordhaus and Godley sought

to retain their geueral approacb but alter its partic:ular specifications.

-110 -



•

•

•

ln Iheir subscquently Slud)", CoulIS, Godley and Nordhaus (1978) introduced IWo central

amendments inlo Iheir basic procedure. Firsl, they expanded their sample by breaking the non-food

manufaeturing sector inlo 7 broad induslry groups 10 be exarnined separalely. Second, they declared thal

the assumption of historica!-cost pricing used in the 1972 study was an extreme one. Instead of imposing

the Iag strueture, Ihey now proposed 10 'test' il, by contrasting historica!-cost pricing with alternative

specifications for replacement-COs! and average-cost methods.7 The first amendment had the general

effeet of shortening the lime lag of price behind COs! because it eliminated the effeet of inter-seetoral

flows. The second change increased the flexibility of the authors in choosïng the 'appropriate' Iag prome.

Unfortunately, these modificalions failed 10 generale major improvements in the 'goodness-of-fit' of the

normal-priee hypolhesis and did nol climinate the 'autonomous' drift in the markup.

The failure was indicaled in Table 3.3 (p. 48), where the authors presenled the estimated results

for the following regression:

where Li. denoles first differenee, Pt was the aetual priee, PNt was the predieted 'normal' priee, Ut was

an error lerm and {a i} were unknown coefficients to be estimaled. For eacb of the 7 industries, the

authors estimated 3 equations where PNt was construeted on the basis of either replacement cost,

average cost Or historical cost. For 4 of the industries, the regressions covered the period of 1957 to

1973, while for the remaining 3 induslries, the data extended between 1963 and 1973. CoutlS, Godley

and Nordhaus (p. 48) felt that 'If wc apply the test of goodness of fit and the closeness ofa 1 to unity,

the average-cost specification is very clearly superior to eitbcr of the other IWo.' This was ooly a relative

assessment, however. The 'absolule' performance of the amended .model, based on disaggregated

7 Under historica!-COs! pricing, a change in the priee of an input affects only those units of input
purcbased after the change has oecurred. Costs will be transmined to the priee only when the affeeted
inputs emerge as part of the finished produet at the end of the production process. Under replacement
COs! pricing, a change in the price of an input affects units of that input tbrougbout the production
proeess and is, henee, uansmiued immediately to the fmal price. The method of average-cost pricing
is a hybrid of the previous IWO. The percent increase in the produet price is eomputed by taking the ratio
between the replacement value of aIl 'work-in-progress' before and after the change. For instance, if the
replacement cost of work-in-progress is valued at $200,000 before the COs! increase and $300,000 after,
the risc in uni, cost is said to have been 50 percent.
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industries and 'normal average cost,' was still disappointing. The 'goodness-of-fit" which they rncasured

by the ,'aiue of~: was not '"Cry imprcssive (the a'"Crage for the 7 industries was 0.59) and the ostimated

values for 0: 1 were genera11y significantly lowcr!han unity. Yet the authors wcre in the opinion that

the low estirnated values for 0: 1 wcre 'not a maUer for serious concem' (p. 49). The disacpancy, they

contcnded, could he casily cxplaincd by the presence of mcasurcmcnt errors, mis-specifications of the

1ag structure and, Most importantly, by 'missing variables:

Hence, they devoted the remainder of their monograph to examine how demand, the shifting

of corporate taxes, govcmment priees policies, competing imports or world dcmand might affect the

markup. It should he ernphasized, that ail of these tests for the impact of 'rnissing variablcs' wcre

eonstrueted on the assumption that the normal-price hypothesis (this lime in ilS 'average- cost' version)

was correct. Unfortunately, the inclusion of additional variables still did not seern to irnprove the

'goodness-of-fir or provide a eonvincing cxplanation for the long-term decline in the rnarkup. After a

lengthy examination, Couus, Godley and Nordhaus (p. 72) concluded that 'The effeet of short-run

changes in demand through the period of a lypical business cycle as a separate influence on priee, if it

exÎSts at an. is almost certainly no greater than 0.5 per cent from trough to peak: The rcsullS conceming

tax shifting were at best unclear: 'The most emphatie conclusion to he drawn,' they wrote, 'is that

exlremely liule tax shifting oeeurs in the short teon, defined as a (mean) lag of one year or 1<:.""; as for

the long term, 'the data cannot resolve the question how much tax shifting occurs and over what period

of time' (p. 96). They also concluded (p. 124) that although direct price eontrols have had sorne

restTaining effect on the markup (and, hence, inflation), their impact was only temporary and sporadic.

F'ma11y, they found conclusive evidence that, for the period cxamined, 'world demand has had no effeet

on priees relative to eoslS' and that 'the hehaviour of competing import priees has had no signilicant

effeet on the price of domestically produccd manufacturers' (p. 135).

The initial inability to cxplain much of the short or long-term changes in the markup, and the

apparent insensitivity of the markup to a host of extemal stimuli wcre disturbing to Coutts, Godley and

Nordhaus. Yet, since the normal-price hypothesis was presentcd as a technical cxplanation for priees and

was independent of underlying social and powcr structures, the 'markup mystery' must also he reasoncd
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as a lcchnical phenomenon. For Ihal purposc, !he au!hors returncd 10 !he field of corporate

anlhropology. Business firms, Ihey argucd, could bc charactcrizcd in referenee 10 3 'idcal types':

[W)e shall cali a fmn 'ncoclassical' if ils objCclive is !he maximization of ils net worth;
'managerial' if ils objective is broader, including objectives Iike safely, growlb, or size;
and 'bchavioura1' if il bas an ineonsistenl set of objectives, or pcrhaps no well defined
objecliw:s tl1 all. (p. 96, emphases added)

Givcn Ihis laxonomy, Coulis, Godley and Nordhaus felt !heir own resulls for British manufacturîng were

consistenl wilh Ihe 'bchavioura1' modcl:

In particuJar, fll'IIlS appear 10 have very limitcd and specifie ruIes aboul!heir proccsses
of short-mu priee bchaviour, ruIes bascd csscntiallyon !heir average normal COS! of
production. The ruIes do nol appear to bc complcx in !hat !hey do not respond
automatically and in a significant way to !he state of demand, ••• to !he priee of
competilive imports, or to COrporate taxation. (p. 96)

The a priori presumplion of flXCd markups clearly pushed Coulis, Godley and Nordhaus inlo a

melhodological corner. Given Ihal firms could not dccide on changing !heir own markups, !he only

remaining explanation was lhal Ihey simply failed 10 reaet. The problem was !hat such rationale was

inconsistent wilh the very Ibrust of normal pricing. The JaUer was a !heory of how firms responded to

extemal changes bUllhe 'bchavioural' fmn was defined here as a fmn whicb, to a considerable extenl,

lai/cd 10 respond! CouUs, Godley and Nordhaus were not delerred by Ibis apparent inconsistency,

however. Inslead, Ihey chose 10 explain how Ihe 'rcsponse instinct' somehow generated inaction.

The 'bchavioural' corporalion, !hey suggested, operated under !he stresses and challenges of a

heetie business environmenl. In order to eope wilh these complcx demands, !he corporation employed

a computer program (or bchaved 'as ir it used one) which told ils offieers what to do. The prograrn

eontained variables whieh changed frequently (Iike wage rates and capacily utilization) but cxcluded

variables which did not change very oflen (hlte govemm:nt anti·trust policies or corporate tax ruIes).

Dcspite the power of modem compulers, !he authors (p. 98) mainlaincd !hat 'the lypieal compuler

rouline for pricing is very simple and not responsive in an optimizing way to fairly frequent

environmenlal shocks.' Furthermore, 'The rcsponse of !he firms will bc different for !hase variables

which are included in Ihe compuler prograrns from !hase !hat are not, and indecd !he observed rcsponse

may change over time as eertain decisions move inlo and OUI of !he computer prograrns.' For cxample,

Ihe long lag of tax shifling (8 10 10 yeats, in !heir opinion) could not he explaincd by 'corporale

drowsincss' hecause firms were very rcsponsive to changes in o!her variable such as wage raIes. Instead,
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The best explanation for this diserepancy is that flJ1DS simply are not 'programmed' in
a consistent way to rcaet to changes in company taxation, and that it is not until they
are woken up by some other events - sucb as inabiliry to finanee investment or pay out
dividends, or low rates of retum - that they rcaet in their prieing and investment policy
so as to raise their net profit margin. (pp. 98-9)

Note that this fantastic computer fairy-tale did not nccessarily Mean that flJ1DS rcsortcd to 'sub-optirnal"

behaviour. Ifwc wcre to remove their 'behavioural disguise' wc might have found what CoutlS, Godley

and Nordhaus called 'superoptimizeIS,' firms whicb in faet

calculate what to include in their programs and what should be cxcluded, taking into
account the eosts of decision making and the uncertainties of their environment, but
once these prograrns are 'written' flJ1DS May behave in apparenl/y non-optirnizing ways.
(p. 99, emphasis added)

Given its ad hoc nature, the concept of 'programmed inaction' by'behavioural" firms was adopted only

as a temporary rationale for unexplained variations in the markup. It was abandoned during the 198Os,

after CoutlS, Godley and Moreno-Brid (1987) were able to redefine their normal-priee hypothesis in a

more sueeessfui way.

The relative tranquilliry of the 1950s and 1960s was followed by the turbulent period of the

19705 and 19SOs, and the authors (p. 3) felt it was time to use 'new concepts of costs and profits' in

order to bring their earlier studies 'up to date: First, they were no longer sure about what cxaetly

constituted the trend. They observed that, while until the Mid 19705, output, employment and hours had

ail Ouetuated closely around 'weil established long term trends,' this were no longer truc in the

subsequent period. From the Mid 1970s onward, the relation between output and produetivity was no

longer 'consistent' with earlier experienee. Since firms were assumed to view 'trends' as being in sorne

sense 'normal,' the question now arose of'what for the purpnse of making their priee deeision, can firms

have regarded as normal during the period since 1974?' (p. 5). Coutts, Godley and Moreno-Brid

admitted that 'unfortunately there can be no clear answer to this question, beeause the deviations from

earlier trends have been so large and prolonged' (ibid.). Consequently, there was a\so no point in hiding

behind econometrie estimation for trends, and the authors simply rcsorted to an 'as-ir assomption. In

particular, they stipulated that 'firms considered as normal the eosts whicb would bave obtained had

produetivity moved smootbly between 1974 and 1985' (ibid.). Since the arbitrary basis of normal cost was

DOW an open secret, there was no reason to refrain from making furtber arbitrary, yet higbly convenient

improvements in the mode\.
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The second amendment coneerned the propcr lime lag of priee bchind cost. After moving from

historical cost in Godley and Nordhaus (1972), to average cost in CoutlS, Godley and Nordhaus (1978),

the present authors took the next logica1 step and adopted 'replaeement cost' as the adequate basis for

pricing. The justifications for earlier choiccs were now convenient1y disposed of:

[W]e can now see no good reason to suppose that the markup will bc on bistorica1
costs. The whole notion of markup-pricing does, after ail, imply a high degree of priee
administration. Business firms should bc in an excellent position to measure, and often
accurately to forecasl, the movement of most of their own costs. Does it really make
sense to suppose that any systematie lag arises bccause of inertia? Why should there
bc any lag at ail? Should wc not rather cxpeet that changes in priee sometimes precede
changes in costs? (p. 6)

Unfortunately, this seemingly plausible explication also serves to undermine the normal-priee hypothesis:

If we assume that firms can aeeurately predict future developments, that they have a high degree of

administrative power and that they can raise priccs bcfore cost inereases, why should we assume that

thcse firms have to follow 'normal' eost and maintain a flXed markup? The authors did not address these

questions. Instead, they moved ahead with additional 'imporovements' to their normal-priee hypothesis.

The third amendment was in the definition of eosts and profits. While earlier the authors

insisted that priees were marked over direct cost only, now they proposed that the markup was set over

total costs whieh included -- in addition to direct costs - also depreciation, inventory valuation and

interest charges. The relation between priee and costs was expressed by the following equation:

(15) P = (1 + k)· (1 + U r) C,

where P was unit priee, k was the markup, u was the inventory/ output ratio, r was the real rate of

interest and C was total normal eost pcr unit of output. To test tbis hypothesis, the authors used the

following semi-Iogarithmie equation [assuming that ur was approximately equalto ln (1 + ur)):
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where {a i} were unknown coefficients to be estimated and u was an error term. For the period between

1967 and 1985, the least-squares estimate fora 1 was 0.97 and Coutts, Godley and Moreno-Brid fclt this

number was sufliciently close to what the normal-priee hypothesis suggested. They al", tested and found

that, despite its violent fluctuations, demand had no effect on the relationship between priee and normal

cost.

This seemed to have fmally provided the long-sought vindication for the normal-priee

hypothesis, yet, to their dismay, the authors discovered that a parallel mode~ containing a variable for

actual instead of normal unit cost, produeed a better fit with the data! Furthermore, with actual cost,.

as a carrier, demand ehanges seemed to have had a positive and statistically significant effect on unit

priee. The discovery again reshufl1ed the anthropological cards:

Some people may prcfer to interpret this result to mcan that firms set priees on actual
costs ..• and add a flexible mark-up whieh adjusts with the state of demand. But on
any interpretation our results say that demand bas a very small influence on priee
compared with that of costs. The limitation of our methodology is that although OUr
tests of normal cost pricing imply that demand effects are no larger that the impact of
the cycle on unit costs, it cannot at the aggregate level establish whether Our
interpretation of how firms set priees is correct. (p. 26)

Frustrated with their results, Coutts, Godley and Moreno-Brid pondered on the prospeets of ever

'proving' the normal-priee hypothesis. ACter 15 years of rcseareh, they discovered that real firms might

not share the researehers' own perspeetive of 'normality' and concluded it was quite unhelpful to

presume they did:

Our suggestion as to how entity profit should be defined and measured stands
independently of any empirieal results. On the other hand we find ourselves unable to
draw conclusions as strong as WC would wish about how priees are determined,
probably beeause we have not been able to define and produee estimates of 'normal'
costs which we ean be conlident were the costs which manufacturers firms thernselves
took to be normal. ... Il looks very much as though by dint of data mining we could
fmd some estimate or other of normal cost which would follow fairly c10sely the
movement of actual costs and whieh, as a result, would at onee perform satisfactorily
in a regression competition with actual costs and also be smooth enough to avoid any
effects coming from demand. But the results of such exeavation would not really add
anything to knowledge. (p. 31, emphases added)

It seems that statistieai tests for 'normal pricing' involve a joint hypothesis about busine,;,i ~

behaviour and priee behaviour. First, these tests suggest that, on the aggregate, the coneeptions of

manufaeturing lirms about what constitutes 'normal' cast correspond to delinitions supplied by the
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rescarcher. Second, they state that, on the aggregate, manufacturing priees are set at a flXCd percent

markup above 'normal' cost. Clearly, the second part of the hypothesis is meaningful only if the f11"st part

is correct but, since this cannot be demonstrated by conventional statistical tests, the entire hypothesis

becomes impossible to prove. The methodological difficu1ties explored in this section have failed to deter

Most structural theorists, however. Indeed, over the years, the normal-price hypothesis bas been

integrated into a broader framework where it was Iinked with the underlying structure of individual

industries. Wc examine one such study in the following section.

43 'Priee Smoothing' and IndustriaJ Structure

Many researchers fclt that the aggregate treatment of manufacturing priees lcft much to be

desired. While MOst manufaeturing firms operated under conditions of 'imperfect competition,' the

extent of 'imperfections' varied wide1y across industries. Il was thus important to go beyond the

aggregate view and examine whether interindustry variations in the degree of competition had a

systematic eITect on price dynamics. In the voluminous empiricalliterature on the issue, researchers have

usually followed the footsteps of Means' original 'concentration thesis' and used some mcasure of

sellers' concentration as an index for 'competitiveness.' (Other proxies for competition have also been

used but only to a lesser CXlent.) Based on their empirical results, the majority of scholars tended to

conclude that concentration reduced the 'responsiveness' of priees to both demand and cost.8 Dalton

and Qualls (1979, p. 26) summarized the prevalent view on the demand issue in following words:

ln the short ron, firms in highly coneentrated industries tend to lag behind ftrms in less
concentrated industries in adjusting priees to changes in market demand conditions.
Having "lagged" behind, priees in concentrated industries May be adjusted later, even
thought the initial demand movements May have been halted.

~

Similarly, Scherer (1980, p. 356) concluded that, with respect to cos!,

t!lere is reason to believe that, at lcast since 1960, [the] price change s1uggishness May
have come from a tendency for concentrated industries to pass on, in the year they
occurred, a smaller fraction of cost increases, and especiaUy Iabor COS! increases, !han
atomistically structured industries. Although the evidence is not as weil developed as

8 Some of the important studies on the link belWeen concentration and price responsiveness include
Aaronovich and Sawyer (1981), Barrett, Gerardi and Hart (1973), Cagan (1975), Dalton (1973),
Depodwin and Selden (1963), DeSilva (1971), Dixon (1983), Domberger (1979), Earl (1973), Eckstein
and Fromm (1968), Eckstein and Wyss (1972), Laden (1972), Lustgarten (1975), Ripley and Segal (1973),
Sellekaerts and Lesage (1973), Weiss (1966; 1971), Weston and Lustgarten (1974) and W"l1der, Wl1liams
and Singh (1977).
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it might be, tbis does not necessarily mean th:lt sueh COS[ inereascs arc not t!\'Oltual/y
refleeted in higher priees; it only means that transmission lags may be longer in
concentrated industries.

These conclusions proved puzzling to some extent. If industrial concentration was indicative of markel

power, should it not allow fums agrealer f1exibility in their responsc to demand and COS[ ehanges?9 To

setùe the apparent inconsistency, many cconomists startcd to argue that price inflexibility was indicative

of 'price-smoothing policies' and that, in adynamie framcwork, sueh policies werc in fact 'optimaL,lO

Ocarly, the ability to pursue 'optimal-smoothing' policies dependcd on the market power of firms and

this seemed to have shed a new Iight on the whole issue. The apparent positive association between

industrial concentration and price infIexibility was no longer a theoretical embarrassment to those

cconomists. It merely demonstrated how greater market power enabled a more optimal smoothing of

priees.

Yet, these altempts to 3SSign an aUra of 'optimality' to sluggish price behaviour may have been

somewhat misdirected. The altempts focused mainly on how firms reaeled to market conditions and

largely ignored the possibility that firms initiated priee ehanges. The ensuing methodological diffieultie.<

are iIIustrated here in referenee to a recent study by Encaoua and Geroski (1984) who cxamined the

relationship beIWeen price dynamies and competition in Canada, Japan, Great Britain, U.S.A. and

Sweden for the period of the 1970s.

Aceording to Encaoua and Geroski, price smoothing could be viewed in terms of adjusting the

current price toward sorne 'moving target.' The policy procceded in IWo stages: one in which eurrenl

9 This question was raiscd in a series of studies by Qualls (1978; 1979; 1981). According to Qualls,
the impact of competition on price rcsponsivencss was highly nonlinear. Priees in atomistic industries
responded quicldy to corrent changes becausc firms lacked the market power to counter the invisible
band. In moderately concentrated industries, the mutual distrust and uncertainty about conjectural
variations outweighed the potential for concerted action, so fums preferred the lcss risky course of price
stabiIization. In highly concentrated industries, howcvcr, the centripetal forees toward closercoordination
outweighed the centrifugai forees ofdistrust and uncertainty. Since flJ1lls felt confident in pursuing short
tenu profit maximization, their priees became very responsive toward cyC:;cal variations in cost and
demand. Qualls (1979) exaroined the behaviour of price.direct COS[ margins for 79 US. industries over
the period between 1958 and 1970. He found that, contrary to conventional vicws, the cyclical variability
of those margins indeed tended to increase with the levcl of concentration.

-....~

10 See for example recent works by Amihud and Mendelson (1983), Blinder (1982), Carlton (1979)
and Phlips (1980; 1983).
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changes in cost and demand were translated to changes in the target priee and, another, in which

changes in the target affeeted the actual priee. The extent of smoothing dependcd on the time-horizon

for profit maximÏ7.ation which, in tum, depended on the state of 'competition.' rmns which could take

a longer view (bccausc they faeed less competition) would smooth their priees extensive1y and respond

mainly to changes in 'normal' cost and demand. On the other hand, fmns which were foreed to

maximize short-run profits (bccausc they confronted stronger competition) would hardly smooth their

priees and respond mainly to eurrent cost and demand. We begin by exploring the general, (wo-stage

model for smoothing and, then, examine how it was uscd to identify the link between market structure

and priee dynamics.

The model for priee smoothing included (wo basic equations. rlrSt, in any particu1ar industry,

the rate of change of the aetual priee (Pt) was said to be a fuoction of the rate of change of the 'target

priee' (tPt) and the rate of change of priee in the earlier period (Pt-,):

(1)

where the variable coefficient 0t denoted the 'speed of adjustment of priees toward the target' (p. 9).

Second, the rate of change of the 'target priee' (tPt) was defined as the som of the rate of change of the

desired markup (dmt) and the rate of change of normalized unit eosts (net):

Both dmt and net eould not be observed and had to be replaced with 'satisfaetory proxies.' Encaoua and

Geroski asscrted thatthe change in the desired markup 'clearly depends in the ftrSt instance on demand

conditions (appropriately normalized)' and descn1x:d this dependency with the foUowing equation:
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where DEM, was the ratio of the change in inventories to the sum of production and stoeks and r, was

an unknown variable coefficient. Aecording to the authors, DEM, pro\ided 'reasonably decent

information on the larger CUrrent pcriod demand shocks !hat firms face: The coefficient r t in this

equation captured the iml'3ct of demand variations on !he rate of change in the desired markup.

SimiJarly, the rate of change in normalized unit cost (nc,) was defined as a functioc of current cost and

'other variables':

In this function? Ct denotcd the rate of change in CUITent unit costs, Q t was an unknown variable

coefficient reneeting the impact the rate of change in current unit cost had on the rate of change in

normalized unit cost, and P, was the rate of change in normalized unit cost altributed to 'ail other

factors' (p. 10).

The model was developed as an axiomatic set of mathematical definitions and, in order to

convert it into a convenient statistical format, several changes had to he implemented. The original

specification with variablc parameters indicated that smoothing coefficients could change over time. This

plausible formulation was now abandone<l, however, and ail variable parameters were replaccd by f",ed

coefficients! (Encaoua and Geroski did not fumish any explanation for this change of heart.) The

original equations included non-observable variables and these wcre now eliminated by baekward

substitution of equations (3) and (4) into (2) and subsequently into (1). Finally, the researehers added

an error term (",) and obtained the following statistical function:

where {ai} wcre unknown coefficients to he estimated.11 Encaoua and Geroski (p. 12) argued that, by

using coefficient estimates from this equation, the theoretical coefficients for the smoothing mechanism

11 Notice that if errors were added to equations (3) and (4), prior to substitution, the interpretation
of "t might differ, especially with pooled data.
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could 'easily he identified.' Thus, we could estima:e the 'speed of adjustment of current priees to the

target' (5 = 1- e,), the 'sensiti,ity of the target to current COS! variaùons' p =e 2 / (1- e,»), the

'sensitivity ofthe targetto eurrent demand pressures' Ir = e3 / (1- e,») and, fmally, the 'rate ofgrowth

of the target independent of eurrent =t variaùons' ~ = eo / (1- e,»).

Given this mode\, Encaoua and Geroski moved to the next task of assessing the impact of

market structure on 'priee responsiveness.' In cac!> of the 5 countries, industries were grouped on the

basis of one or more of the following criteria for compeùùon: coneentraùon raùos, the degree of foreign

ownership and the extent ofimport penetraùon.'2 Equaùon (5) was then esùmated separately for every

'industry group: using the pooled time-series data of ail industries in !hat group. The esùmated

parameters for caeh 'industry group' wcre tabulated as a basis for evaIuaùog the signifieanee of market

structure for priee smoothing. Based on tbis analyses, Encaoua and Geroski concluded !hat compeùùon

(as approximaled by their 3 criteria) indeed made priee changes more responsive to changes in current

demand and eost:

lOIn the whole, priee adjustment through boIh channels (the conversion of eurrent
shocks into targets, and the adjustment towards these targets) is s10wer in less
competitive sectors. It appears that firms in less competitive il:dustries are both s10wer
to ineorporate new information into their plans, and s10wcr to adjust to whatever plans
are made on the basis of this information. (p. 28)

ln our opinion, these conclusions May he mislcading for severa! rcasons which wc now consider.

The model contains serious flaws which make it bard to assign meaning to the different
-

coefficients. First. Eqùàtion (1) stipulates that current priee inflaùon (for the industry's product) is a

function of current 'pLlnned' inflation (IPt) and last period's inflation (Pl")' but the reason for this

formulation is unclcar. Why should flnlls in any particu1ar year he coneemed with the rate of priee

change in the previous year? Encaoua and Geroski argued that the extent of stUoothing depended only

on the relative impact of 'normal' as opposed to 'current' demand and cast changes, so how could it also

'2 For instance, Japanese industries were classified into 4 groups on the basis of their four-flnll
coneentration ratios. Thus, 17 industries wcre classified as having low concentration (0-40 percent), 16
wcre alloeated to a low·medium group (40-60 percent), 18 wcre clustered in the high·medium category
(60-80 pereent) and 16 were designated as having high concentration (80-100 percent). Simi1ar
classifications were used to group industries in the other countries and, in some cases, more than one
criterion for competition was used.
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depend on the past rate of inflation? As it stands, Equation (1) implies that the raIe of inflation in any

industry has its own momentum, independent of whether priee smoothing is extensive or not. Such

momentum might very weil exist, but it has no theoreüeaI basis in Encaoua and Geroski's argument

about oprimal smoothing. In the eontext of this mode!, it eould only he interpreted as a non-optima!

eomponent of eurrenl inflation.

Seeond, given that Iast period's inflaüon bas an independent elTect on current inflation, why

should this impact he proportional to 1- 0t? For that matter, why should the impact of the target rate

of inflaüon and of Iast-period's inflaüon he related inai.] particular way? The imposition of this

arbitrary eonstraint bas interesting ramiï:<:ations.. In this mode!, a lower sensitivity to demand and eost

increases (eith~r current or normal) does not neeessarily mcan lower inflation. Il only imp!ies that a

larger proportion of the on-going inflation must he attnouted to unexplained 'inertia'!

Finally, equations (1) to (4) were written as axiomatie definitions, not as statistical funetions

with distinct and specifie stochastie properties and, furthermore, they ail eontain non-observable

variables. For example, the assertion expressed in Equation (2), whereby the rate of change in the

'desired' markup is a linear function of SOme ratio of inventory to stock, can he a=pted or rejected as

an article of Caith. lt can not he proven or refuted by resort to empirieaI e\'Ïdenee. The definition of

'normal eost' given in Equation (4) sulTers from the same shorteoming. Consequently,the interpretation

oC tPt as the rate of change in the 'target priee,' and ofa, fJ and T as separate 'adjustment eoefficients'

toward sucb a target, are also axiomatic.

These observations lcad to the simple question of whether we cau in Cact use Equation (5) to

'test' the link hetween market structure and 'priee smoothing' as Encaoua and Geroski suggested. Note

that the theoretieaI variables Cor 'priee target,' 'normalized eost' and 'larget markup,' disappeared Crom

Encaoua al,'" Geroski's final slaüstieaI equation. Instcad, Equation (5) eonsists of a simple expression,

where current inflation is written as a Cunction of a eonstant, iast period's inflation, current eost, current

'demand pressures' and an errar term. Given the critieisms in the preeeding paragraphs, it is hard to sec
~

how we cau use estim:.iêS Crom this equation to 'easily identify' the various 'smoothing parameters.' The
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criticisms do nol imply, however, lhal the cstimalcd paramclers for Equation (5) are usclcss.

The summary tables indicatcd tbal, in industries with bigber concentration ratios, grcater

foreign ownership or smaller import competition, inflation was commonly Icss 'responsivc' to changes

in corrent demand or costs, and thcsc results appcarcd to bc consistent with the idca of 'priee

smoothing.' Yel, bcing intercsted only in the impact of market structure on priee 'responsivcncss,'

Encaoua and Gcroski failed to notiee the another important result emcrging from their tables. Inflation

in the Icss competitive industries secmcd to bave bad a 'life of ils own: Indeed, in ail 5 countries, the

impact of last period's inflation on corrent inflation (8,) and the rate of inflation attnoutcd to 'ail other

factors' (8al incrcased dramatically as the dcgree ofcompetition dccreased. This bchaviour is somewhat

puzz1ing. One May ask why, as firms bccarne Icss rcsponsive to COS! and demand, their inflation bccarne

incrcasingly 'autonomous'? What was the soUree for this 'extra' inflation in Icss competitive industries?

The answcr to thcse questions May rcquire us to transcend the scope of Encaoua and Geroski's

framcwork•

The emphasis ofthis and similar models on 'rcsponsivencss,' serves to blur another possible Iink

bctween market structure and inflation, namely, the ability of firms with market power to initiale priee

incrcases. It is possible that firms in concentrated industry appe::r insensitive to incrcases in corrent

demand and costs simply bccause their priee incrcases preeeded rather than followed thase changes. But

undcr these circumstances, traditional analyses focused on rcaction cannot identify initiative. Instcad,

such initiatives will bc mistakenly interpreted as 'irresponsivencss' or unexplaincd inflation attnouted to

'otbcr ~urccs. t

'"

4.4 ·PuIl·Push' Spirals

The stagflation episodes in the 19505 crcated a renewed intercst in 'administercd priccs' and

revived the old controversy bctween 'demand pull' and 'cost push' theorists. Commenting on the debate,

Ackley (1959) argucd that the very distinction bctween demand and COS! inflation was quite unhelpful
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toward understanding the inflationary proccss in modem capitalism.13 The demarcation hetween the

two varieties, he noted, hinged on a presumed causal sequence hetween cost and priees:

In our mode! of demand inflation •.• buyers of fmal output are attempting to procure
a larger total supply than can he produced. As a result, priees are bid up. To he sure,
wages and other rost-priees may promptly rise. too; but it is important that the causal
sequence is this: priees are bid up, eosts follow. If the causal sequence is reversed 
;r eosts rise. and therefore priees rise - wc have the case of cost inflation. (p. 420)

Now, in must fmished-goods industries, priees wcre administered by sellers' diseretion on the basis of

some eost-markup formulae and, hence, aeeording to the above defmitions, it would appear as ;r sucb

industries cxpcrienced oniy rost inflation. Unfortunately, these standard defmitions wcre misleading

aeeording to Aek1ey, beeause they considered oniy the direct impact ofdemand on priees and complete!y

ignored the potenlial indirect effect of demand on administered priees. When demand for finished goods

increased, Ackley wrote, fmns attempted to purchase more raw materials and semi-fmished goods and

tried to hire more labour in order to quicken the pace of production:

Now ;r the materials of whicb sellers are trying to buy extra quantities are aIso priced
by our administrative mie, their priees will not rise either unless their eosts rise. This
means that the excess demand for materials is passed backward through a chain of
administrative priees until it meets one of the markets where excess demand cannot
exist hecause price rises to eliminate it•••• Thus wc might have the result that, while
demand inflation pressures do not directly mise priees which are administered by a
markup mie, the effect appears to he much the same, at least to the exIent that the
pressures focus back on markets where priees do respond to excess demand. (p. 421)

The direct influence of excess dcmand on priees was particularly pronounced in markets for agricultural

commodities and some raw matcrials, yet the precise impact of such demand pressures was hard to

predict for two main rcasons. First, priees in those markcts wcre influenced by speculative activitics and,

second, adjustments in production, espeàally of agricultural commodities, wcre subjcct to cyclical

patterns which were often independent ofcurrent market pressures. Excess demand also affcctcd labour

rosts but not in the same manner that it influenced the priees of physical inputs. Aeeording to Ackley

(p. 423), the money wage was 'one of the most clearly administered' of ail priees and, hence, rising

demand for labour (following an increased demand for commodities) had an oniy limited direct effect

on wage eosts. The more important impact was indirect and came through the 'strong tendency of

.wages, either by automatic formula or otherwise, to follow the cost of living.'

13 Similar arguments were expressed in the mathematical mode1 of Duesenherry (1950) and in the
analysis of Moulton (1958).
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Thus, far fram ha\ing no efTect on inflation, a general excess demand for goods tended to mise

adminislered priccs. Thal, aecarding to Ackley (pp. 424-5), oecurred

when and to the extent that an excess demand for labor causes wage rates to rise fasler
than they otherwÏSe would; when, and to the largely unpredietable exten!, that increased
market-determined agricultural priees mise the cast of livingand thus wage rates; when,
and to the largely unpredictable exten!, that market determined priccs for a few key
raw materia\s are bid up.

Furlhermore, the interaction of 'demand pull' and 'cast push' often tended to devclop into a 'pull-push'

inflationary spiral:

[T)o the extent that these three forees combine to mise administered priees, the cast
of living will be funher afTeeted, leading to Cunher wage increases, Cunher marking up
ofgoods priees, and so on. The increased money incomes associated with inflation May
also tend to cause thase priccs which are market-determined to rise Cunher, as higher
money priccs May be needed to keep these markets cleared. CP- 425)

Although their arguments wcre difTeren!, Ackley concluded much like Galbraith (1957), that the

eombination of modern oligopolistie structure and excess demand bred moderate but conlÏDuous

inflation. Because the indirect efTect of demand on priccs was generally not very rapid,

the process May continue for some considerable period arter the original source of
excess demand had been eliminated; and, further, that the movement bas large element
of irreversibility, since money wage increases, once granted, will tend to support a
generally higher level for the market·determined priees. Ofcourse, ifan excess demand
for raw materials is replaced by an excess supply, their priccs will fall; but they are DOt
likely to fall as far as they had previously risen. (p. 425)

ln the 195Os, most economists viewed stagflation as a perplexing yet atypical phenomenon.

Theorists Iike Ackley felt it was necessary to explain why inflation could coerist with stagnation but, in

general, they did not allempt to establish causal relationships between the IWO. This line of thinkïng

started to change during the 1970s, when stagflation seemed to become the norm rather than the

exception in mature capitalist economies. Increasingly, prominent economists such as Hicks (1975),

Kaldor (1976; 1983), and Sylos.Labini (1982) suggested that the same structural forces which generated

'pull,push' inflation wcre also responsible for stagnation.

According to Kaldor (1976), the simultaneous outbreak of inflation and recession in aIl major

industrial countries durlng the 1973-75 perlod, indicated that the roots of the crisis were international

in nature. The key toward comprehending these international aspects, Kaldor argued, was a proper

structural perspective for the world economy. His analysis began by identifying IWo broad sectors: a
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'primary' sector which provided agricultur:ù staplc:s, ODergy and basic materials. and an 'industrial' sector

which includcd both 'secondary' industries for consumer and produ= goods and 'tertiary' industries for

seniœs.14 The source of contemporary înstability, Kaldor claimed, stemmed from the rclationship

bctwcen thcse IWO sectors:

Continucd and stable economic progrcss requircs that the growth of output in tbcse
IWO sectors sbould bc attbe required re1ationsbip with cacb otber - that is to say, tbe
growth of saleable output of agriculture and mining sbould bc in line witb tbe grOWlb
of dcmand, whicb in turn rcl1ects the growth of the secondary (and tcrtiary) sectors.
(p. 7(4)

But, then, from a technicaJ standpoint,

there cao bc no guarantee that the rate of grO"lth of primary production, propcllcd by
Iand-saving innovations, prooeeds atthe precise rate warrantcdby groWlhofproduction
and incomes in the secondary and tertiary sectors. (pp. 704-5)

Aocording to conventionaltheory, the synchronization of groWlh rates in the IWO sectors sbould have

bcen brought about through changes in the 'lerms of trade' (relative priees) bctween primary and

industria1 commodities:

The more favourable arc the terms of trade to agriculture and minins. the more
current tecbnological advance will bc exploited through new invcstment, and the faster
the groWlb of output. If the grOWlh of primary production ruas abcad o~ the groWlh of
industria1 demand, the terms of trade will move in favour of industry: this, in theory,
sbould stimulate industrial grOWlh and thereby the demand for primary commoditic:s,
whi1sl retarding tbe groWlh of production of primary commodities. (p. 705)

Unfortunately, this dcsired adjustment often failed to occur bccause the priee mechanism did not

pcrform its task. The rcasons for the malfunctioning could bc clarificd by examining the nature of

pricing in each sector. Industrial prices werc generally adminislered by markup formula and, henee, wcre

insensitive to changes in demand conditions. This meant that the neccssary adjustments in the 'terms

of tradc' eould bc achicvcd only through changes in the priees of primary commodities. Yet even thi.

could not bc aecomplished bccause the priee mechanism failed bere again. Instcad of inducing the

neœssary a1ignment, the bcbaviour of commodity priees in tbe primary seetor constituted a detriment

to groWlb and contributed toward aggravating the inOationary proœss.

14 This distinction bctween IWO main sectors as a basis for analyzing Macroeconomie dcvclopments
bcgan with Mcans (1935a) and tben reappcared with s1ight variations in Many important writings sueh
as Kalecki (1943), Hicks (1965; 1974), Sylos-Labini (1969), Robinson (1977) and Okun (1981).
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The adjuslmenl problem arosc for IWO principal rcasons. Fmt, when priccs for primary

commodilies fell, they movcd the lerms of trade against primary produccrs, but when they rose, the

improvcment in Ihe terms of lrade for primary produccrs was only short-Iived. In the laller case,

industrial produccrs inacascd Iheir own priccs to cover rising maleriaI rosIS, and thcsc inacascs were

'blown up' by the successive compounding of profit marlrups. Morcover, the accompanying inacasc in

consumer priccs cxcrted pressures on wagc demands, whicb wcre further strengtbened by the rising

share of profil in industrial vaIue added. Givcn th\JSC forces, the original inacasc in relative priees for

raw materials was fairly quickly rcvcrscd by the consequent onset of administercd-price inflation in the

industrial sector.

Second, as already indicaled by Adley (1959), commodity priees wcre subject to variable lime

lags in adjusling to exccss demand or supply. More importanlly, their movements often reflected the

addilional influence of speculative expectalions on the holding of stocks. Thosc factors contnouted 10

make commodity priccs fairly erralic and, according 10 Kaldor, sucb instability constituted a serious

impediment to induslrial growth. Consider, for instance, the impact of a sudden and substantial jump

in commodity prices, followed by a rapid inflation of administered priees. If the resulting pull-push

process rcdistnoutes incomc in favour of thc industrial scctor, it will cause a decline in the primary

sector's dcmand for induslrial output. Furthermore. the scvcrity of inflation is Iikely to push

govemmenls toward reslrictive demand policies with the repercussion of further dec1ines in overall

industrial demand. On Ihe other hand, when there is a significant income redistnoution in favour of the

primary sector (Iike the initial accumulation ofpetrodollars by oil-producing countries during the 1970s).

only part of Ihis redistribuled income will he uscd to demand industrial output. Again, the effect on

industrial growth is negative.

For thcsc IWO reason, Kaldor (p. 706) argued that any large change in commodity priccs

(whether it was in favour or against the primary sector) was potentiaIly harmful for industrial growth:

The emergcnce of commodity surpluses whicb should, in principle, lead to accclerated
industrialization may have a perverse effect by diminishing effective demand for
industrial products. Similarly the emergence of shortages whicb should accclerate the
growth ofavailabilities of primary produclS through improvemeDts in the terms of trade
may lead instead to an inflation of manufacturers' priees whicb tends to offset the
improvemcnt in thc tcrms of tradc, and by its dampening effect on industrial activity,
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worsens the climate for new investmenl in both the primary seclor and lhe induslrial
seclor. (p. 707)

Henee,

If lhe above analysis is correct, the markel mechanism is a highly incllicienl regulalor
for securing conlinuing adjusunenI belWeen the growth of avai1abilities and lhe groWlh
in requiremenls for primary products in a manner conductive 10 lhe harrnonious
deve10pmenl of the world economy. (ibid.)

For Kaldor, lhe basic slructural cause for inlernalional economie disharrnony resled wilh lhe

ma1functioning of 'priee mechanisms.' Furlherrnore, the laIent danger of maladjuslmenl lended 10

increase wilh global economie inlegration.

Given lhis assessmenl, il was now necessary 10 explain lhe relalive posl-war slabilily and why

the inlernalional crisis erupled only in lhe 1970s. Aecording to Kaldor, lhe relalively smoolh groWlh of

induslrial counlries from afler lhe Second Wor1d War and unlillhe carly 1970s was largely conlingenl

on the remarkable slability of commodily priees. While agricullural lechnology advaneed rapidly, lhe

insliluling of governmenl priee-supporl policies and nalional slock-piling programs in lhal pcriod

prevenled lhe collapse of primary eommodily prices, secured a modesl groWlh of rcal ineome in lhe

primary seclor and, hence, supporled lhe conlinuous expansion of primary seclor's demand for induslrial

gonds. But while real income in lhe primary seclor was growing. induslrial innalion acled 10 curlaillhe

paee orthal groWlh. Early innationary pressures emanaled from wage demands in induslrial counlries.

Sinee the 19505, workers began to sel their income aspiralions on the basis of 'comparabilily' wilh more

successfullabour groups. As a resull, wage raIes expcrienced ratchel-like increascs and innalion slarled

to rise slowly. The raIe of priee innation rose furlher wilh lhe so-called 'wage explosion' during lhe

1968-71 period.15 According 10 Kaldor, deduclions from gross wage paymenls have been rising for a

long period of time, and the consequenl built-up of labour fruslralions exploded during lhe laIe 1%Os

. in an oUlburst of union mililancy.16 The acccleralion of wage inOation was accompanied wilh an even

faster groWlh in adminislered-priee inDation of manufactured produCls. Innalion during the 1950s and

1%Os was moderate but persistent and it gradually worsened the terrns of trade enjoyed by primary

producers.

15 See Nordhaus (1972b) for an early use of lhis terrn.

16 See also Jackson, Turner and Wilkinson (1972).
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This relativcIy stable process of redistribution ended abruptly in 1972. Priees for Many primary

eommodities doubled and even tripled within a year and then started ta fluctuate with unpreeedented

amplitudes. Aeeording ta Sylos-Labini (1982), the new instability was brought by a 'structural change'

which occurred in 1971, and transformed the relationship between eommodity priees and industrial

production. While the relative fluctuations in global industrial output exeeeded thase in eommodity

priees between 1956 and 1971, the situation was dramatieally reversed during the subsequent period

between 1972 and 1980. Sylos-Labini (pp. 150-1) estimated !hat the elastieity of eommodity priees with

respect ta industrial production was only 0.9 in the fU"St period but, in the following period, it rose ta

2.4!

What caused this 'structural change' from relative stability ta marked instability? Bath Kaldor

(1976; 1983) and Sylos Labini (1982) believed the crisis began in August 1971, when President Nixon

oflicially ended the gold convertibility of the dollar and brought the Bretton-Woods system of flXed

exchange rates to an end. The c1imination of gold as the ultimate 'anehor' for value, Kaldor and Sylos

Labini asserted, led to a marked increase in eommodity speculation whieh, in lUm, operated to amplify

fluctuations in eommodity priees. This latter point deserves some elaboration. Aeeording to Kaldor

(1983), when professionaltraders held firm expeetations regarding the 'normal' priee of a commodity

(in terms of gold, say), their buying and selling were eounter-cyclical and, henee, tended to lessen priee

oscillations. The end of dollar eonvcrtibility impaired this general belief in 'normal' priees for primary

eommodities. The resulting uneertainty about future priee levcls enhanced the volume of speculative

activity and, given the lack of a stable eurrency, traders increasingly turned to primary eommodities as

a hedge against inflation. Under these cireumstanees, the direction of eommodity speeu1ation became

pro-cyclical and tended to aggravate price fluctuations. For instance, when priees of primary commodities

were on the risc, speeulators, seeking to hedge against tbis inflationary tendency, moved to increase,

not decrease, their stocks, causing prices to rise even further. Given the international monetary

instability, eommodity speculation now beeome the driving foree of inflation:

The very jumpincss of eommodity prices shows that they are increasingly under the
influenee of inflationary expeetations. The absenee of any stable monetary medium
which could se,....:: as a hedge against inflation May weil lead to speetacu1ar increases
in commodtly ;:~:ces, fed by speculations. (Kaldor, 1976, p. 712)
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Furthermore, Kaldor predictcd that

the problem of keeping inflation at bay will incrcasingly be at tbe centre of
preoccupations of aIl industrializcd countrics, witb untoward consequences in terms of
waste of resourccs and unemployrnent. (ibid.)

According to Kaldor and Sylos Labini, stagflation during the 1970s and carly 1980s resulted

primarily from faulty 'market mecbanism.' Given tbis asscssment, it was clear tbat bY rectifying thesc

unfortunate 'mecbanical' defects, we could go a long way toward solving tbe problem. Furthermore,

since the problem was only tecbnica1, the solution could be effectively acbievcd by government

intervention:

The primary need is to strengthen the adjustment meehanism between the growth of
supply and demand for primary produets. This requires that governments (or
international bodies) acting singly or in concert should be prepared to carry much
larger stocks than private traders arc willing to carry on their own; and be ready to
intervene in markets in a pricc-stabilizing manner. (Kaldor, 1976, p. 712)

The details of sueh proposai wcre already elaborated by Keynes. During the war ycars, he reeommended

the creation of an International Commodity Control Ageney, whieh would act to stabili7.c the (then)

cbaotie arena of primary commodities.17 Although Keynes' proposai was never seriously eonsidered by

international bodies, Kaldor (1976; 1983) believed it has remained the most viable solution for the

problem at hand:

1 remain convinced -- as 1 have been for a long time -- the most promising line of
action for introduction of greater stability into the world economy would be to create
international buffer stocks for ail the main commoditics, and to Iink the linance of
these stocks direetly to the issue of international eurreney, sueh as the S.D.R.s, whieh
could thus he baeked by, and direetly convertible into, major commodities comprising
foodstuffs, libres and metals. Assuming these buffer stocks cover a suflieiently wide
range of commodities, their very existence could provide a powerful self-regulating
mechanism for promoting growth and stability in the world economy. (Kaldor, 1976,
p.713)

The principal operations of this ageney were to be relatively straightforward. When there was cxecss

supply for a partieular primary commodity, the ageney would increase its purehases and build up its

stocks. This would support the priee of that eommodity and the income of its produccrs. The commodity

purcbascs would be linanccd by the issuancc of new international money (sucb as S.D.Rs) and be

considered as net additions to world investment. The proccss would work in reverse when cxccss

demand for the commodity developed. When this happenecl, the ageney would sell sorne of its stocks.

17 See Keynes (1980, ch. 3).
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As a rcsult, there would he a eorrcsponding reduction in net world invcstment and outstanding SD.Rs,

the me in eommodity priees would he cbecked and the redistnoution of income from the industrialto

primary sector would he moderated. Aecording to Kaldor (1983, p. 30), linking the buffer stock with the

issuing of S.D.Rs was particularly appeaIing for it would provide the world with a basic money unit that

was stable in terms ofbasic commodities. In his opinion, reaching mutual stability for both basie money

and hasic commoditics would he a 'tremendous achievement' beeause it 'would Iargely deal with the

problem of cbronic world-wide inflation.'

ln summary, the 'pull-push' framework elaborated byAckley, Kaldor and Sylos-Labini attnouted

the severe stagflation since the 1970s to a combination of structural deliciencics and exogenous

misfortuncs. Thc crisis was sparkcd by the end of dollar-converttoility, enhanced by commodity

speculations and maintained by an asyncbronous adjustment mecbanism hetween the 'primary' and

'industrial' sectors. Yet, while this framework providcs some valuable insights into global aspects of

inflation and stagnation, its excessive emphasis on 'mecbanisms' can he higbly misleading. Once started,

'pull-push' inflation hecomes a simple 'reaction process.' Industrial flflDs set priees in strict observance

for flXed markup-rules. Thcir inflation is a mere reaction to cost increascs emanating from the primary

sector. Firms in the primary sector are equally submissive. Their priees ohey the inVÏS10le hand and rise

whenever demand exceeds supply. Hence, in both sectors, flflDs simply carry out the infiationary proccss,

they do not initiate it. This interpretation raises (wo important issues to whicb wc now tum.

First, according to the 'pull-push' framework, the inflationary surge in the carly 19705 should

have occurred regardless of 'autonomous' actions taken by the OPEC cartel and the 'Seven Sisters' (the

7largest petroleum companies whicb dominated international oil at the lime). Kaldor and Sylos-Labini

would of course agree - indeed they emphasized - that activities of these actors were central to the

onset of inflation in the 19705, but this emphasis was extraneous to their basic theoretieal setting. In the

'pull-push' framework, priees for primary commodities are demand-determined beeause the underlying

markets are competitive. This is also what makes sucb prices 50 susceptible to the unsettling impact of

speculation. Only when priees are determined by the free play of supply and demand could wc expect

the end of dollar convertibility to generate a speculative fervour. No sucb instability was observed in

·131·



•

•

•

oligopolistic priees. Hem:e, the competitive nature of the primary sector is quite crucial for the

propagation of 'pull-push' inflation. In this sense, the oligopolistie feature of crude-oil pricing W3S nol

ouly extraneous. but aIso inconsistent with the basic thcoretical framework advanccd by Kaldor and

Sylos-Labini.

The 'puil-pusb' framcwork cau he decciving hecause it ouly dilTerentiates the 'primary' from the

'industrial' sector and fails to carry the disaggregation further. Il is wholly inadequate to lump Exxon or

Royai-Dutch/Shell together with a small mining flml or a tiny agricultural community, as comparable

memhers of the same 'primary' s;:ctor. The former cau and do take initiative in their pricing policies,

while the latter cannot and do not affect priees; energy is a 'key industry' (to use Veblen's terminology)

and affects every proccss of production, while Most other primary commodities affect only one or few

proccsses; the large petroleum eompanies have considerable political sway, while smaller primary

produccrs are relatively powerless. These observations are parlieulary signilicant when we con..ider the

suggestions made by Kaldor (and supported by Sylos Labini) to 'solve' world inflation by supplementing

the market meehanism with an International Commodity Control Agency. Kaldor and Sylos-Labini May

he quite wrong to helieve that an international scheme to stabilize petroleum priees is a simple extension

of agrieuitura! priee-support policies or stock-piling programs. Farmers are like1y to weleome

government altempts to stabilize priees over whieh they have no control to hegin with; but Mobil, Exxon

or British Petroleum will undoubtedly objeet to an international endeavour to stabilize the priee ofcrude

oil. The instituting of sueh a Commodity Control Agency would eonstitute a direct chàllenge to large

pctroleum corporations, OPEC eountries and, in general, to any primary produccr with substantial

market power.

During the 1970s, there were severa! international altempts to control the priees for key primary

commodities. One fundamental reason why the OPEC cartel was su=ful where other organizations

failed, was its ability to secure the cooperation of ail large petroleum companies. In 1974,

bawcite-producing countries formed the International Bauxite Association, hegan to tax the transfer of

ores by the multinational mining companies and, in SOrne cases, acquired stakes in their local

subsidiaries. The Association never hecame an effective cartel, however, partly bccause the large
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a1uminum oligopoly hcaded by A1coa, Reynolds, Kaiser, A1ean, Pechiney and A1uswisse, remained

hostile to ils cause. Indeed, AustraJia and Brazi1, the largest members of the Association, promoted

moderate policies for the International Bauxite Association from fcar of confronting the U.s.-based

a1uminum eompanies. Another ilIostration is the effort by the Council of Copper Exporting Countries

(which included Chile, Peru, Zambia and Zaïre) in 1974 to raise the price of copper by cutting world

production. The copper oligopoly, dominated by Kennecott, Anaconda, Revere and Phelps Dodge,

declined to cooperate and priees collapscd within a ycar.1a

The signilicant role that large companies play in the 'primary' sector could shed some ligbt on

why industrial eountries - who have been able to cooperate on the issue of excbange rates - have never

agreed on the question of international commodity stabilization. Much Iike small farmers who welcome

agrieullUral priee policies, large Iirms in the primary sector are likely to embrace the international

stabilization of exchange rates over which they have no control The stabilization of their own priees by

an International Commodity Control Agency is a different maller, however. While Kaldor and Sylos

Labini view the creation of sueh agency as a desirable improvement to a faulty market 'mechanism,'

large petroleum, cooper and aluminum Iirms interpret it as a direct assault on their own sovereignty.

Their objections - latent or blatant -- May have contributed to the long stalemate in tbis arca of ',~

international price stabilization.

Givcn these comments, wc cannot accept the emphasis 'pull-pusb' theorisls place o'n:i.~u1ty

'mechanisms.' Speculative activity has mostlikely e:racetbaled the in11ationary bias in commodity priees,

but the discretionary actions taken by large corporations and by associations of commodity-exporting

countries migbt have had ai, equally decisive Unpact on the course of commodity priees. In partieular,

the overall bchaviour of eommodity priees since the carly 19705 seems to have been greatly inOuenced

by evenls in the petroleum arena. In tbis induslry, market power and international politics exert a much

grcater influence on priees than the free play ofsupply and demand. For tbis rcason, it is important !hat

we go beyond the eonventional 'competitive' aggregation for the primary sector and consider the

activities of principal aetors.

1a See Barnet (1980. ch. 5).
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The second wcakness of the 'pull·push' thenry stems from its emphasis On rL~ed markups for

the industrial sector. According to Ackley (1959, p. 425), the important point was not that markups

never changed, but only that such changes had no significant effcet on inflation:

In determination of the individual seller and product markups, demand and competitive
conditions play a major raie. •.• But thesc demand and competitive factors operale
primarily on the internai structure of markups rather than on thdr avuage leo.'t!l; ard
they operate slowly. At any given lime, some markups May he graduaUy increasing,
other narrowing; but this proecss of individual readjustment is, in my argument, largely
indcpendent of aggregate demand in the eeonomy and of wbether the pricc levcl as a
whole is rising or falling. (emphases added)

Put somewbat differently, tbis cxplanation implicd tha!, beeause markup pricing was merely a 'rcaetion

mechanism' with priccs heing set as a lincar transformations of eosL<, and because the average markup

was relatively stable, industrial firms eould play only a passive raIe in the inflationary process. Indeed,

Sylos Labini (1979, pp. 198-2(0) lent further support to this view, by asserting that industrial firms

generaUy lost from inflation. In periods of inflation, he argued, there was only a partial shifting of labour

cost onto priees (because wage increases were not unifm-m around the world); furthermore, unit

overhead eost, which, according to Sylos·Labini, was part of the markup, tendcd to swell during

infIationary periods. In his opinion, both of these tendencies led to a progressive erosion of net profit

margins in the industrial seetor and proved that, under modern conditions, 'inflation is not normally

advantageous to the firm.'

These views on the passive behaviour of industrial firms are of course common. They arc

neverthelcss disturbing hecause Aekley, Kaldor and Sylos.Labini ail reeognizc that in the primary seetor,

large firms can have an 'autonomous' impact on their pricc.markup. It is not clear why we should accept

that petroleum companies could push priccs 'on their own,' but still assume that large corporations

involvcd with the production of proccssed food, automobiles, steel, or armamen: do not take similar

initiatives. This popular conviction that industrialiirms merely react to cost increascs, or that their pricc

initiatives are too insignificant to affect the course of inflation, is bascd, at least in part, on the apparent

long-term stability of industrial markups. Unfortunately, the use of sueh evidencc demonstrates a basic

confusion between causes and consequences, a misunderstanding whieh a1s0 plagues 'wage-push'

thenries. We turn to these theories in the next section and cxplain why the relative long-term stability
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4.5 Money.lncome Inflation: 'Wage Pusb' or 'Profit Pusb'?

While Kaldor and Sylos.Labini conccntrated on the role of commodity priees in contcmporary

stagflation, Weintraub (1978) identified the source of maIaisc in workers' grced and 'impatient

aspiratioDS.'1be model on whicl: he based bis conclusion was fairly simple and could he summarizcd

with severa! kcy equatioDS. In a doscd business sector, the dollar vaiue for the gross product, or money

income M, could he written as a fonction of rcal output (Q) 2I:d the implicit priee defbtor (P):

(1) Y=P'Q,

or

• (2) P=Y/Q.

•

Equation (2) eould also he rewritten as

(3) P=y/A,

wherey was the gross money incame per employce andA was the gross rcal output per employce, or

average labour productivity. Hence, the rate of inflation (as mcasured by the percent change in the

implicit price denator) could he expressed both as the difference hetween the rates ofgrowth of money

income and rcal output. or as the d:lTerence hetween the rate of chang.: of gross income per cmployee

and the rate of change of average labour productivity:

(4) (ap / P) = (6. Y / Y)- (6.Q / Q) = (6.y / y)- (aA / A) .

Based on thcse definitioDS, Weintraub (pp. 44-5) conc1ud~d that.
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Regardless of money supply, money \'elocity, go\'emment expendilures, monopoly
praetiees, impon prices, or the \'olatility of inflationary expeetations, P cannot be
subjugated unless Y matches the Q tempo.

This, in bis opinion, suggested that 'theoretiea1 eminenee and emphasis mu.<l be assïgned to thc

imbalanee of money incomes to physiea1 output \'Olume' as the general 'priee-level destabilizer: To

further iIIuminate the cause of inflation, Weintraub went beyond tbis o\'erall imbalanee. focusing not on

aggregate income in generaI, but on workers' income in panieu1ar. The reason for this emphasis was

twofold. Firs!, employee payments were the largest element of business cos!, as weil a.. the souree for

consumer demand and, second, labour was hired and paid in Ildvance of sales, so the ineurring of costs

preceded the selling of priees. In this contex!, the ratio between average labour income and average

labour productivity became the generator for 'price-Ie\'el sparks' and this, in Weintraub's words, was 'the

essenee of the money-income theory of inflation' (pp. 39-40).

To persuade the rcader of the validity of his approach, Weintraub reformulated the equations

50 they eonveyed the crucial role wages and salaries played in the inflationary proccss. The le\'el or

nominal income eould be expressed as a function of employment (N), a\'erage labour incorne (w) and

the average markup or priees o\'er unit labour costs (k):19

(5) y = k· w' N .

Dividing both sides by Q, we obtain

(6) P = k· .. / A,

and benee

(7) (6.P / P) = (6. w / w) - (I!>.A / A) + (6.k / k) •

19 Note that the markup k wa:: also the reciproeal of the share of labour in total income, such that
k=Y/wN.
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Equation (7) eonlained the main ingrcdieets of the so-calIcd 'Wage-Cost Markup' thcory of inflation

(WCM). The equation indicated that any changes to the price level must operate through w,A or k and,

according to Weintraub (p. 62), this made the WCM thcory suflicieeüy general to 'absorb ail other

explanalions in a consistent way.'

Weintraub's main presumption was that the markup of price over labour COS! was more or less

flXcd:

The WCM theory builds oc the hypothesis ofk = 1, or ecarly so. Practically, k changes
very little year-to-year or over the loeg run, so wc may ordinarily ignore any
fluctuations as inaudible P-noise. It is not vital that k holds rigid; what matters is that
its annual variations are generally too minuscule to explaie the P-surges that have
oceurred. Variations in k cannot account for the trebling of the United States (GNP)
priee Jevel sinee 1946, or the 75 percent c1imb since 1967. Iedeed, over the loeg term
k has been falling and there is evidenee over the Iast decade that k bas slumped in the
United States and in the United Kiegdom, especially in recent years. This should have
fosteredfa/ling priees rather thae an intense surge in priees in that beleaguered country.
(p. 46)

Given that k was 'praetically subdued,' Weintraub (p. 62) concluded that the fmal cause behind

persisting inflation in the post-war era must have beee the increase in average labour ineome in excess

of labour produetivity. Yet this explication of wage increases outstripping productivity gains brought us

only half way toward a full answcr. A full explanation required that wc go beyond the how and also

explain the w1ly. In answering this question, Weintraub did not embrace eedogenous explanations and,

unlike commodity eost-push theorists, preferred to disassociate his WCM hypothesis from market

'mechanisms.' ln his opinion, the reeent 'unruly income binge' was rootcd in the 'autonomous' but rather

decadent behaviour of workers:

[P)art of the explanation is undoubtedly attributable to the more permissive Iife-styles
and the more hedonistie drives for instant gratification in material goods, sex, drugs,
easy education, and rewarding careers. .•• To the ordinary citizen the obvious means
to material riches consists in lingering 'more' in the pay envelope; while the quest for
'more' has never been absent in the economie person or the labor movemeet, it bas
been magnified to 'more and more' - and more quicldy. (p. 63)

A similar view was expressed by WiJes (1973), who argued forcefully against 'closcd,' or ideterminate'

models for inflation. Such models wcre delicient for they left no room for discretionary action by

eeonomie actors in genera!, and workers in partieular. In WlIes' opinion, the price Icvel did not emerge

from some 'objective' economie forces, but rather depended on 'what numbers the trade union leaders

piek out of the air when they make wage claims' (p. 392). Since those claims were 'entirely subjective,'
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the price Ievcl was in fact unpredictable. Inflation in this eontext \';as triggered by 'absurd ....."ge daims:

The nature and extent of sueh daims were grcatly alTected by slow changes in what Wiles caUed the

'national character':

ln nations where govemments mainly suceeed cach other by coup d'é!al wc must
expect wild conduct at (or under) bargaining tables. ln a natioe where the national
character is p1ainly changing - rising crime, sex-and-drug permissivencss. less
self-discipline in dress speech and deportmenl, less respect for bard work. less religion,
loosening of the nudear family, breakdown ofa deferential cIass structure, etc.. etc. 
wc must aIso expeCl less restraint at the hargaining table, less concem for
consequences. (p. 392)

Weintraub (p. 63) maintained that bis explanation for rising Moncy incomes was nOl a 'blanket

indiament' for workers. It was merely a 'recognition' of faets. Wiles (pp. 392-3) was similarly cautions:

'1 do not disapprove peT se of Most of the changes listed. quite the contrary; he insisted. His only daim

was that 'good or bad. they raise priccs.' This emphasis placed on the primary role of workers in

generating inflation is disturbing. Our eoncem is not with ideological overtones but with shaky

conceptual foundations which wc now tum to examine.

Weintraub (pp. 54-5) distinguished belWeen 'wage inflation; which oceurred when the rate of

change in w exceeded the rate of change in A, and 'profit inflation,' which took place when the value

for k was rising. The aggregate data indicated thatthe w/A ratio bas been rising while k has remained

stable and. aeeording to Weintraub, this empirical evidence vindicated his thcory of 'wage inflation,'

while refuting counter-proposition of 'profit inflation: Unfortunatcly, the proof was based on

inconsistent definitions and was henee quite invalid. Throughout his book. Weintraub had repcatedly

strcssed that, because the average markup was mOre or less stable, 'wage inflation' had practicaUy no

eITect on the aggregate distribution of ineome belWeen workers and business firms. 'One way and the

other,' he wrote, 'the wage sbare holds constant while inflation is recOrded; rcal incomes, to be sure, still

follow the productivity course' (p. 64). 'If the dass struggle is the relentlcss issue,' he addecl, 'the war

is fought over the wrong things in the wrong place and thé wrong time,' for '[alfter the smoke dears the

only change is in P' and 'Iabor wins nothing' (p. 110). But if there was no redistnoution of income,

Dominai ~g=-éiJid1iiùfï:s must have been increasing al the same pace, sa bow could Wcintraub insisl

there was only 'wage inflation' and no 'profit inflation'?
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The answer 10 Ihis queslion is quile simple. Weinlraub mistakenly employed the term 'profit

inflation' where alternalive expressions sueh as 'markup inflation' or 'income-share inflalion' wouid have

heen appropriale. Il is ralher trivial that if inflation has no marked effect On the distnoution of income

between firms and workers, the markup of priee over wage cos! must remain relatively stable. Indeed,

if the markup does not change. Weinlraub's 'wage inflation' cao he porlrayed as the mirror image of

'profit inflation.' To illustrate Ihis point, wc rewrite Equation (5) in the following way:

(Sa) Y = 1· II . N ,

where Y denotes ineome, N is employment, II is the average non-labour ineome ('profil') per employee

[sueh thal II = (Y- wN) 1NI and 1 is the average 'markup' of priee over unit profit, or the reciproeaI

of the share of profit in total income [sueh thatl = Y 1 (Y- wN»). Dividing both sides by Q, wc obtain

(6a) P = 1· II 1A ,

and so

(7a) (AP 1P) = (Ail IIl)- (AA 1A) + (Ali 1).

ln refcrcnec to his own model as expressed herc in equatioDS (5), (6) and (7), Weintraub (p. 45) wrote

that

[b)y positing (1) k =1, or Ak =0, primarily year-to-year as rcenforeed by faetnal
evidcnce, and (2) imputing causaI significance from rightto left, from unit labor coolS
(wIA) to P, the truism is transformed into a theoretieaI conjecture.

This same rationale, when applied to equations (Sa), (6a) and (Ta) with proper changes in the variables,

yields the following explanation:

By positing (1) 1 = T, or Al = 0, primariIy year-to-year as reenforeed by faetual
evidence, and (2) imputing causaI signifieance from rlgbtto left, from unit 'profit' Ql lA)
to P, the truism is transfonned into a theoretieaI conjecture.

Based on this revised reasoning. it would seem thatthe recent 'unruly income binge' stemmed Dol from

workers' excessive demand but rather from the persisting 'profit push' of businessmen! How do these
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two interpretations differ? Under 'wage inflation' tbe incrC3SC in unit labour COS! occurs first. Il reduces

the markup of priee over unit labour COS! and tbis lcads to a subsequent priee incrC3SC wbicb restores

the markup to ilS prc>ious 'normal' leve\. Under 'profit inflation' (not to bc confused "itb 'markup

inflation'), tbe order of cvcnlS is rcvcrscd. F= there is a priee incrC3SC and a reduetion in 1. This is

followed by a wage incrcasc wbicb raiscs unit labour COS! and restores 1 to ilS previous 'normal' le\'C\.

The {Wo proccsscs differ in thcir causal sequence, yct this difference is not always =o;y to idcntify in

practicc. When priees and wages change only occasional\y, wc May bc tempted to use empirical

observations as evidence for causality. During pcriods of inflation, bowcvcr, wben priees and costs chase

cacb other in a sccmingiy cndIess spiral, cause and effeet are wclded into a c10scd circle and cao no

longer he distinguisbed by simple empirical observations.

Weintraub May bc right in arguing that labour demands rather tban profit aspirations provide

the continuons spark for inflation. Yet, sucb a proposition cannot bc proven by showing (as he

allempted to do in Figure 3.4 on page 56 of bis book) tbat tbe wage rate has bcen rising while the

markup of price over labour cost remained stable. Using tbe same methodology, wc can show that unit

profit was rising while tbe share of labour ineome remained stable. We can tben take this as evidence

that there was only 'profit inflation' and no 'wage inflation.' Clcarly, botb of tbcsc 'proofs' are

inadequate in dcaling witb a non-observable causal sequenee. Changes in tbe markup can bc uscd to

illustrate the consequences of inflation but, in tbemselvcs, tbey provide insufficient information about the

causes of inflation. Workers can initiate tbe process witb tbeir 'excessive' wage demand..< and end up witb

the same income share they started with. Similarly, firms cao push priees in the hopc of raising their

profits, only to incur even larger wage incrcascs wbieh, eventually, reduce their profit markups bclow

their original levels!

Given that ex-post markups provide Jillie causal evidenee, the essence of Weintraub's theory of

'wage inflation' is redueed to a simple a priori presumption about enterprising workers and inert

businessmen. Like many other strueturalists, Weintraub is a\so convinced that, whereas workers take

initiative, businessmen merely 'aet to protect tbeir own profilS from bcing erodcd, and counter by raising

administered priees directlyafter tabulating the wage pressures' (p. 64, emphases added).
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The contention that pricc inflation is unlikely to cmanate from a 'profit push' is quite pcrvasive.

Bronfenbrenner and Holzman (1963), for cxamplc, dcvotcd less than one page of thcir 68-page 'survey

of inflation theory' to that possibility. Invoking the authority of Haberler (1959) and Hague (1962), they

explained that

a profit-push is h1<c1y to he smaller than a wage-push partly hecausc profits constitute
a smaller part of pricc and hecausc sucb a push is more likcly to he 'oncc and for all,'
whereas wage-pushes arc more likely to he continuous. (p. 622)20

More than a decadc laler, Laidler and Parkin (1975) found the question of 'profit-inflation' sufficiently

marginalto condense its discussion even further, into a 2-line footnote. No referenccs wcre provided by

Laidler and Parkin for, in their opinion, the issue has remaincd largely unexplored:

[A) question which has bcen raised but not answered is: do monopolistie fmns exert
an independent push on priccs in a similar manner to that in whicb it is suggcsted that
trade unions affect wages? (p. 766fn)

A1though the literature on this question is indeed limited, it is quite important for our purpose and

dcscrves more than a passing comment. Most explanations examined in previous sections shared the

explicit or implicit assumption that oligopolistie pricing practices merely transmit inflation and do not

aeate it. In this section wc look at alternative theories whicb focus on the primai role of oligopolistie

initiative and profit. The works of Blair (1974), Eicbner (1973) and Kotz (1982) are partieu1arly

interesting and we eonsider them in turn.

The empirical literature on pricing praetiees eommonly suggested tbat oligopoly pricc leaders

set 'full-cost' priees in order to meet tbeir target rate of retum as a long-term average. The 'full-cost'

pricc was set so tbat sale rcvcnues would cover alI costs and target profit wben the company was

producing its 'standard' volume. Assuming tbat the average volume ovcr the cycle wou1d equal Ibis

predetermined 'standard,' the eompany could ignore transitory cbanges in demand and still achieve its

Jong-term objective for profit. This practicc seemcd to explain why oligopoly priccs dcclined Icss than

competitive priccs in recessions and rose less in expansions. Sincc the carly 195Os, bowcvcr, oligopoly

20 Sec Scherer (1980, p. 353) for a similar expression of tbis view.
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priees tended to rise not only in expansions, but also during recessions, and this latter 'perverse priee

llexibility' eould not he easily explained by the long-run target principle. As an alternative, Blair (1974,

p.468) suggested a 'short-run target retum model,' where a priee leader would 'scek to attain its target

objective not simply over the long run, with good and bad ycars averaging out around the target, but in

each year: This change of emphasis was significant for pricing praetiees:

ln most manufaeturing industries, of course, demand and thus volume do not remain
unchanged over any considerable period of lime, and it is when output is falling helow
the standard volume that oligopolistie priee hehaviour assumes its most anomalous
form. An explanation therefore requires something more than a simplistie adjustment
of priee to relleet cost changes at a constant volume; it also must relleet the effeet of
changing volume on coslS, profit margins, and priee.

What was the relation hetween total unit eost and capacity utilization for a typical oligopoly? Blair

argued that, as capacity utilization increased, total unit cost deereased eontinuously until a eerlain

'turning point' -- say 90 percent of capacity -- was reached. When capacity utilization surpassed this

point, unit cost started to rise. This partieular hehaviour for tolal unit cost resulled from the separate

effeets of changing volume on the cost of materials, labour and overhead. As output inereased toward

the 'turning point,' the eost of raw material per unit remained unehanged. Unillabour cost, on the olher

band, tended to fall, hecause inereases in ,)utput levels raised labour produetivity. Unit overbead cost

also declined as total overbead expenses we,e spread aeross a larger output. Beyond the 'lurning poinl;

ail tbree elements of unit eosts started to risc. This oceurred hecause very high rates of capacity

utilization wcre usually associated witb an overall eeonomie expansion wben tight markets for raw

materials, labour, and capital broughl bigher faelor priees.

Aeeording to Blair, lbe 'slandard volume' for lbe oligopolisl was lypically lower tban lhe

'lurning poinl' in unil coslS, say al 80 pereenl of capacily. In a reeession, wben oulpUI fell helow tbe

standard volume (for example, to 70 pereent of capacilY), tbere was a narrowing of profil margins and

a sUbstanlial reduelion in total profit hecause bolb lbe markup and sales volume bave declined. In ordor

for the firm 10 realize its sbort-term profit largel, the priee bad to he raised. Furtbermore, tbe new

profit-markup must he bigher than hefore hecause lbe profit target bad 10 he allained al a lowcr volume

of sales. If operating volume eontinued 10 fall, lhe firm bad to raise its priee again.21 While priees

21 Blair slressed tbal a priee leader would usually wail unlil il was convineed tbe dccline iD the
markup was nol sbort-Iived. ConsequeDlly, priee increascs were not CODliDUOUS and bappeDed iD 'sleps.'
This kind of priee hebaviour was eonsislenl wilb numerous observalions made sinee tbe publicalion of
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tende<! to rise in rcecssions, they did not fall in expansions. lnstead, they eitber remained constant or

increased. Starting from the 'standard volume,' an increase in capacity utilization caused unit cost ta fall,

but this did not induce a price reduction. Although the short-run target-pricing principle wouId bave

called for a lower price, tbe danger of triggering a price war was too serious ta be ignored. Under these

circumstanees, the price leader wouId not lower the price and let its prolit markup rÎse. Tbe increase

in prolit margins and tbe fear of 'spoiling the expansion' wouId in turn work against temptations ta ride

the tide and raise priees. As a consequence of these countervailing forces, priees during the carly stage

of expansion would tend ta remain stable. When output continue<! ta rÎse beyond the 'turning point,'

however, cost started ta increase, putting a squ= on profit margins. If the squeeze became sufliciently

severe ta endanger the attainment of target, priees would be raised.

The implication of this model eontrasted with eonventional views about structural inflation. ln

reviewing some of the strueturalliterature, Beais (1975) concluded that the relative price inflexibility in

eoncentrated as opposed to atomistie industries oceurred in both the upward and dOWDward directions.

Although prices in eoncentrated industries fellless than atomistie priees in recessions, they also rose less

in expansions and this, aecording to BeaIs, implied similar long-run behaviour for the two series. Blair

rejeeted this conclusion because, in his model, oligopoly priees did not fall at ail. Both competitive and

oligopoly priees tended to rise during expansion, but while competitive priees changed their course and

fell during reeessions, oligopoly priees continued ta increase. According ta Blair (p. 466), this divergent

price behaviour meant that, over the long-run, competitive priees would change by very little whiJe

oligopolistie priees would display a pronounced upward trend (p. 466). Ta support bis argument, Blair

demonstrated that over the cycle extending between Deeember 1969 and December 1971, priees in

concentrated industries (having a 4-lirm concentration ratio higher than 50 percent) increased by 8.7

percent, while priees in atomistie industries (having a 4-fl1111 concentration ratio lower than 50 percent)

declined by 0.1 percent. Hence, eontrary ta common beliefs, the model and evidence seemed ta suggest

that the impaet of oligopoly on long-run inflation was far from neutral. lndeed, according ta Blair, the

very cause for Iong-run inflation tendencies was tbe uncompromising exertion by oligopolies ta meet

their prolit targets during reeessions.

Means' original study.
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A closer look at Blair's conclusion reveais a certain inconsistency with bis original assumptions

about oligopolistic pricing practiees. Given that oligopolistic industries usc inputs produced in

competitive industries, the cost of such inputs must enter into the oligopolist' calculations. If, as Blair

concluded, priees of those inputs remained relatively stable ovcr the long run, while priees for oligopoly

output experienced a long-run rise, the rate of retum for oligopolies could not remain 'on targct' as

hypothesized and must increase. This inconsistency could be easily resolved, however, if we recognizcd

that the long-term upward trend in oligopoly priees spelled a positive trend in cost for competitive

industries. These cost increases should then lead to at least some positive trend in competitive prices.

Given these observations, a more plausible conclusion should be that both oligopoly and competitive

priees would rise over time, only that the long-term rate of increase for oligopoly would outstrip that

of atomistic industries. The criticisms do not change Blair's basic conclusion, however. Even when the

long-term trend of ail priees is positive, the source of that trend is the anomalous price behaviour

exhibited by oligopolies during recessions.

It should be noted thal, although Blair emphasized the role of oligopoly profit in the onsct of

inflation, the role he assigned to oligopoly fimlS was largely passive. Such firms changed their priees in

response to changes in unit costs and they did so in order to meet sorne 'predetermined' target rate of

retum. Blair did not talk about 'profit-inOation,' perhaps because he implicitly assumed thatthe size of

the profittarget affected only the absolute level of prices and nottheir rate of change. Interestingly, this

common assumption - while valid for long-run target rate of return modeis -- was incorrect for the

short-run version developed by Blair. In the former case, the firm aimed to meet its target at sorne

'standard volume' and, hence, the impact of 'normal-cost' inOation on price inOation was indeed

independent of the target rate of retum itself. Wben the firm tricd to meet its profit target profit in the

short run, however, the size oftarget exerted a positive impact on the rate ofinOation, partieularly when

price increases occurred as a result of declining demand. To illustrate tbis point, consider a fll1ll whieh

produces 100 million units of a certain good at a unit cost of $1. Suppose further that the short-run

target for profit is $100 million, so the firm needs to cam a profit of $1 per unit and, hence, the price

is set at $2. Now eonsider a fall in volume to 50 million units with an accompanied rise in unit cost to
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SI.5. At this lower volume, the firm would need $2 in unit profit in order to meet its short-run target

and it would increase its priee by 75perrenlto $3.5. Suppose now !hat instead of SI00 million as a short

run target for profit, the firm wanted to carn a higher profit of S200 million. In that case, the original

priee would have been $3 (SI for unit COS! and $2 for unit profit at output of 100 million) and this would

be increased by 83 perr:enl to S5.5, after the fall in volume (SI.5 for unit COS! and $4 for unit profit at

output of 50 million units). In other words, the higher target led to a higher increase in priee. It is

interesting to note that in a mueh carlier paper, Blair (1959, pp. 442-4) emphasized this impact of the

short-run profit target on inflation. Drawing on the then-popular examples of V.S. Steel and General

Motors, he suggested that altempts by these corporations to aehieve their target rate of retum at lower

operating volume were equivalent to an increase in the target itself. In other words, 'perverse priee

flexibility' during recessions was at least partly affected by 'profit inflation.'

The view that increases in profit targets were the primary spark of inflation was explicitly

developed by Eiehner (1973; 1976). The key toward understanding how oligopolies affected inflation, he

argued, was the 'plus' factor in their cost-plus pricing formulas. In his opinion, empirieal evidenee,

partieularly the hearings of the Kefauver Commiltee and the study by Kaplan, Dirlam and Lanzillolti

(1958), e1early indicated that

the pricing deeision, when some degree of market power exists, is u1timateiy linked to
lhe investment decision; lhal indeed, under the cireumstanees, priees are likely to be
set so as 10 assure the inlemally generaled funds neeessary 10 finance a frrm's desired
raie of capilal expansion. Il is lhis insighl whieh makes it possible nOl only to provide
the long-missing delerminale solution to the oligopolislie pricing problem bul a1s0 10
reinlegrale micro wilh macroeeonomie lheory. (1976, p. x)

How eould this insight into lhe link between investmenl plans and lhe priee level explain the onsel of

inflalion? Aeeording to Eiehner, lhe answer could be found by exploring how large frrms fmaneed an

expansion in lheir investmenl projeets. An increase in inveslmenl by sueh frrms could be fmaneed

extemally or inlemally. Addilional exlemal funds (over and above what was currently available) could

be obtained by issuing new equity or by borrowing. The cost of sueh funds were determined by

prevailing raies of interest. Additional funds could aIso he obtained intemally.byincreasing the flow of

profil This was done by raising the priee (and the markup) above their previous level. The 'cost'

involved wilh lhis lalter melhod were more diffieull to ealeulate and depended on the dynamie

consequences following the priee increase. The inilial impact was a rise in revenues and profits over
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their previous levels. With the passage of time, howcver, rC\'Cnues and profits wcre likely to decline•

mainly because consumers substituted for alternative produas and a1so becausc new firms, lured by

higher profits, entered the industry and redueed the market shares of cxisting fmns. Eventually, profil'

would drop below the original level prevailing prior to the priee incrc:asc. Thcsc 'foregone' carnins-.

constituted the implicit cost of raising internai funds in the manner described. Gi\'Cn that the f10w of

both internai funds and implicit cost could be reasonably idenùlied, the company could compute the

implicit rate of interest associated with such fund-raising policy. This rate would be equal to the ratio

of funds 'Iost' in latter periods (properly discounted) to funds 'raiscd' in carly periods (properly

discounted). Note that the implicit rate of interest was nOl flXCd and tended to incrc:asc with the amounl

of additional internai funds. The reason was fairly simple: progressive increases in the markup would

yield diminishing returns in terms of additional funds being raised while, at the sam~ time, aggrav~te

the effeet of substitution and entry on subsequent foregone earnings.

In deciding on its method of financing, the firm would chose the least eostly method, namc1y

the one with the lower rate ofinterest. This choice, aeeording to Eichner, could explain the link between

investment and inflation. While the minimum rate of inter",;t on external funds was generally flXed at

some positive rate, the minimum implicit rate ofinterest for internai funds was zero and incrc:ascd wilh

the ::mount of desired funds. This assumption was crucial. It meant that, up 10 a cCllaill poilll, raising

the markup was cheaper than raising external funds. Consequently, higher investment would be at least

partially financed by higher profit and that called for higher priees. This was how growing investmenl

sparked inflation. Eichner (1973, p. 1195) emphasized bis model did not explain the priee level for this

was 'historically determined.' Il only explicated the 'change in the margin above eosts from one pricing

period to the next.' This, he argued, was quite sufficient to resolve the issue of oligopolistie priee

movements, particularly after we took into account concurrent increases in wage rates which turned the

original 'profit-push' impetus into a wage-priee spiral.

Echuer developed bis model before the severe stagflation of the 19705 and carly 1980s and

hence tended to view inflation as a growth phenomenon:

A ehange in the secular growth rate will, according to post-Keynesian theory, require
an increase in the aggregate savings rate. As the 'cost-plus' pricing model just
elaborated suggests, this increase in the aggregate savings rate is most likely to be
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achieved through an increase in the margin above eosts set by priee leaders in the
oligopolistie sector, the higher priees then being matched by the other firms in their
respective industries. (1973, p. 1197)

Stagnation, on the other hand, tended to aggravate the inflationary process:

because the direct o. 'out-of-pocket' eosts of production account for only part of the
priee, the internai savings being gcnerated in the form of cash flow will be highly
sensitive to any differenee between the expected sales volume and the actual sales
volume. What this means is that while priees in the oligopolistie sector will be set so
as to achieve a balance between planned savings and investment, actuaI savings and
investment are quite \ikcly to diverge depending on the ex1ent to which the economy
bas been pushed off its secular growth path. (ibid.)

Yet, this incorporation of stagnation into the framework is rather foreed. According to Eichner, large

fums which found thcir fmancing plans hindered by unforsecn stagnation, would increase their markups

again in order to obtain the still-missing capital This scenario may be relevant when stagflation is

viewed as an occasional dent in a vigorous trend of long-term growth, but it is not highiy plausible for

a period of prolonged stagnation. Large corporations arc simply unlikcly to pursue aggressive

expansionary policies under the latter cireumstances. Sinee inflation in this model is generated not by

investment but rather by an increase in investment, Eichner's explanation must be viewcd as inadequate

for a protraeted period of slump.

The works of both Blair and Eichner were criticized by Kotz (1982), primarily for their

treatment of the 'profit motive.' Elair's model was found to be deficient for severaI reasons. FlTSt, it

assumed that firms had the power to raise their priees but waited for recessions in order to exercise il.

Blair explained this behaviour by arguing that, during expansions, fums wcre merely seeking

'satisfactory' profits but this was not very persuasive, according to Kotz. Second, the proposition that

firms 50ught to achicve S/lort-tcnn targets was at odds with empirical evidenee about large fums in

concentrated industries. Finally, the size of the target profit and ils determinanls wcre left unspecified.

Eichner overcame some of these shortcoming by emphasizing long-term investment strategies, but bis

model was stm deficient because it explained only changes in the markup and not the markup itself.

Aceording to Katz, Eiehner also left open the question of what eaused fmn.~ to suddenly seek a faster

expansion.
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Kotz agreed that target·retum pricing was a dominant practice in the oligopolistic sector but

ÏDsisted that, by itself, this practice pro\ided only a partial basis for inflation thcory. In order to 'closc'

the mode\, he argued, we must also explain the target itself. In bis search for 'determinacy' (to use

Wùes' term), Kotz then brushed doubts which haunted the Iiterature since the late 19305 and suggested

wc reeognized - as most Marxists and neoclassicists did - that capital was 'always seeking the maximum

possible profit' (p. 3). There was, of course, some ambiguity regarding uncertainty and time spans but,

in bis opinion, the 'rough idca of pursuing the maximum possible profit, over some suitably defined

long·run period, does seem applicable to large corporations.' Given tbis presumption, the task now was

to explore the objective determinants of this 'maximum possible profit' and how they affected the

inflationary proeess.

Kotz constructed bis modc1 for inflation using the eommon dual·market framework for

monopolyZ! and competitive industries.23 Monopolistie industries enjoyed higher rates of profit than

their competitive counterparts for IWO rc1ated reasons. First, firms in the monopoly sector colluded to

set their priees above comparable competitive levels and, second, the resulting profit differential. wcre

maintained by barriers to entry. Accordir:g to Kotz, the general relationship beIWeen the rates of profit

in the IWO sectors could be reduced to the following expression:

(1) (100 + 'm) / (100 + 'e) = /j ,

where ,m was the percent rate of profit in the monopoly sector, 'e was the percent rate of profit in the

competitive sector and /j was the 'height of entry barriers,' a 'structural variable that determines the

extent to which a monopolist can gain extra profits' (p. 6). According to Kotz, this variable, which

denoted the 'degree ofmonopolypowe,,' closed the 'critica1 gap' in markup-pricing theories for inflation.

22 The noun 'monopoly' is used by Kotz in reference to both oligopoly and monopoly. We follow
the same convention in this section.

23 Unlike many other inflation theorists, Kotz (p. 14, note 8) explicitly recognÏ7.ed the alternative
dual·market framework based on firms rather than industries. The laller framework was preferrcd
because priee was seen as an 'industry variable: (In the second part of this work, we argue to the
contrary, that inflation is an enterprise·based phenomenon.)
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Givcn the rate of profit in competitive industries (TC) and the height of entry barriers (5), the maximum

allainable rate of profit for monopolistie firms was given by the following expression:

(la) Tm = 5 (100 + TC) - 100,

Any allempt to obtain a rate of profit higher !han rm would invite entry and defeat its own purpose.

Sellling for a lower rate, however, was equally irrationa! for more could he gained under the

circumstanccs. Thu.", according to Kotz, monopolistie lirms would set their target rate of return (trm) to

equaJ the maximum allainable profit (rm) and, hence,

(2) /Tm = 5 (100 + re) - 100.

Given this target, the implications for pricing were straightforward:

(T)he monopolist, in order to gain the maximum profit rate compatible with deterring
entry (and thus the maximum profit rate that is sustainable over the long run), would
follow the 'Ii...it pricing' principle: it would set the priee just helow the level that would
induee entry. (p. 6)

Kotz was carefulto stress that, sinee entry was associated with long-run rather than short-run 'excess

profit: the target rate of retum would he peruscd as a long-run goal. Consequently, the 'limit priee' set

to cover 'full-eost' would not he sensitive to temporary fluctuations of the actuaJ rate of profit around

the long-run targe!.

According to bath Kotz and Eiehner, inflation was ignited when monopoIistie firms increa:.ed :

their target rate of profit. But while for Eiehner the increase in profit targets occurred in the contex!

of long-term groWlb, Kotz viewed sucb increases as rcsulting from long-term stagnation. Following
.',

.'
'limit-pricing' practiccs, large oligopolies would increase their priees when long-run barriers to entry

tended to rise and that, in Kotz's opinion, occurred during 'Iong-run crises..24i.>uring a prolonged, ~

expansion, the creation of additional capacity by new C"'h'ants was"rài:llitated because demand was

~

'o··

24 Kotz (p. 9) distinguished sucb crises from short-term reecssions. 'In addition to the short-run
business cycle: he wrote, 'capitalism appcars to undergo long waves of activity, with prolonged periods
of relatively vigorous accumulation a1temating with prolonged periods of feeble accumulation. We will
refer to sucb deprcssed periods as "Iong-run crises."'
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growing. This was no longer the case during a long-run s1ack. With an inveterate Slagr.ation in demand•

new entranlS could find buyers for their output ocll' bY luring them away from existing oligopolies and

tbis was mueh more diffieclt to do. The retaliatory power of establisbed lirms and the will to use it

against intruders was greatly enbaneed under thase latter eireumSlanees. Furthermore. linancial

institutions, who were deeply i'1Volved in fmancing the monopoly sector and benelitted from ilS higher

rate of profit. were unlikely to support new entry whieh could further aggravate an already difficult

situation. Hence, 'the constraint whieh selS an upper limit to monopoly priee is lcosened in a period of

stagnation' and SÏDee 'the entire monopoly sector eapital fmds that entry barriers rise as a consequence

of the crisis ..• the response is to raise monopoly sector priccs' (p. 10).

The theory explained·how a long-run crisis prompted monopolistic firms to mise their pricc

markups. This initial price-spark tumed into a general process of jnflatjon. first beeause it induced

subsequent increases in both competitive priccs and wages and, second, beeause banks and the monetary

authorities, reluetant to aggravate the crisis, were driven to accommodate inflation with expanding credit

and money. Inflation was not a stationary process, however, and ilS nature and intensity tended to

ehange as the long-run crisis lingered.

Beyond the 'front window' of changing priees, Kotz explained, inflation acted to redistribute

income between monopoly firms, competitive firms and workers. The inflationary process began beeause

monopoly firms attempted to use their inereased 'degree of monopoly' in order to obtain higher rates

of profilS. Sinee monopoly power was defined in differential terms, these higher rates of prolilS could

be attained only through a redistn"bution of income from the competitive sector or the working class.

Workers and competitive firms 'resisted' to this attempted redistribution by raising their own priees, but

given the inerease in entry .-:'rriers, their counter-strikes could only prolonged the process of

redistn"butioD, not prevent it. As the inflationary spiral continued, the superior power of monopoly firms

would s10wly manifest ilSc!f in higher rates of prolit and, asthose rates approaehcd the maximum set

by entry barriers, the inflationary process would wane. In tbis way, redistribution acted to lessen the very

inflation whieh ereated it. There was aJso another, perhaps more important link between redistribution

and inflation. Sinee the tum of the eentury, the competitive sector has been continuously shrinking
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relative to the monopoly scctor, primarily duc to the ceasclcss proccss of capital concentration and

centraJÏ7.ation. As the 'income requirements' of monopoly fmns incrcascd and the 'income base'

provided by competitive nrms decrcased, the rcdistn1>ution via inflation bctwccn the two scetors bccame

incrcasingly harder to auain. Thus, while individual inflationary cycles may die down, 'the tendcncy for

monopoly pricing to ignite inflation during prolonged stagnation grows strnngcr and such inflations

bccome longer Iived' (p. 12).

Kotz's emphasis on profit inflation and rcdistn1>ution is highIy iIlumin.ating, but bis central

strueturalthcsis contains a potential methodologicaJ flaw which mç,;t he addrcsscd. According to Kotz,

the variable S summarÏ7.cd the eombincd influence of ail factors affeeting the case of entry into the

monopoly seetor. He aJso insisted 'that S could he cstimatcd from data on 'cost differcnccs' or the 'risk

of failure of large scale entry' (p. 6). Given Kotz's rcasoning, one would cxpcd: that the ratio of profit

rates in the monopoly and competitive sectors he afune/ion of entry barrîersS, but in Equation (1), this

ratio is wriuen as heing equal to the height of thosc entry barriers. For Kotz's mode!, a numher of

implications fo11ow.

Ifwe retain the identity of Equation (1), the theory bccomes a simple tautology. We ean replace

Equation (1) with a funetional relationship, but tbis does not solve the problem either. Consider, for

example, the relationship exprcssed in Equation (lb), where the ratio of profit rates is a function of

barriers to entry:

(lb) (100"'- Tm) / (100 + Te) = f(S) + U ,

"" where u is an unknown error tenn refieeting the combined influence of 'other factors' on the profit-rates

di!ferentiaI. This fonnulation is stiIl problematie becausc Kotz (Il. 6) dermes S to include any element

"hi~l affects barriers to entry, including those 'whosc source is unspecified.' ln other words, any

institutional or technical feature suspeeted 'of having an effcet on entry barriers could he included as a

component ofS.We may bè able to find numerous "ariables whose values increased during the 19705

and carly 198Os, and whieh display a positive correlation with the left-hand side of Equation (lb).
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Dcsignating i~'=~ variables as charriers to cntry/ bowc\o-cr, remains quitc axiomatic.

Even if wc cao somehow overcome these dilIieulties, the signifieance of profit maximization in

this context remains unclear. Note that both Equation (1) or ils alternative, Equation (lb), are specificd

in terms of actuaJ rates of profit in the [Wo sedors. The equations suggest that barriers to entry affect

the actual rates of profit, but they say nothing about the l'7ItUimum rates. In tbis light, the move from

Equation (la) to Equation (2) implies that the 'target rate of profit' for monopolistie firms is equallo

whatever their actual rate of profit happens to bel The possibility that higher rates of profits are

attainable in principle yet are not attained in praetice is simply assumed away. Hence, it seems that

despite his other insights, Kotz failed to fill the 'eritieal gap' in structural theories for inflation, and the

target rate of return remains elusive as ever.25

~7 AnaIR~ar~

Structural theories for inflation overCOme the distaste of Macroeconomies for rcal structures and

institutions. Facets of economie reality which macroeconomists May regard as unfortunalC

'imperfections' often constitute basic building blocs to structural theorists. The rejection of perfect

competition and the resort to alternative framewor~ have enabled structural theorisls to unveil and

analyze important aspects of modern inflation. Yet the structural approach is still limited in certain

important respects.

Arst, Iike macroeconomic theories, structural explanations for inflation are also built around

'ideal type~' for eeonomie actors. MacroeconOl;:;:;ts May preier to sec inflation as arising from actions

of 'short-run profit maximizers,' while structural theorists Iike to emphasize the role of businessmen

seeking a 'target rate of retum,' firms that follow 'full·cost conventions,' or giant corporations whieh aim

to 'maximize their long.run profits subject to entry barriers.' Theories of inflatio" depend erucially on

the way they Ircat individual motivation. Thus, the similarity among alternative Macroeconomie theori,,:;

should not be surprising in light of their common assumption about 'profit maximization.' Structural

25 For other eriticisms of Kotz's model, see Foster-<1985). A reply i. given.in Ko:z (1985).
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cxplanalions, on lhe olher hand, are mueh more helerogeneous bccause structural thcorists oCten

disagree on whal molivales economie actors. Given thal !te fundamenlal difference belWeen structural

theories eoneerns the issue of individual motivation, the initial ehoice among alternative cxplanalions

should be bascd on the relevance of their motivationaI assumptions.25 AIas!bis is casier said !han done

bccause the 'truc' psyehologicaI drives behind cconomie behaviour cannot be obscrved! The axiomatie

substitution of 'idcal types' for actuaI human beings mcans !hat the structurai Iiterature is not immune

from lhe presence of myth.

The structurallilerature is limiteè in yel another way. Note that while structurai theorists rejcct

the universal validity of perfect competition, lhdr cxplanations are still based on the existence of

equilibrium between desired and actual outeomes. For those theorists, economie outcomes are not

neecssarily stable but they do reflect the chosen positions of economic actors. Consider for instance

Blair's modcl for inflation, in whieh oligopolies are mOlivated by their dcsire to obtain a 'short-run

target raIe of return.' When demand drops, lirms should increase their priees in order to maintain their

short-run target for prolit; but the expected incrcase in priees will occur only if fmns are indeed

succcssfui in aehieving thdr goal In other words, the thenry would provide rcasonable predictions

rcgarding the effeet of stagnation on priees only when ftrms aehicve an equilibrium between their

desire; and actual raIes of return. Another illustration is provided by the 'normal-price' literature. Here,

inflation occurs when lirms apply their desired flXed markups to whatthey perceive as 'normal cost.' Put

somewhal differenlly, inflation ensues when lirms fullil their desires. Because they rcly on motivational

hypotheses, ail of the structural theories examined in tbis cssayassume an equilibrium between dcsired

and actual outcomes. Naturally, whenever eeonomie agents fail to fullil their goals, in other words, when

there is a 'discquilibrium' belWeen desires and outcomes, the theories break down.

'----
Note that wc 'do not suggest that human drives do not affect cconomie outcomcs in generaI or

inflation in partieul..r. On' ihe contrary. AIl economic phenomena are Sllcial and, as sueh, they always

result from human desires. Wc do say, however, that the present rcsôrt by theorists to individuaI

motivation of 'idcal types' may not be the mos! fruitful way of apprôaching the question of inflation. The

œ Despite Friedman's perspective on unrealislie clements.
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focus on indi\idual motivation as a basis for theory requires that people do not ailer their eeonomic

goals or that changes in those goals be mo\\n to researchers; it demands that economic agents share

simi\ar aspirations so that they could be approximated by 'ide.;! types'; it a1.<;Q necessitates that agents

sucœed in achicving their tar;;ets. 10ese arc extremely rigid requirements. ln our opinion, such

presuppositions may be useful in cxamining narrow aspects of our complcx reality but they should not

constitute the methodologica1 basis for wider analyses. It is our belief that a broad invc..o;(igation of

modem inflation must a110w considerable heterogeneity in the prom~ of economie actors; instead of

stipulating universal 'idea1 types' acting in some preseribcd regu1arity, wc must dcscribc ac/Ua! bchaviour

and seek to identify how i~ changes. If, like Georgeseu-Rocgen (1979) claims, broad economic

phenomena emerge from a process ofqualitative change, wc must look for thase changes which underlie

the process of innation. ln the presence of continuous innation, we cxpect that bccause some eeonomic

agents fulm their goals, many others remain 'frustrated: To eharaeterize such process as a movement

from one chosen equilibrium position to the nex! may be quite unhelpful. These eoneerns must bc

addressed if we want to beuer understand the broader causes and implications of innation.

/).- .... '
,~~
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CHAPfE"'. 5

PRICE AND QUANTIlY MEASUREMENTS:

THEORETJCAL BlASES IN EMPIRICAL PROCEDURES

So far in tbis work, we have dwelt in some length over the causes of inflation and

unemployment. Ultimately, the debate revolves around the priees and quantities of eommodities. The

main question is why these attnoutes tend to change. The issue ofhow they change, on the other band,

seems far Jess contentious. Ofcourse, there is some disagreement on this latter question, but that mostly

pertains to the adcquacy of various measurements for different theoretiea1 problems. When considered

in isolation, the measurement of prices and quantities is eommonly viewed as an empiriea1, relatively

objective procedure. This conviction is DOt inadvertent. Aceording to Einstein (ml, p. 66), 'The belief

in an external worJd independent of the percipient subject is the foundation of all science." If

eeonomics is to be considered a science, it, too, must be dealing with factual matter: its theories should

be tested against objective data and hence the measurement of such data must, whenever poSS1ole, be

sufficiently independent of the theoretiea1 debate itself. For instance, an increase in the list price of

passenger cars can be explained by changes in tastes or tcehnology, which affect demand and supply

in a perfectly competitive market. Il could also be rationalized by resorting to changes in producer

mark·ups under conditions of oligopoly. However, both tbeoretiea1 approaches are tryicg to explain

changes in tbe same statistiea1 price series. Similarly, a tbeory empbasizing rational expeetations cau

argue tbat the business cycle results from a particular lime·series proeess, while a theory that stresses

institutional aspects cau explain the cycle by changes in the rate of profit - and bere, too, proponents

ofboth theories will probably use the same statistiea1 series for rea1 GNP as their principal variable of

interest. List priees of passenger cars in tbe fll'St example and rea1 GNP ligures in the second illustration

are deemed adequatc precisely because tbeir measurement is belicoJCd to be sufficiently independent of

the corresponding thcoretiea1 debates.

.' Citcd in Feuer (1974, p. 352).
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The presumption oftheory-neutral mcasurement seems adequate in simple abstract cases when

the 'commoditi being considered remains unaltered. In sucb cases, it is then sufIicient to eount how

many units wcre produccd in caeh period and to observe the priccs at whicb tbey were sold. For

instance, suppose Ford Motors produccd 100,000 Mustang cars at a unit priee of $10,000 in 1975 and

manufactured 150,000 units at a priee of $14,000 per car in 1985. If wc cao presume that tbe Mustang

of 1975 was identica1 to the one produccd in 1985, wc cao, without ever defming wbat a Mustang i"

conclude that tbere was a 50 percent incrcase in quantity and a 40 pereent rise in priee. On the other

band, if wc acknowledge that the IWO models arc diffcrcnt, sucb a direct comparison bas little mcaning

and wc must now both defme the 'commoditi and describe bow it cbanges over lime. Tbe IWo Mustang

models may vary in aspects of production - sueh as the technology witb whieh tbey wcre manufactured,

the labour involved in tbeir assembly, and tbeir material composition. Tbey eould also vary in tbdr

so-callcd 'consumption attnoutes' - sucb as wcigbt, size, power, shape, speed, comfort, eolour, fuel

efficieney, noise and cbemica1 pollution. Under sucb circumstances, wc must somebow denominate ail

sucb 'qualiti differenccs in universa1, quantitative terms and adjust our.computations accordingly. For

instance, if because of sucb cbanges, a 1985 model contained twiee as mueb 'automobile qualiti as tbe

1975 mode\, we would bave a 200 percent rise in quantity produccd and a 30 pereent deercase - not

incrcase - in unit price! On tbe otber band, if quality was found to he 50 pereent lowcr in Ihe 1985

model tban in the 1975 one, we would end up with a 180 percent rise in priee and a 2S percent reduction

in quantity!2

Clearly, wbenever tbe nature of the commodity cbanges, tbe mellSllrentent of sucb cbange.. in

'qua1iti is crucial for priee and quantity calculations. But tben there arises tbe question of bow to

mcasure quality and wbetber sueb measurements cao remain objective and free of theoretica1

considerations. This problem is clearly exaeerbated as wc move from a single commodity to wider

2 ln the flfSt case, wben 'automobile qua1iti is doubled, a purcbase of one 1985 Mustang for $14,000
is equivaient to buying IWo 1975 models for a unit priee of$7,000. This imputcd priee is 30 pe:'",nt Jower
!han the 1975 priee of $10,000. The doubling of qua1ity aIso implies tbat output (denominatcd in 1975
units) rose from 100,000 in 1975 to 300,000 (1SO,000' 2) in 1985, or a 200 pereen: increase. In the
second case, wben 'automobile qualiti is balvcd, the imputed priee for a 1985 equiva1ent of one 1975
Mustang rises to S28,OOO ($14,000' 2), an increase of 180 pereent over the original 1975 unit priee.
Quantity (denominated in 1975 units) falls to 75,000 (150,000 / 2), or a decrcasc of 2S pereent from tbe
1975Ieve!.
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aggregates. In devising output and priee indices for the entire car industry, for instance, wc must aIso

aeeount fo~ the addition of now models, deJetion of old ones and temporal changes in the industry's

produet mix. If wc move to even broader indices such as rcal investment and its price dellator, or rcal

GNP and the GNP deflator, our diffiC'J1ties propagate since the concept of 'aggregate quality' is even

more elusivc.

The eomplex issue of eomparing different commodities in lime and space bas oceupied

cconomists sinee the days of Adam Smith. In fact, the need to conver! qualitative aspects into

quantitative magnitudes of 'invariant' nature relates to epistemologieal problems of cognition,

conseiousness, subjeetivity and objeetivity, whieh have troubled some of the greatest philosophers since

Plato and Aristotle. The predieament only intensified with the rise ofeapitalism, and prominent thinkers

(\ike Hume, Kant, Hegel and Marx) dealt with them exlensively. However, such difficulties remained

largcly theoretical until the present century, when the volume of quantitative statistieal data grew

substantially. With the evolution of national accounts alter the 193Os, there was a pressing need for

methods of estimation and measurement that would overcome the problem of bistorieal change. As

statistieal bureaucracies expanded, techniques were formalized and the older theoretieal debates

gradually gave way to 'objective' procedures, presumably untainted by pseudo-sclentifie or philosophieal

disputes.

The purpose of this chapter is to assess some of the Iiterature that soughtto resolve problems

in eommodity measuremenl, speeifieally those posed by quality change. Explieit points of conlroversy

in tbis literature have received considerable attention and we do not attempt to provide yet another

summary of these debates. Instead, we direct our examinations toward some fundamental aspects which

remained largely unexplored in the Iiterature. Our objective is two-fold. Fust, we seek to demonstrate

that, despite its implicit promise, the Iiterature bas failed to produce theory-neutraI methods of

measurement. Instead of being independent of theoretieal debates, the measurements of priees and

quantities are in fact dceply embedded~ the particu1ar world-view of neoclassieal economics. E1àsting

measurement procedures seem to ~equire a society of free, utility maximizing individua1s, a perfectly

competitive organization of markets and continuous equilibrium. Our second goal is hence to suggest
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that cunent methods May be panly or wholly inadequate when these condiùons are not met. In other

words, whenever individual preferences are open to coercion and persuasion, whenever colleeth-e acùon

and differenùal power override voluntary atomisùe interacùon, whenever conrnet and dynarnie change

replaces equïh"brium and stability - our measurements for quanùty and price May be telling u> a very

biased story.

In a eertain fundarnental sense, then, our data on MW prices and output change May not be

sufficiently independent from our views on why they change and that inherent subjeetivity must be

recognized. Within the present historieaI epoch, the predisposiùon of priee and quanùty data toward the

neoclassieaI eeonomic outlook means that these data May not be altogether suitable to test the

neoclassieaI outlook against eompeting frarneworks. Furthermore, the problem is not reaIly soluble sinee

there is no praetieaI way to eneompass conflicting explanations into the same category of percepùon. For

example, if we adjust priee changes as if they were the consequences of quaIity improvements, we are

aIready assuming that the change in priee was not the result of varlaùons in market power. On the other

hand, if we were to adjust our priee and quantity indices so that they reflect changes in social

organizaùon, we would in faet bias those categories against hedonic-based theories. Il May hence be

better to follow Myrdal (1956, p.336) and accept that 'our very concepts are vaIue-loaded' and that they

'cannot be defmed except in terms of poliùeaI valuations.' Indeed, aceording to Robinson (1962, p. 7:1),

the whole subject matter of economies is immersed in politicaI and ideologieaI convictions. 'A unit of

measurement,' she observes (p. 66), 'implies an agreed convenùon that is the same for everybody.' Yet,

to the extent that such unit is '[I]ocked in the individual's subjecùve consciousness, it is not a unit at all.'

U1timately, the neoclassicist's 'unit of happiness is the =e kind of mirage as Ricardo's absolule value

or Marx's abslraCllabour.' Thus, instead of trying to devise some universally accepted indices for priees

and quanùùes, it is perhaps better to accept from the outset that any scientific method of measuring

these categories must, to some extent, be anchored in our iniùaI vaIues. Indeed, it is these iniùal values

which malee our analysis worthy in the first place, SO they must be clearly identified for that analysis to :

carry any weight.
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We begin our discu&,ion by introducing, in the first section, the notion of commodity

'characteristics' as the basic building bloc for qua1ity acijustment. Then, in the second section, we rom

to examine criteria for discriminating relevant from irrelevant characteristics. In the third section, we

explore how this framework is used to periodiea11y adjust the standard priee and quantity indices. In the

fourtb section, we examine an alternative and inereasingly fasbionable procedure, which uses bedonie

regressions as a means of acbieving continuous quality adj=ent. In the final section, wc argue that

tbe evident limitations of exÎsting metbods require that wc deveIop alternative indices which may better

suit our own theoretiea1 framework.

5.1 Commodities and Their Cbaraeteristics: Search for Objective Criteria

Because tbey seem to change, commodities themselves cannot he U&ed as a uniform standard

for temporal eomparison and alternative units mu&t he sougbt. One solution for this difficu1ty bas heen

to derme eommodities as collections of smaIler building bloeks, or 'characteristies,' which are readily

measurable. Lancaster (1971) for instance, forma\ized a taxonomy of characteristics as a basis for a new

approaeh to eonsumer demand (a1thougb this could he equally used in referenee to non-consumer

goods). He proposed to view the relationsbip hetween people and things as a two-staged affair conSstïng

of an objective relationship between things (commodities) and their characteristics and a subjective

relationship between characteristics and people:

AlI goods possess objective characteristics ••. The relationship hetween a given
quantity of a good (or a collection of goods) and the characteristics which it possesses
is essentially a techniea1 relationship, depending on the objective properties of the goods
and, sometimes, a context of technologiea1 'know-how as to what the goods ean do, and
how. Individuals differ in their reaetions to different characteristies, rather than in their
assessment of the characteristics content of various good collections. (p. 7, emphases
added)

Clearly, in order to identify objective characteristies, we must effectively demarcate them from

subjective interpretations. This separation is of paramount signifieaneebut then wc may ask On what

practieal criteria it should he based? For example, how do wc knc.w that an apparent attn"bute of a

medicine is an objective characteristie and not simply our personal conviction? Lancaster's solution is

straightforward:
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Operationally speaking, it is universality tbat is important. If cveryone be/in.".. tbat
snake oil has special Medical properties, we would analyze heha,;our as though this
were indeed truc even if, in some objective sense, it could not he shown to he true; or
even if it could he shown to he false, provided the negative praof was unknown or
unaecepted in the society heing studied. (p. 18-9, emphases added)

This method is seriously flawcd in a numher of ways. FITst, it embodies a double standard for objeetivity

whith May lead to Iogical inconsisteney: if a characteristie was deemed to he objeetively true by a

criterion of unanimous consent, how could suth a tharacteristie he shown to he objectively fal<e at the

same lime? Second, the need for 'universa! aeceptance' is a highly demanding hecause even minor

dissent will render it non-operational. Third and Most important, if 'aeceptance' and 'helier are criteria

for objeetivity wbat should he the criteria for subjeetivity? This latter point deserves further elaboration.

In a modem industria1 society, there is abundant information about commodities, some of whith

appears to he 'generally aceepted.' Yet, one May still pnder on how suth general acceptance makes the

information 'objective.' To iIIustrate some of the attendant diffieulty, consider for instance Lancaster's

simple diet example (p. 17) where he tabulates the 'consumption tethnology' that relates different food

items suth as milk, eggs, and Meat, with some nlltrient tharacteristies Iike calories, protein and vitamins.

The amount of eath nutrient per unit of food is said to he objective hecause it was measured by 'official

agencies,' but what happens if suth agencies err in their measurements or intentionally faisify the data?

Given this possibility, should we Dot conclude that the 'objective' tharacteristies of food in fact depend

on the social organization of information? Let Ill> carry this example one step further and consider the

possibility ofscientifie progress, where Dew theories or methods of measurements May produce different

numhers of nutrieDt contents. Could we permit the objective method for measuring protein in milk, for

instance, to alter over time, or should WC adopt a single method of measurement for ail periods?

Lancaster provides no clues as for how to address sucb"~'inamie historical qucstions.

Whi1e the accuracy of official data and stability of measurement methods in natural sciences

May seem to present little practical diffieu1ty, they nevertheless point to the potential hazard in relying

on 'universa1ity' as a criterion for 'objectivity.' The diffieu1tics are no longer hypothetical, however, when

wc consider information that is made universally aecepted not by 'official agencics' but via means of

mass persuasion. In Huxley'sBrave New World, genetie engineering and brain washing are used to create
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• Icgions of twin eonsumers that share not only the same prtiferences but aIso an identicaI perception of

rcality. Clearly, one docs not have to go as far as H·.xIcy's black utopia to identify the co-influence

stemming from various media of persuasion. When advertisement argues that vitamin pills enhance our

long term hcalth, for instance, it concurrently affects our perception of what thcse vitamins cau do and

our preference for them. Similarly, when an advertisement encourages US to consume artificial

sweeteners but fails to identify thcir possible Iink to can=, it may influence both our preferences and

knowledge at the same time. The existence of sucb ambiguities grcatly reduce our ability to use

'universal acccplabiIity' as a crilerion for separating objective charaetcristics from subjective preferences.

Ali of thcse questions belong to an age-long and unrcsolved phiiosophicaI debate on the nature

of subjeet and objeet which, surprisingly, is not acknowledged by Lancaster.3 He simply talces it for

granted that cbaraeteristics arc objective and hence that their measurement is 'SÙTlply a technicaI matter'

whicb presents no 'operational problems' and should be rcsolved by engineers (p. 115).4 The diflicu1:y

in his opinion lies elsewherc, namely in determining the relevant cbaraeteristics.

• 5.2 The Choice of Relevant Characteristics

•

Complete charaeterization of commodities is often impraeticaI according to Lancaster, simply

because the number of eharaeteristics may be too large. However, we cau still find an adequate

approximation with a partial description that ignores immaterial aspects ofa commodity, provided sucb

description encompasses ail of the relevant facets of qua1ity. The natural question arising in this contex!

is how can we distinguish betwcen 'relevant' and 'irrelevant' cbaraeteristics? Lancaster stipulates that a

3 Ever since the Greek epistemology separated the earth1yappearance of things from the universal
tnl/h of the world spirit, philosophers have altempted to bridge this gap between the subjective and the
objective. British empiricists like Locke and Hume rejeeted the notion of universality and argued that
apparent uniformity in human thinking was rooted only in customs and habits. German idealists, 1i1te
Kant, contested this view and argued that perception was universal - namely common to ail humans 
- because it required the a priori intuition of space and lime and various categories sucb as unity,
substantiality and causality. Nevertheless, the Platonic spirit continued to Dy unarrested for Kant agreed
that objects of experience were indeed never given by themsèlves and could only be perceived through
human experience. Even Hege)'s later altempt to unify object and subjeet into one 'whole' failed to
rcsolve the riddle.

4 This vicw is widely held. For similar expressions, see Adclman and Grilicbes (1961, p. 539), Court
(1939, p. 107-8), Rosen (1974, pp. 75-6) and Triplet! (1983, pp. 277-8; 1986, p. 37).
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characteristie is relevant to a situation if ignoring its existence would lead to different preJjctions about

people preferences and choiee. But the bases of predictions are subjective. They must rely on a choiec

among theories and SC Lancaster's recipe for the concrete description of eommodities L. no longer

theory-neutra1.

An example of the intrusions of such theoretical considerations is provided by Triplelt (1983)

as part of a broad distinction between input and output characteristies:5

.•• quality variation in an input exists if substitution of different varieties Or examples
of this inpilt creates variations in output or COS! that arc not cxplained by the factors
inc1uded in the production Or COS! funetion. A qua1ity is an input characterL.tie if it
reduces that unexp1ained variation. (p. m)

Similarly,

Something is an output charaeteristie if it accounts for, or partly aceounts for, the
unexplained variation in resource usage occasioned by changes in the varieties of
nonhomogenous gonds produeed. (p. 294)

To illustrate Triplelt's approach, consider the case of persona! oomputers. 'Computer speed' should be

regarded as a relevant input charaeteristie if variations in speed help 10 explain changes in the output

or 'user-value' generated by the computer. On the other hand, computer speed should not be viewcd

as a relevant output charaeteristies if increased specd does not seem to entail higher production eost or

an additional use of resourecs in producing the computer. Following this same logic, 'car sÏ2e' is not an

input characteristie if it does not appear to affect consumer preferences or utility, but it is an output

characteristie if it has an apparent impact on production cost.

Two questions arise in this eontext. First, one may ask which methods -- 'uscr value' for input,

'resource-cost' for output, or bath - should be uscd to identify relevant characteristics for any particu1ar

commodity? Aceording to Triplelt (p. 305) it does not malter. Under conditions of perfect competition

and equiborium, the IWO methods yield the same numbers because 'the marginal cost of producing a

qua1ity change must approximate the incrementa! value of it to the user.' This must be SC, wrïtes

Triplelt, because otherwisc 'a rcallocation of resourecs would take place.'

5 This distinction was also centralto the carHcr work by rlSher and Shell (1972).
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These conclusions, of course, are valid ooly to the extent one accepts the theoretical notions of

efficient allocation and equihbrium together with a presumption of perfect competition. Indeed, Tripleu

acknowledges that in 'rcality' the !Wo methods would usually yield different measures for quality because

there are 'shifts in functions, interference with competitive allocation, or wrong data' (ibid.). The

prercquisite of 'competitive cquilibrium' in this context bas been repeatedly empbasized by most

commentators in the quality change debate. Unfortunately, thcse commentators bavc gencrally failed

to provide guidanee for identifying characteristics WÏlen co=odities are produced and traded in

alternative market structures or in disequihbrium.6

A second problem arises hecause Triplcu's recipe is simply incomplete and cannot he readily

applied. The procedure requires !bat wc identify the way in which characteristics affect output or input.

Unfortunately, such causal relationships cannot simply he 'observcd' and must he based, at leas! in part,

on economic theory. Furthermorc, givcn a variety ofcompeting theoretical perspectives, the identification

of relevant characteristics hinges on the paTticular choice of theory. In our earlier computer iIIust.tation,

for instance, wc need to chose a specifie production theory of computer services (to identify input

characteristics) and a cost theory of computer manufacturmg (to identify output characteristics).

Unfortunately, Tripleu's procedure provide no guidance on how to select the 'appropriate' theory that

should he used in "';ch case.

This latter point i; significant for measurement hecause if distinct theorics generate different

sets of relevant cbaracteristics they aIso lead to dilferent measurements ofquality. For instance, consider

the relation hetween the required duration of a bachelor programme in economics and the overall

'quality' of the programme in producing graduates. If years of schooling are helieved to enba:>ces the

'human capital' of programme participants (in oth-r words; ;f 'duration' is taken as a ",..levant input

characteristic), an increase from three to four years in the duration of the progr:lmme sbould he

considered as quality improvement. On the other band, if programme duration is regarded as an

irrelevant input characteristics, such an incr= obviously does not affect the programme's quality. Yet

6 For recognition of thcse prerequisitcs, see Early and Sinclair (1983, p. 108), Hofsten (1949, pp.
285-86), Roscn (:974), U1mer (1949, pp. 67-8).
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• a third perspective May hold that programme duration is a relevant input eharacteristie because it

wuiennines the production of human capital in graduates. From this perspective. increase in duration

is definite1y a qua1ity deterioration! E\idently. caeh theoretiea1 perspective in tbis eontext implies a

different measure for qua1ity change. The ehoiee of one particular measure must then depend on our

theoretical preferences and henee cannot be eonsidered 'objeetive:7

Triplett, Iike other participant.< in the qua1ity change literaturc, doc.< not acknowledge the

potcntial impact on qua1ity measurement of sueh theoretiea1 diversity. As noted above. tbis literature

genera1!y a=pt.< the neoelassiea1 foundations of perfcet eompetition and equihbrium. whtle alternative

views are simply not eonsidered. Furthermore, even within this limited framework, it is customary to talk

about the production, or the utility function whieh must be empiriea1ly 'diseovered' as if eompeting

formulations cannot coexist.S Unfortunately. even under this imposed 'beoretiea1 uniformity. the preci!oC

functions for eonsumption, production, cost and utility are admittêdlY·~WI...ndpractiea1 methods

of measurement always rely on ad hoc procedures.

• S3 SpecilicationPricing and Quality Change

•

ln practice, Most price indices (and associated quantitY measures) are bascd on what is known

as 'specification pricing,' where caeh commodity in the index must fit into some predetermined range

of product attnbutes or 'specifications: ln tbis way, eomparisons are rcstricted to only those

eommodities whose specifications remain unehanged over the period and a 'pure' priee ehange can be

thus assessed. An important shorteoming of this method stems from its inability to properlyaceount for

qua1ity ehange.lndeed, the Priee Statisties Review Committee (headed by Stigler in 1961) was eoneerned " .

that adherenee to strict specifications, in the presenee of continuous ehanges in product mix and

eommodity qua1ity, would greatly reduee the relevanee ofthe index. As a partial remedy, the Committee •

7 There is another reason for coneern here. For consumer goods, for instance, the ehoiee of relevant
eharacteristics in this method depends on utility functions and eonsumer preferences. But how cao one
rely on subjective consumer preferences to descnbe 'objective' eharaeteristics ofcommodities? Wc return
to this important question is the fourth section.

S For example, see Triplett (1983, p. 274, 3(2).
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rec;)mmend~d wc adopt 'more general mlcs for recognition of comparable qualitics' and restructure

specifications along 'more flexible lincs' (p. 34). FoUowing this suggestion, US. agencies, sucb a.; the

Bureau of Labor StatislÏcs, è~veloped 'subspecifications' within main specifications. These extensions

provided grcater 'flexibility' in fitting produets mie eiisting desaiptions but they still did not rcsolve the

pending problem of quality change. Two points of difficoJ1ty deserve attention hcre.

Frrst, the mlcs goveming the dcvelopment of specifications are obscure. The United Nations'

Guidelines on Principles ofa System ofPriee and Quanlily Sta:istics do not expIain how to distinguish

hetween objective variations in 'juality and differences ÏJ:l subjective interpretations. In faet, the

Guidelines allow national statisticians considerable freedom in their cboiee of ebaracteristics:

In the case of goods, ail differences in physical composition, components, size style,
packaging and operating characteristics (for example, capacity, power, speed, durability
etc.) shouId he considered quality differences ••• In the case of services, quali~y

cbaracteri.<tics relate to such attnoutes as the activities constituting the services, the
conditions under whicb the services are rendered, the level of ski1I and trai:ùng of the
persons rendering the services and, if fC3S1ole, the henefit generaUy expected from the
services. (p. 9, section 45, emphasis added)

This latitude in choosing relevant cbaracteristics is somewhat restricted along Iines discussed in our

prcvious section:

As an exception to the mie stated above, differences in the circumstances ofproduction
that do not lead to differences in uti1ization or function shouId not generaUy he
considered quality differences. (p. 9, section 46)

Unfortunately, the United Nations' manual does not provide guidance for the practical implementation

of this latter exception. In the absence of clear criteria, the choiee of 'relevant' ebaracteristics (for input

or output) to he included in specifications is left to the diseretion of statistical-service officiais and

naturally, arbitrary definitions of quality lead to arbitrary conclusions about changes in quality. The

ambiguity is further enhanced hecause most statistical services do not provide adequate narratives for

thcir commodity specifications.9

A second diffic-.I1ty arises in bridging the operational gap hetween fixed specifications and

temporal changcs in quality. Evèn with many'iayers of 'objective' subspecification, the overaU description

9 On the lack of such narratives, see comments made in the Price Statistics Review Commiuee
(1961) and by Grilichcs (1967; 1971).
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of commodities in a priee index is ultimately given and bcnce does not allow for \'aJ'Ï3tions ari~ng from

quaIity change in existing eommodities, introduction of new commodities and disappearanee of old ones.

Most statistiea1 se"ices attempt to overeome thcse problems and prcse,,'C the continuity and validity

ofspecification indices, but proecdlires employed for this purpose, such as ones deserihed in the United

N3.tions' Guidelines, contain strong theoretiea1 biases, partieu1arly toward con\'Cntiona1 neoclassiea1 price

theory and th~ presumption of equilibrium.

Under specification pricing, a quaIity ehange :s said to oeeur whou the product or service no

longer li,~ into t."e predetermined specification. The exlent of the change <an vary from a minor

modilica:ion affectin~~ a single aspect in the specification (such as a 2 percent inerease in 'car speed')

to a multifacei~ mctamorphosis (such as a replacement of an old automobile model oy a uew one).

The problem, of cours.:, is how to quantify such changes in some universal units of 'quality.' For this,

we necd 10 know the relative contnoution of eael: eharacteristie to the overall quaIity of the eommodity;

that is, we must know the 'consumption technology' or the 'production function,' whatever the case May

he. Unfortunately, thcse structures are unknown so methods of indirect estimation are substituted for

direct measurements of quality change.

The common adjustment procedure of statisticians uses observed changes in cost or price to

estimate non-observable changes in quality. The U .s. Bureau of Labor Statisties, for instance, relies on

cost information fumished by producers to estimate quality changes in the Producer Priee Index. For

instance, if Westinghouse inereases the BTU output of an air-conditioning model and informs the

Bureau that tbis modification requires a 15 percent rise in oost (under the original technology and factor

prices), the change is taken to represent a 15 percent improvement in quality.10 The same principle is

applied in 'splicing,' a method used when a now commodity replaces an old nne. As a hypothetiea1

illustration for splicing, consider the introduction of Sony compact dise (CD) players prieed at $400, as

potential replacement for tumtables of an carlier technology which cost S200 per unit. When it is

decidcd to replace the tumtable by the CD player in the Consumer Price Index, the observed prie:(,

difference is interpreted as a 100 percent inerease in quality (namely, in quantity of 'music machines'

10 For further details on quality adjustment to the PPI, sec Early and Sinclair (1983).
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produced), while the CPI itself remains unaffeClcd." The rationale bchind thcsc methods is, again,

very simple. It is presumed !bat in cquili1lrium, under conditions of perfeet competition, the ratio of

qua1ities he[Ween two varieties in lime or place is just eqU31 to the corrcspocding ratio of priccs.'2 But

then tbis cxplanation raiscs [WO disturbing questions.

The fU"5t dillieulty stems from the poss11lility of discquili1lrium. When markets arc out of

eqcilibrium, there is no unique mapping hetween qua1ities and prices and the popuIar method simply

breaks down. To overcome Ibis obstacle in the case of spliciDg for instance, the United Nations'

Guide/mes (p. 10) recommend wc replace produets in a price index when the assumption !bat priee

differences hetween the [WO produets are proportionalto quality differences is 'most Iikely to he truc:

In simple words, statisticians are advised to perform spliciDg when marke:s are in equili1lrium.

Unfortunatély, criteria for identifying occurrences of equihDrium are yet to he developcd and the

Guide/ines concede there is a 'dilliculty' here. So bow should the qua1ity of air conditioners, 'musie

machines' or any other commodity he adjil:;ted in the meantime? The United Nations have no solution

and admit that such corrections must he 'cssentially pragmatic' (p. 10).

Tbe sccond complication emerges wben commodities are produced and excbanged in 'imperfeCl'

markcts. Incidence of govemment intervention, oligopo~'ic practices, or non arms.lengtb uansacôons

could distort or completely destroy the functional relations he[Ween priee and qua1ity which are

presumèâ to exist under 'p. 'eCl' competition. Agnin the method breaks down. The United Nations'

Guide/mes note thcsc potential hazards only in passing. They discuss [WO cases of market 'imperfections'

but, far from rcsolving the problem, their proposed solutions only se..... to accentuate il.

One case involves the mandatory installation of anti'pollution equipment on automobiles. Here

the Guide/mes recommend to treat such changes as qua1ity improvements and evaIuate them cby their

11 For an explanation of 'splicing', see The United Nations (1977, p. 9).

12 The proeess is not as simple if the older turntable disappcars from the market before the new
CD player is inlioduced into the CPl WheD Ibis happcns, the priee for the DOD-existing turntable thaL
'would have prèVaiIed' in the lime of the swap must be somehow imputed. A similar dilIiculty arises
when a totally DOW prodUcl is introduced into the index.
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cost of production. Tne cxplanation for this recommendation. however, i< highly eonfu.<ed. The United

Nations agree that because consumers and producers are gÎ\'en no choice in this matter. changes in eost

may not prO\ide an accurate measure for quaIity improvement. NevertheIess,

... it is still appropriate to (reat the required imprO\'Cments as increases in quality, not
price. Priee and quantity statistics arc intended to provide objeaï,,,, measures (in so far
as thcsc arc possible) of what has happened to output and ils price. Measuring the
utility Or we!fare th"t output yieId is beyond their scope. (p. la, emphasis added)

But then,

It is, of course, true that the very concept of "output" invoJvcs some assumption about
utility; howC\'Cr, certain convcntio:lS have been adopted for use in national aœounting
and it seems preferable to maintain the same conventions here. (ibid., emphasis added)

50 dcspite elaborate theoretical attempts to rcsolve the i<sue 'once and for a11,' it appears that the

pbi1osophical questions of objeetÏ\i:y and subjeetivity persist unabated. Within the framework of

equilibrium and perfect competition. thcsc issues arc conveniently ignored but outside this framework

one must resort to 'conventions.'

The Guidelmes also identify another 'speàal case of diffieulty' involving internai transactions

betwcen related enterprises or branches of the same company. Sincc priees set under these conditions

mal' be 'quite arbitrary,' the United Nations (p. 12) suggest wc 'abandon value as one of the primary

measures' and replaedt with '~ measure of physical quantity,' combined with an estimate of 'what the,
equivalent market pricc would have been: This recommendation is puzzling for two rcasons. First, how

could wc obtain direct measures of physical quantity when. in the presence of quality changes, sueh

measures wcre deemed infeasihle to begin with? Second, what formula should be used to impute

hypothetical market priees and what is the validity of such imaginary priees? The Guidelines do not

explore these questions.

This eommentary is significant because the practical estimation ofquality change appears to rell'

exclusively on the assumption of equilibrium and. perfect competition while, in rcality, perfeetly

competitive markets arc not very common and experienees of rapid dyoamie change seem contrary to

the notions of stability and equilibrium. Consider, for instance, quality changes in the nature of mililary

hardware purchased by govemments. In order to adjust the price denator for military spending to such

changes, the US. Bureau of Economie Analysis adopls the usual methodology of 'production cost' and
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'splicing.' However, wcapon systems arc not produced and sold in a perfectly competitive market but,

mther, in an environment of monopsony and oligopoly from the buyer and se11er sicles, respective1y.

Consequently, the meaning of 'equilibrium' in such a market is unclear. It is also not clear what 'uti1ity

function' the government attempts 10 maximize. The 'cost function' introduces further ambiguities

because, in the rcality of mililary procurement, il is oftcn 1:Grd 10 estab1ish the mcaning of 'normal

profits' and cven 10 separale genuine cost from conccaled earnings.13

Questions raiscd by these diflicu11ies are by co means limited to military commodities. Can

markets for aUlomobiles, consumer electronics, civilian aircraft, medical equipmcnt, machine,ools and

ships, for instance, be considercd perfectly competitive? What is the level of 'normal profit' to be

included in cos! functions for industries producing for these markets? What are the 'uti1ity functions' for

consumers in thcse markets? How shouId wc inlcrpret attempts to influence consumer preferences in

cach of these cases? Whal is the impact of government intervention (througb reguIation, taxes and

subsidies for instanCe) on prices in such markets? These questions must he clearly answered before WC

can interprct thc validity of quality adjustments to commodities produced in cach market. To our

knowledge, howcver, thcse issues have not been sufficiently addressed in the quality-change literature.

Rather lhan deal with sueh basic queslions, many researchers have chosen to cultivate and refme existiog

approaches. We deal wilh one of these attempts in the following section.

5.4 Hedonic Regressions for Priee Indices

Thc Most systematic method of adjustmcl1fi,1r quality change can be found in the application

of so-called 'hedonic regressions.' The method was flrSt suggested and applied by Court (1939) and was

latter :JSed in studies by Stone (1956), Gri1iches (1961) and others.14 During the 198Os, hedonic

regressions were employed, for the fU"St time, to adjust official priee indices for computer equipment and

13 For further details on the construction of priee indices for military spending, see Zicmer and
Galbraith (1983)•

14 For a delai! bibliography on 'hedonie regressions', sec Gri1iches (cd) (1971) and Triplet! (1975).
References to reccnt studies arc cited in Cole et al. (1986) and Triplett (1986).
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new one-family houses in the national income and produet accounts of the United Slates.'5 Despite

frequent suggestions to the contrary, hedonie regrcssions do not pro\'ide any ncw insighl inlo the issue

of quality adjustment. The hedonie technique is ncvertheless interesting becausc iL< elaOOrate nature

heightens difficulties which are aIso implicit in other adjustment procedures.

Like other ClCÎSting approaches for quality adjustment, the hedonie regression is 6rmly rooled

in the assumption that quaIity is correlated with priee. Indecd, Griliches (1961, p. 57) is rcsolute when

he asserts that

The rcasan why (atany one lime) different varieties or models 5011 at different priees
must be due to some differenees in their propertie... dimension... or other -qualitic:s;
rcaI or imaginary. (emphasis added)

Under the common system ofspecification pricing. the primary focus is on a commodity and adjuslment

for differenccs in quality are performed only irregularly. The hedonie approach, in contrast, focusc:s

direetly on characteristics to enable a more or less conlinuous adjustment for quality differences. In tbis

approach, the familiar funClÎonaI relationship between the commodity's quantity (Q) and priee (P) L<

recasl in lerms of quanlity {qj} and 'implicil' priccs {Pi} for its n differenl quaIity dimen.<Ïons, or

characleristics. The general expression for such relation can be summarizcd by equations (1) and (2):

(1) P = 1, (Q, t) ,

where quantity (Q) cau be written as some aggregation of n different q'iaIitics:

In Equation (1), the parameter associated with t is the 'p~re' pricc change that occurs over time, while

the parameter associated with Q reOects the implicirimpact of overaIl quantity on the commodity pricc.

In Equation (2), cach characteristie qi is associated with a corrc:spondîng parameter PI which could be

interpreted OOth as the 'implicit' pricc per unit of this charaeteristic, as weil as the weight, or

'contnoution' of that characteristie to the overall quantity of the commodity. This simple framewotk

15 See Cole et al. (1986) and Triplett (1986) for more information.
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scems to provide a systematic a1tcrnative to other, apparently more erratic, quality adjustments discussed

in the previous section. A closer cxamination reveals, howcver, !hat this framework does not resolve any

of the difficulties haunting the other methods. rlrSl, w: still do not know whicb quality variables are

'relevant' for cacb situation, nor do wc know the 'functional form' through whicb sucb charaeteristics

presumably affect the priee. Second, the cmphasis 0& the seemingly 'technical' nature of hedonic

regrossions is highly mislcading and, in fact, the Deoclassical paradigm is as dominant here as elsewhcre

in the quality-cbange Iiterature. An illustration of thcse issues is provided by the work of Grilicbes

(1961) on automobiles.

Grilichcs cxamined data for US. passenger four-door sedans for the years 1937,1950 and 1954

through 1960. He related list prices for different models to three numerical quality variables

(horscpower, weight and length), as weil as to six dummy variables whicb indicated the presenee of

other quality altnoutes as 'standard' fcatures (V-8 engino, hardtop, automatie transmission, power

steering, power brakes and whether the mode! was considered a 'compact' car). Econometrie estimations

were bascd on the foUowing Iinear scmi-logarithmie form:

where P is the list priee for the mode!, qj is the value for the ith quality cbaraeteristic, Pi is the implicit

priee for that cbaraeteristic,po is the 'pure' priee (eql'al for ail different models) and u is an error term.

This functional form was applied to (1) cross-scctional data for cacb individual year, and (2)

cross-scctional data with obs'c:r;;ations drawn from [WO Or more adjaeent years. (In the second

formulation, shift variables wcre added to the regression in order to capture the pure priee change !hat

occurred hetween adjacent ycars.) Hencc, the: first sehcme aIlows implicit priee estimates to vary from

year to year, while the second assumes that thcse implicit priees are fixed for the entire period.

Clearly, parameter estimates derived in tbis context depend erucial1y on the JHllliadar cboice

of included variables, functional form and cross-scctional method of estimation heing employed.

Grilicbes (p. 53) admits that '[Tlhere is no a priori rcasen to expect priee and quality to he related in
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any particu1ar flXed fashion; so he cannot explain why any specifie seheme is to he preferred over

alternative ones. Aeeording 10 Griliches. his own deeisions were based on 'empirieal' considerations. A

large nU!Ilher of different regressions were eompuled for differenl combinations of ye?~:- and

independenl variables. and the final eboice was based on 'an inspc<:tion of the dala and the convenienee

of Ibis partieular formulalion.' In a laler article (Griliches. lm, p.tS), il was suggested that one should

ebose the framework that provided the 'most concise and stable exp1anation of rcaIity.' Bul reliance on

'empirieism' here could he quite preearious for IWO reasons. FlI'St, there arc no objective crileria for

eboosing the mosl'convenient,' 'concise,' or 'stable' exp1anation of rcaIity among competing econometrie

formulations. Second, the measurement ofquality eannot dcpend on the aplanation of price changes and

remain theory·neulra! al Ihe same lime. Il is fairly clear lhal despile its apparenl rigour, the

decomposition of price into 'quality' and 'pure price' clements in the hedonie rcgression is far from

being 'objective.' Like simpler melhods, the hedonie regression aIso involves a mixture oflheorcti",,-I and

arbitrary deeisions.

To sludy Ihese difficulties further, let us consider the estimalcs for implieit priees oblain by

Griliches (reported in Table 3.4, p. 66). The mosl striking fcalure here is the marked variabilily (.1'

coefficienl estimates hetween the differenl periods. For inslance, in 1954-55, Ihe 'implieil priee' of 10

horsepower unils amounled 10 2.4 percenl of tbe overall automobile value. In 1957·58, bowever, Ibis fen

to 0.4 percent, only to rise again in 1959-60 10 1.1 percenl. A similar variability is evident for most otber

parameter estimates. Griliches (p. 64) suggests Ihat tbis instability in implicil price estimates for various

'quality' attnoutes is an 'empirical' problem, whieb slems from a higb correlalion hetween Ihe differenl

quality variables and, also, from a lack of variability in some quality attnoules hetween various models.

Of course, Ibis response is nol Ibe only possible explanation sinee, in Ibe bedonic framework, implicit

priees should he al<o sensilive 10 changes in Ibe 'supply' and 'demand' functions for ebaracterislics.

Griliebes (p. 79) is aware of tbis possibility, which be cquates with the 'classical in"ex numher problem

of ebanging weigbts,' but declares tbat 'Not much cau he donc about tbis in practice'[!) For our purposc

however, the issue here is not so mueb tbe solution but the proper identification of tbe problem.
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In the hedonic method, 'quality' is perccived to be embedded in an array of characteristics and

the heaonic regression purports to prO\ide us with an estimated wcigbt, or contnoution of cach of these

characteristics to 'overaIl quaIity' (or quantity). The trouble is that these weigbts are not fixed, in other

words, the 'quality contents' of cach characteristic changes over lime. But then if the contnoution of 10

horsepowcrs, 1 pound of wcight, or 10 inches of iength tO 'automobile quaIity' can change from year to

year, this means that quaIity is not solely intrinsic to the commodity and aIso deperds on other,

'extemaI: factors. What are these other factors which make quaIity unstable? Griliches points tO changes

in 'tastes' and 'supply factors' but, in doing so, he confirms the view that quaIity is essentially a subjective

maller. The issue is crystallised when we nOte how bis wcigbts for some characteristics fluctuate between

positive and negative values (p. 66). The weight for a 100 inches of automobile length, for instance, was

0.07 percent in 1957-58, but, in 1958-59, feU tO -0.18 percenl. Ys it poSSlole for an 'objective'

characteristic to represent a positive quaIity in one year and an 'anti-quality' in the next? In light of

Lancaster's trcatise (1971) on objective characteristics and subjective preferences, wc suspect the answer

should be negative.16 FISher and Shell (1968, p. 24) are also troubled by this conceptuaI riddle when

they mise the basic question of 'just what wc mean by taste change as opposed to a quality change.'

They provide a separate theoreticaltreatment for each of these concepts but, unfortunately, they too fail

to indicate how WC should distinguish between quaIity and taste in practice.

Estimates from hedonic regrcssions are open to reinterpretation for other rcasons. Griliches

(1961, p. 76) writes that

One of the problems associated with the use of Iist priees in tbis Sludy is the extent to
which they May jus! represent pricingmislakes by manufacturers at some point in lime.
A manufacturer may overprice or underprice a particular innov&tion, and there is
nothing in our method that would catch il. (emphases added)

Again, beforc we tum tO Griliches' proposed solutions, let.us contemplate the problem further. What

should we understand from Griliches' reference to 'pricing mistakes,' 'overpricing' and 'underpricing?'

Clearly, these concepts are meaningful only when WC have a yardstick for 'correct' pricing, but it is

common knowledge that such an unequivocal benchmark is provided only by equihorium in a perfectly

competitive market. The presence of this prerequisite leads to three dilemmas. (1) If pricing 'mistakes'

16 As WC argued, Lancaster's taxonomy contains some serious inconsistencies and ambiguities so the
answer here cannot be definite.
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are the result of disequilibrium. we can no longer acccpt the basic assumption made in Griliches (1971,

p. 4) on the existence of a 'reasonably weU.fitting' relation between the priccs of dilferent modcls and

the level of their characteristics. (2) In a perfectly competitive market. priccs arc dctermined by the

'invisible han<l: not by individual producers. Vnder these circumstances, it is not clear how pricing

'mistakes' by manufacturers are possible. (3) If markets are oligopolistic or monopolistic rather than

perfectly competitive, the meaning of a 'correct' pricc is unclear. Should wc consider a pricc to be the

'correct' one when it refiects the 'true quality' of the product, when it gives rise to the maximum profit,

or when company managers view it as the 'proper' one under the circumstances? How could wc know

whether or not the pricc satisfies any one of these requirements? Each one of these three quandaries

casts heavy doubt on the validity of hedonic regressions. Griliches prcfers to ignore thc..<e questions

because they are 'general:'

[T)he doubt whether the cvidenee of the marketplaee refieets adequately, if at ail. the
"true" marginal utility of dilferent items or qualities to the consumer can be tumed
against any other pricc or commodity. It is not a problem peculiar to the mcasurement
of "quality: (pp. 60-1)

Once this is saie!, Griliches feels free to proceeds with suggested solutions. His remedies are interesting

because they, again, attest to strong neoclassical theoretica1 biascs.

One solution is to rel.te the temporal behaviour of residuals from the hedonie regression tu the

market share for eaeh individual model. The residuals arc taken as proxies for 'pricing mistakes' as

compared to the 'true' irnplicit priees predicted by the regression. With this interpretation, 'overpricing'

(or 'underpricing') should lead to a reduetion (or an increase) in the market share of the partieular

model. as eonsumers:rearrange their purchases to maximi7.e the quality retum on their doUar. The

problem with this cure is that the proof is already embedded in the hypothesis: if produccrs arc

oligopolies, how could the hedonie regression estiniâiès be taken to rcpresent the 'true' irnplicit pricc

for characteristics? Furthermore, market shares ;".oligopolistic markets can be infiuenccd by a host of
~:.::::~ - --.:..-

factors in addition to the priee of marginal utility. In particular, with massive advertising campaigns by

manufacturer..<, one should be careful before attn'buting changes in consumption patterns to 'rational'

consumer decisions.
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Another way of verifying the validity of coefficient estimates derived from data on new

automobiles is 10 compare them with quality estimates based on markets for used cars beeause,

according to Griliehes (p. 77), 'priees of used cars are not tied aoy more to the maoufacturers' Iist priees

aod are set, presumably, more direetly by the "market": This a1lernative is deficient in two main ways.

First, one may suspect that the presence of a large oligopoIistic market for new cars affects priees set

in the used-car market. Second, even if wc helieve that priees in this market are equihbrium outcomes

of the interplay of supply aod demaod in a perfeetly competitive environment, WC must still he able to

distinguish hetween the price associated with 'quality' embedded in newautomobiles aod the discount

aIIowed for 'dcpreciation' of that quality in second haod cars. Cagan (1965) auempted to resolve this

difficulty by first estimating a 'depreciation coefficient' from market data aod then adjusting quality

estimat~s accordingly_ Unfortunately, the depletion of quality over lime is no more observable thao

quality itse1f so Cagan's estimates of depreciation are only as good as the arbitrary assumptions on whieh

they arc based.

These are only two ways by whieh one cao amend reality to fit the preconceived neoclassical

framework. With sufficient resolve, many more can he devised. An alternative path is to recognize the

rcality of ao oligopolislic market structure aod evaluate the consequenees for the hedonic-regression

melhod. Dhrymes (1971), for instance, estimated implicit priees for eharacteristics of automobiles aod

refrigerators and round that these coefficients varied hetween the different maoufaeturers. This led him

(p. 104) to cone1ude thal the estimated coefficients represented

Ihe manufacturer's own evaluatio~. of the model's fcatures in the context of bis own
priee-quantity selling strategy -- r;:memhering that wc deal essentially with ao
oligopolistie market aod that the oligopolist may welI he "satisficing" bis profits on a
cost-plus-markup basis.

Under thcse conditions, writcs Dhrymes (p. 93), 'wc cannot, striet1y speanng, construct "quality

correcled" price indices routinely in the manner suggcsted by Court (1939) aod Griliches (1961):

SoS Aitemlltives to Utilitarianism: Beyond Perfec:t Competition and Equilibrium

We have argued that the measurement of price and quantity indiees is neither objeeti~nor free

of theoretical biases. The aUempt to deveJop 'objective' eommodity measures in the presence or quality
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change is besieged by a constant resort - explicit or implicit -- to 'subjective' considerations. Both the

idea that quality can be measured (objeetivcly or not) and the methods devcloped for that purpose are

closeIy lied ",ith the neoclassieai paradigm, The C\idenee supporting these conclusions stems

overwhel:ning,

This view May prove disheartening for those who prefer to have 'reliable' and 'objective' data,

with which they can deseribe the world and rigorously test their theories. One May hope that, although

there are serious methodologieai diffieulties, they present only minor practical problems. Triplett (1975),

for instance, surveyed numerous studies on qualily change and concluded that there arc no clear

ovidenee that priee indices are systematically biased in one way or the other. This conclusion, in iL,clf,

refleets a misunderstanding of the problem. Such inference is possible only if wc already assumed that

priee indices can, in faet, be denominated in some neutral, a-historie units of 'quality: The nature of this

problem is best illustrated in referenee to long-tenn historieai eomparisons. Eeonomists often examine

priee and quantity series that exlend over a eentury or more but the meaning of sueh comparisons i,

w:clear. For instanee, how should wc interpretthe measure of real GNP in 1882 when denominated in

'1982 priees'? Most eommodities produeed in 1882 were simply unaV?Jlable in 1982 and henee eould nol

have '1982 priees: Furthennore, every generation of goods and serviees introduees new fealures and

eliminates older ones, so even the imputation of implicit priees for charaeteristics is infeasible. Finally

and perhaps most significantly, the 'desirability' of any commodity attribute and the 'satisfaction' it May

provide change drastically with social conditions. In this conlexl ofvast changes, comparisons of uniform

qualily units May often seem absurd bUlthe United Nations' System ofNationalAccounts (1968, p, 61)

nevertheless hopes to circumscrlbe the problem by arresting history in a straightjaeket: it suggests 10

fonnulate charaeteristics so that 'their vaiidity is as far as possible timeless:

Is it at ail possible to have theory-neutra1, objective indiees for priee and quantity in lhe

presenee of historieai change? ln our view, the answcr is negative butthis need not destroy the prospect

for empirieai eeonomie research. Like Carr (1961), WC aIso believe that any study of society nccessarily

reflects subjective biases of the observer 31.d .that such biases must be reeognizcd, not ignored. In the
"~.

nCXl part of this work, we propose an altemativ~. frarnework which seeks to analyzc inflation as an
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antagonistie proccss of d~namie restrueturing. We emphasize not the indi\iduaI. but lhe group; wc

accentuate not equilibrium~ but continuons historical change: wc focus not on universal utilitarianism.

but on the eonfiieting dualit;, of creathity and power. From !hat \""tage point, 'time!ess: hedonie·based

indices for prices and quantities are not only impossible to construet, but also quite unhe!pful. Instead.

wc will suggest (in Chapter 7) a new family of indices whieh are biased - in a clearly delined way. wc

hope - toward our ov.n theoretical dispositions.
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CHAPTER6

STAGNATION, I!IlrL-I.TlON AND RESTRUcnJRING

While the first part of this work examined the impact on inflation of economic stnlcture, in thi..

part wc deaI with the interaction betwcen inflation and~g.SpecifieaIly, wc suggest that. sinec

inflation is an inherently dynamic phenomenon, its causes and implications transcend the slatic

boundaries of given structures and institutions and should be sought for within the dynamic context or

structural and institctional change. More fundamentally, wc submit that if there are indeed cau.",llinks

between inflation and restructuring, these relationships are not between two separate and distinct

phenomena, but rather between two manirestations of the same historical transformation. In other

words, wc set to examine not inflation and restructuring, but inflation as restrueturing. Th,,,, in tbis part

of our work wc propose a new framework for anaIysis whieh is concemed not merely with providing

alternative explanations, but primarily with reexamining the very defmition and meaning of inflation.

Given the scope of this ehallenge, it is neccssary to situate our analysis within the wider context

of modem capitalist development and that is the purpose of the present ehapter. Our main focus here

is on the relationship between the broad phenomenon or stagflation and the differential proeess or

accumulation and concentration. We argue !hat the simultaneous appearance of inflation and

unemployment whieh economists began to notice mainly during the latter half of tbis century, is not at

ail 'abnormal' or 'anomalous' as many tend to think. Instead, wc suggest to the colitrary. that stagflation

could be seen as a 'natural' outgrowth emerging from the fundamental interaction between Iarge-seale

industry and Iarge-seale business enlerprise and that. in this broad sense, stagflation is in fact rooted in

the very evolution of modem capitalism.

Our diseussion and conclusions derive mainly from a critical interpretation of two important

contnoutors - Mancur Oison and Thorstein Veblen. The fast based bis theory on neoclassical prineiples,

attemptlng to demonstrate their universality aeross time and place. The second was infIueneed by the
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historicaI school and concentrated specificaIly on the instilUtiOna! features of modem capitalism. Despite

the fundamental differenccs in their respective frameworks, both wrïters arrÏ\-ed at a similar conclusion,

namely, thatthe phenomenon of stagflation is inbercnt in the dynamie evolution of collective cconomie

action, particularly in the risc and consolidation of 'distnoutiona! coa1itions.'

Given the length and breadth of this chapter, it is perhaps uscfuI to precede with a concise

overncw of substantive issues. Briefly, Oison suggested that stable societies have an inberenttcndcncy

to aceumulate coalitions which seck to increase their own sbare in the total societal output by 1imiting

ovua/l economie growth and employment. With the progressive multiplication and consolidation ofthcse

coalitions, the 'natural' rate of unemploymcnt tends to risc and inflation is increasingly revealed as

stagflation. Unfortunately, Oison, dea1t on1y with the stagnation part of stagflation, leaving its inflation

side largely uncxplored and scemingly unrelated to bis main thcsis. His concepts, however, arc still very

uscful in reinterpreting the much carlier contnoution of Veblen. Writing at the turn of the cenlUry,

Veblen was probably the flfSt and on1y author tn provide a consistent framcwork which rooted beth

inflation and stagnation in the dynamie consolidation of distnoutiona! coa1itions. A1though he was of

course unfamiliar with the noun 'stagflation' (which was to he coined on1y in the 19705), Veblen

identified this phenomenon as the most fundamental structural process of modem business enterprisc.

His analyses suggested flfStly, that in a 'mature' capitalist eeollomy, business prosperity neecssitates

industria\ stagnation; sceondly, that the extent of industrial stagnation was affected by the process of

business concentration and the consolidation of large business coa1itions; and, thirdly, !hat since business

rcstrueturing oeeurred through capital accumulation, the tcndency toward industrial stagnation was

aeeompanied by a progressive asset inflation, in other words, !hat stagnation and inflation tended to

appcar concurrently as 'stagflation.' Taken together, thcse three propositions enable US to approaeh the

evolution of modem capitalism as adynamie, double-sided proccss. On the disaggregate level, there is

a relentless proe.ss of business restructuring, involving continuous changes in corporate concentration

and in the organization of corporate coa1itions. The differential effects of this restructuring are revealed

on the Dggregate leve\ in the fonn of stagflation.

-179 -



•

•

•

6.1 Distributional Coalitions

Il is perbaps con,-enient to bcgin our discussion of institutionaI dynamics ",ith the generaI

theoretical framework proposcd by Oison, flrst in bis 1965 work On T1-.<: Logic ofCol/ecti'" Action and.

Iater, in bis 1982 book on The Rise and Decline of Nations.1 According to Oison (1982. p. 184), aIl

familiar macroeeonomie theories abstracted from the very essence of the problem they 500gbt to 5OJ..-e;

while othcrwisc full of profound and indispensable insigbl, these theories were aIso 'fatally incomplete.'

cath having a 'hole at its very centre: In the Keynesian theory, involuntary unemployment depcnded.

at lcast in part, on the downward stickiness of nominal wages, but Keynes never explained why wages

wcre sticky, the level at whith they wcre stuck, or the duration of their invariability. The monetarist

explanations avoided the pitfall ofstickywages butthese theories failed aItogether to explain involuntary

unemployment or, for that matter, the ClCÎStence ofany massive and prolonged unemployment. COSt-PIL<1t

theories for inflation and stagflation were important in emphasizing the potentiaI signilicance of

monopoly power, yct they did not clarify why monopoly power should affect the rate of inflation (as

distinct frnm relative priees) and why the rate of inflation varied over time.

In Olson's opinion, these fundamental deflciencies arosc largely bccausc cconomists failed to

incorporate the evolution of economie institutions and political cultures into their macroeconomie

theorics. Excessive emphasis on individual action served to divert attention from the activities of

dominant groups and organizations which, in the flnal anaIysis, wcre the primary determinants of 'sticky

prices,' 'involuntary unemploymenl,' 'govemment policies' and, in fact, the very 'risc and decline of

nations: The centraI position occupied by alliances, associations, combinations and coalitions in the

course of sociaI evolution suggests thal, in order to get to the root of broad economie phenomena, we

must go bcyond the restricted contex! of individuaI action and incorporate into our anaIysis the logie and

implications of collective action.

To do thal, Oison bcgins with the basic rationale for collective action. Common sense suggcsts

!hat rational individuaIs will seek to promote their Own personal interesl, but !hat docs not neccssarily

1 Shorter statements can bc found in Oison (1988 and 1989).
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mean they will strive to promote the <.ollective interest of a group to whicb they belong. As members

of a large group. individuals will usually prefer no! to engage in collective action. For examplo:, few

rational co~sumers contnoute money to consumer protection groups; Most voters would nOl douate

money to the politieal party for whicb they vote; numerous tax payers suive to minimize their talC

payments the spending of whicb they u1timately enjoy; unemployed workers rarely anempt to organize

politieal pressure groups; and Many unionized workers would prefer ne: to pay their OWD union dues

(provided Most other workers do). This apparent 'par3dox' between the inte~of the group and the

action of its members often disappears when the group lS relativelysnwll. For instance, General Motors

May choose to unilaterally spend substantial amounts of money to promote tariff poliâes whicb are

advantageous not only to itself. but also to the other IWO domestie automobile producers; or, Becbtel

Corporation May invest in promoting an atomie energy poliey whicb will favour not only its OWD interests

but aIso those of other large fmns sucb as Westinghouse and General E1ectrie. Aeeording to Oison, bath

types of behaviour are entirely rational and the reason is very simple.

For an individual, the gross benelit [rom partiâpating in collective action commonly appears

in the form of a 'publie goo<!,' sucb as a higher wage rate for unionized workers, a higher priee for the

members of a cartel, or a lower corporate tax rate for members of a business lobby group. Note,

however, that in order to obtain sucb individual benelits, the publie good must be made available to all

members of the group and tbis could be quite eostly.ln !bis context, a rational optimizer would consider

participating in collective action only if bis expected net benelit is positive; in other words, only if bis

Own contribution toward obtaining the publie good is smaUer than the gross benelit that contnootion

is cxpeetcd t" generate for him. Now, celeris pan1Jus, an inaease in the size of the grOUp will tend bath
"

to augment the cost of obtaining the publie good and to reduee the share of the overall gain aeerued to

any individual member. Put somewhat differently, as the size of the group and the total COS! neeessary

to attain a collective good grow, the effect of any individual COntnDution on the probabiIity of securing

that good tends to decline and thus diminishes the net benelit an individual cau expeet to derive [rom

partiâpating in sucb collective action. Sinee the ineentive for group action deaeases as the size of the

group inaeases, large groups will Iind it more diflicult to organize and act collectively!han smaUer ones.
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Note thatthe forgoing argument does not rule out the eollective action of 1arge groups. Indee.!.

snch groups do organize and act. but the suprort of their membe.." is eommonly sccured not with

eolleC1Ï\-e goods, but v.ith S<Ka11ed 'sclective incentives.· ln a large group, the net benelitto an indÏ\idual

from participating in eollective action is usually negative and, in order to ensure such participation.

additional incenti\'CS must be applied to individual members depending on whether or not they

eor.tribute toward anaining the eollective good. (Se1ective incentives May be either negative or positive.

A legal penalty imposcd on thosc union members who fail to pay their union dues, or a jail scntence

Ïor citizens who evade federal ineome taxes are examples for negative incentives, while aUowing

individuals or firms to deduct from their tax returns eontributions they made to politica1 parties is an

illustration of a positive incentive.) This and the previous eonsiderations lead Oison (p. 34) to IWO basic

eonclusions. One is that groups with access to selective incentives will be more Iike1y to act eollectively

than those which cannot institutionalize such incentives, and the other is that smaller groups will be

more prone to collective action thatlarger ones. Together with these eonclusions, the Iogic of eollective

action has far-reaching implications to which wc now tum.

FIfSt, in every society there will be some large social groups whieh cannot institutionalize the

selective incentives necessary to secure the support of their members. These groups will not organize

for eollective action and eonsequently will be left out of the social bargaining. Their exclusion casts

doubts on the overaU merit of free bargaining. The eonvietion that such bargaining is essential for

eeonomie efficiency May be adequate for an atomistie society of separate individuals but, in rca1ity,

where some individuals act eollectively while Most others cannot, the gains for the bargaining parties

often eome at the expense of those who were left out. Aceording to Oison. this simple eonsideration

serves to indicate that neoelassica1 assumptions about rational behaviour do not necessarily imply social

harmonyand overaU eeonomie prosperity. In the eontext of eollective action, rational action is in fact

a major anlagonistic force and, hence, even in the absence of any other obstacle, 'a society !hat would

achieve either efficiency or equity though eomprehensive bargaining is OuI of the question' (p. 37,

emphasis added).
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Second, lhe prablem is greatly aggravaled by the specifie nature afcollective actian. While ~e.ry

graup in sociely is narmally inleresled in overa1J effiôeney and graW!h, anly a few will fmd il benefieiary

la con!ribule laward su<:, enels. This becomes evidenl if wc vïew aggreg'lle growth and effieieney as

publie goods avaiJaolc la ail graups in society. Fallowing the logie af collective actian, a graup should

suive la pramale broad social ends anly if its expeeted net ben":;t!rom 50th ..ctian is positive; in ather

wards, anly if lbe expected gross benefil 10 the group exceeds the COS! it must ineur in arder la abtain

these benefits for sociCo/ as a whole. Far small graups, the expeeted net benefit of suth action would

usua1Jy be negalive and, henoe, althaugh suth groups May wish la enjay Macroeconomie prosperity, they

will rarely sacrifiee their awn resourees to promote it.2 Apart!rom striving ta increase the sodaI pie,

the only alher caurse af actian apen ta small graups is ta~ and obtain a larger mare ofthar pie. The

net bencfit fram fallawing this latter stralegy wl1\ usua1Jy be p.JSitive and this, too, fallows direetly fram

the logie af callective actian. An ~tlemplby a group la redistn1>ule income in its favour is like1y la cause

a misa1Joealian af social resourees aud an averall reductian of aggregate oulput. These are collective

misfortunes and are detrimental ta ail members ofsociety. The benefit from redistn1>utian, an the ather

hand, accrue only ta lhe graup itself. Now, far a small graup, the potential gains !rom redistn1>utian will

narmally be vastly larger !han the share af the social COS! the group must ineur in the proeess and,

bcncc,

the typieal organizatian far collective action within a societywill, at least if it represents
only a narraw segment af the society, have Iittle ar na ineentive to make any signilieant
sacrifiee in the interest of society; it can best serve its members interesrs by striving to
seize a larger share of the society's productian fQr them•••• then! is for practieal
purposes no constNlint on the social cost such an organization Wl71 find I~ expedient to
impose on the society in the coune ofobtaining a larger share ofthe output for ilse/f. (p.
44, emphasis in the ariginal)

Since mast organizations far collective action are small relative to society, Oison cone1udes !hat, far fram

being condueive ta graW!h, these groups are strangly disposcd toward acting as disttibutional coalitions,

seeking ta redistn1>ute existing income and wealth at any cost ta the rest of society.

2 Note that the argument here refers only to group action aimed direetly and exclusively at
promating hroad social enels. W1u1e striving to aehieve other goals, a small group May aIso bave a
positive effect on averall cffiôeney and grawth, but tbis effect is only indirect and benee does not bear
on tbe issue at band.
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Third, distnoutiona! coalitions are relative1y slow to aa and !ha!, too. bas gra,,, implication.'\.

For a distnoutiona! coalition. the most contentious issue in deciding on a common strategy is the

'proper' allocation of cos! and gains among group members. Small groups often try to solve the problem

via 'consensual bargaining: while in Iarger groups. where consensus is difficultto achieve. decisions arc

commonly arrived through 'constituùona! procedures.' Bolh of these processes are lime consuming.

particularly when groups have erowded agendas. ln order to avnid paralysis, many distnoutional

coaliùons tend to bypass the allocation problem by opling for a common price policy, lcaving the

allocaùon of quanùties to the market or to some other abstraa forces. This bias toward price fixing ha.

devasta!ing consequences, partieularly for market economies, since it undermines the allocative role of

the priee system. Furthenn0n:, because they are slow to rcaet, distnoutional coalitions tend to reduce

the long-tenn vitality of their society. Not only do they make the economy less responsive to changes

in tastes, teehnology and natura! conditions, but they also obstrua the creative faculties of society by

s10wing down the assimilaùon of new innovations.. Aecording to Oison. tbis inherent inOCXloility works

not only to restria the absolute levels of output and employment, but also to reduce the economys rate

ofgrowth.

Fourth, the economie significanee of distnoutional coalitions is strongly tied to their profound

impaa on the poliùeal and cultural transfonnation of society. Distnoutional coalitions serve their

member by lobbying for favnurable govemment policies or by colluding to alter marketouteomes. Over

lime, with the progressive accumulation of sucb coalitions (as desen1led below). there is hence a graduai

realIocaùon of resourees away from produaion and toward lobbying and eo!lusive activities. This shift

occurs also because the very acùvities ofdistnoutional coalition tend to make the legal system ever more

intricate; they complicate the web of Iaws, regulations and deerees and swell the private professions and

govemmental bureaucracies whicb strive on them. The progressive transfonnaùon from production to

redistnouùon inereases the politieal intervenùon in markets, augments the economie role ofgovemments

and, in generaI, makes politieal Iife more divisive and antagonisùe. ln parallel, the growing focus on

economi~~lIusionand redistnoutional struggles ercates ~'Cüiii'~li~édsystem of fonnal and infonnal

'understandings' between the different distnoutional coalition.The complexity ofthese latter institutiona!

"
arrangements makes productive acùvity more risky and less appealing. rmally, beyond their direct effects
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on cconomic and politica1life, the graduai emergence of distn"butionai coalitions changes the direction

of social cvolution by slowly degrading the cultural status of productive work in favour of 'prcdatory'

activities rc1ated to redistn"bution.

Flfth, the prob!em of distn"butional coalitions is far from bcing static and tends to grow over

time. The proccss of organiring a group for collective action is costIy and often couId be initiatcd only

in the presence of some unique and exceptionaJly favourable cirmmstanœs. As a resuIt, organized

groups and collusions wouId tend to emerge over a considerable period of time. On the other band,

eustoms, traditions, habits and the intercsts of group leaders work to reinforce those collusive

organizations which have been successfully establishcd and, short of foroed eliminatioD, such

organizations could survive indelinitely. The eombined effect of these two dynamie attn"butes is that

'stable' societies would tend to 'ae=uIate' distn"butionai coalitions oVe< time.

Sixth, the social damage of distn"butional coalitions couId have been somewhat lessencd had

these groups becn sullicient1y large but, unfortunately, there are severa! factors which tend to limit

number and signilicance of large groups. When distn"butional coalitions are relatively large, they have

some incentive to make society more prosperons and also to minimize the social cost associated with

their redistn"butional undertakings. The rationale behind tbis proposition is, again, straightforward. Both

the benelit to a coalition from promoting overall prosperity and the share of the social COS! it must bear

to achieve a redistn"butional gain tend to grow with the size of the coalition relative to society. Thus,

'encompassing organizations' which rcpresent a considerable segment of society may often fmd that the

broad consequences of their actions have a substantial impact on their own partieuIar interest. Under

certain circumstances, the particular intercsts ofen~passin8coalitions may drive them to promote the

overall intercsts of society. This mitigating effcet shouId not be overstated, however. Beeause they are

casier to organize, smal1 groups will estab1ish themselves faster than 1arge ones and will hence tend to

bave a disproportionate power in society. In a 'stable' society, this power differcntial will tend to

diminish somewhat with the eventual organization of larger groups, but it will not be completely

eliminated. Being lirst to organize, smal1er groups wouId capture strategie positions which then become

unavai1able to the larger latecomers. Another factor limiting the incidence of large groups is the
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tendency of distnoutional coalitions to be exclush"C rather !han inclusive organizations. Depending on

the circumstances, there is alwa)'s some minimum size !hat a distnoutional coalition must reacb beforc

it cao acbieve its goal. Yet, since the redistnoutional gain available for the group is usuall)' given, an)'

further enlargement of the group be)'nnd that minimum will only serve to diminisb the distnoutive

sbares of existing members. Furtbcrmore, b)' adding ,,~w members, the group May find it more diffieult

to agree and act collectively. Thus, once they are suffièently 1arge, distnoutional coalitions will scck to

restrict the size of their own membersbip and, henee, narrow coalitions will rarely develop into

'encompassing' groups.

Building on the simple neoclassieaJ principles of sclf-interest and rational action, Oison leads

the reader into the scemingly inevitable conclusion that a stable society is intrinsieaJly 'sclf-destructing.'

Wbile social stability is a prerequisite for economie prosperity, it aJso provides the breeding ground for

distnoutional coalitions whicb relentlessly labour to arrest overall efficieney and growth:

To borrow an evoeative phrase from Marx, tbere is an 'internai contradiction' in the
development of stable soèeties. This is not the contradiction that Marx elaimed to have
found, but rather an inherent conflict between the colossal cconomie and political
advantages of peace and stability and the longer-term losses that come from the
aeeumulating nelWOrks of distnoutional coalitions that can survive only in stable
environments. (p. 145)

Thus, contrary to the conviction of some eonservatives, the fact that soèaJ institutions sucb as special

interest groups survive for a long lime does not at aU Mean that they are neeessarily uscful to society.

Moreover, distnoutional coalitions are not an exogenous 'imperfection' whicb merely 'distorts' the

proper functioning of production and markets. Instead, thesc special-interest groups are the normal

outgrowth of the very economic proccss they work to obstruct.

The 10gic and implications of collective action, Oison argues, could help explain a diverse array

of social phenomena across lime and space. One of these phenomena is the perplexing disparity since

the Second World War in growth rates of developed democracies. Wbile some countries, IïkcJapan and

Germany, experienced phenomenal cconomic growth, others, Most notably Great Britain, showed a

remarkably dismal performance. Mucb of these differences, Oison suggests, could be attnouted to the
:::: ::

sweeping repercussions of dictatorship, war and occupation for the delicate networks of distributional

coalitions. Countries like Japan and Germany had undergone traumatie political upheavaIs whicb
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weakened and in Many cases destroycd their dominant special-interest organizations and coalitions. ln

Germany, Hitler annihilated the labour unions and the posl-war denaziljcation and decarte1ization

programs of the Allied forces considerably weakened right-wing organizations and business collusions.

The posl-war emergenee of labour unions was encouraged by General Clay who. fearing grass-root

socialism, decided to encourage the controlled rebirth of the labour movement under the auspices of

the old Social Democratie leaders.3 Thcse unions \aler evolved into high1y encompassing structures

rather than into narrow distnoutional coalitions. ln Japan, the mi1itaristie r::gime oppressed left-wing

groups and, after the war, General McArthur acted to oflicially dis>olve the zaibatsu. This foreed

weakening and eradication of distnoutional coalitions gave Germany and Japan an enormous advantage

over other developed eountries whieh had not suffered dictatorship and occupation. With re1atively little

growth-retarding institutions, thcse two countries were well posited for an 'economie miracle' of rapid

growth (whieh they sustained only untù distnoutional coalitions again became dominant in the 19705.)

ln tbis sense, vietory was a mixed blessing for the Allied countries. The best example is the case of

Great Britain whieh, among developed democracies, enjoycd the longest impunity from the hardship of

revolution, àietatorship and invasion. The economy of Great Britain has been suffering from laclcing

vitality and slow growth, but this 'British Disease,' Oison reminds us, is a relatively recent phenomenon

whieh emerged gradually sinee the late 19th eentury and became acute only after the Second World

War. ln fact, during the Industrial Revolution, Great Britain had the fastest growing economy in the

world and that, according to Oison, was greatly facilitated by the relative openness and mobility in

British society, particulary whcn compared with the semi-feudal structures whieh still dominated

Continental Europe. Since the middle of the 19th eentury, however, Europe has been inflicted with a

barrage of wars and revolutions whieh decimated existing growth-impeding institutions, whùe. Great

Britain continued to enjoy uninterrupted stability. Consequently, even the laissez faire regime whieh

prevaùed in Great Britain between the middle of the 19th eentury and the inter.W3f period was

insufficient to prevent the incscapable accumulation of distnoutional coalitions and these, in Olson's

opinion, eventually debilitated the British economyand contnouted to the deeline of the British Empire•

3 Sec Bamet (1983, eh. 1).
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Other deve10ped economies were al<o affected by the history of their distributional coalitions.

France, for instance, has been subjcct to rccurrent political instability which, a1though harmful to capital

accumulation, restrictcd the evolution and accumulation of distnoutional coalitions and he1ped to

preserve the long-standing vigour of the French economy. The Norwegian, Swedish and Swiss economics

have attained very high per eapita income levels and that mues their continuous growth somewhat

surprising. Yet, these cases, too, could he partially exp1ained by their institutional structures. Given their

relatively stable history, Norway and Sweden did accumulate considerable distnoutional coalitions but,

for most part, these tended to be highly encompassing groups which were only marginally detrimental

to overal1 growth. In Switzerland, tbe aceumulation of distnoutional eoaiitions bas been checked by

exceptionally restrictive constitutional arrangements which make it difficult to pass new laws and

consequently limit the lobbying power of the coalitions. The case of the United States L< more difficult

to assess beeause of its size and diversity, but something could still be said on the experience of

individual regions. By comparing the history of the different states, Oison found that their growth ratcs

were negatively re1ated to the time e1apsing sinee their flfSt year of statehoo<!. In his opinion, thL<

variable eould serve to indicate the extent to which distributional coalitions had accumulated and thus

its negative correlation with growth rates is hardly surprising.

Modem theoreticallanguage and examples from recent history may give the false impression

that distnoutional coalitions are a re1atively recent institution, but, in fact, the dedine of such coalitions

could help explain the very emergence of modem capitalism. During the medieval era, the economic

development of Europe was constrained by the gripping hold of guilds. These associations of mastcr

craftsmen, merchants and joumeymen scrved their members with lypical distributional-coalitions tactics,

using their monopoly power and political influence to advance their OWD interests at a considerable cost

to mast other members of society. The eventual expansion of mercantilist trade and the subsequent

emergence of capitalistie production was conditioned, to a large extenl, on the dcc1ine of the guild

system which started to disintegrate as the process of 'jurisdictional integration' gained momentum. The

broadening of markets beyond the traditional limits of the major cities, the freeing of trade and

increased factor mobility and, finally, the progressive centralization of previously decentralizcd politieal

institutions, ail had devastating consequences for the guilds. Improved transportation enabled
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enterprising capitalists ta move their activities from major cities ta smaller urban arcas and ta the

countryside, where the absent of the guilds made production much cheapcr. The Creer trade and

enhanccd factor mobility broadencd the market and hcncc dcstroycd the guilds' cartelistie advantage

which could bc sustained only within narrowcr trade boundaries. Lasdy, the centralization of politica1

power undermincd the cxisting networks of politica1lobbying on which some of the guilds' power had

restcd. By contnDuting toward broader jurisdictions, thcse transformations slowly strippcd the guilds of

their destructive facu1ties and hencc turncd them into inc:reasingly irrelevant social institutions.

According ta Oison, a similar institutional rcstrueturing W3S apparently crucial in Many other cases of

jurisdictional integration. For examplc, the continuous geographica1 expansion of North American

markets in the 19th eentury curbcd the accumulation of distn1>utional coalitions and tÎlat helps ta exp1ain

the phenomenal vitality of the American economy at the lime. Similarly, the jurisdictional integration

of European eeonomies into the Common Market W3S sa successful partIy bccause the removal of trade

barriers and the eentralization ofcertain important politica1 institutions deprived distn1>utional coalitions

from some of the cartelistie and politica1 privileges they previously enjoyed in their own countries.

Note the signilicancc that Oison attaches ta 'free markets' or 'Cree trade' goes bcyond their

presumed impaet on specialization and the division of labour. These latter proecsses have attracted

much attention from economists and are ccrtainly crucial for prosperity, but such economie processes

could not fully develop unless free markets and trade also succccd in checking the pemicious emergcncc

of distributional coalitions. That laissez faire can indecd fail in this tas!< is perhaps bcst illustratcd by

British economie policies in India, where

more than a half-ccntury of laissez-faire did not bring about the development of India
or even get it off ta a good start. The laissez-faire ideology in its focus on the evùs of
govcmment alone clearty leaves something out. 1 submit that it is the distn1>utional
coalitions, which over millennia of history in India had hardencd into castes. (p. 179,
emphasis added)

Ironically, this same failure occurred in Great Britain itself:

During the nÏDeteenth and carly twentieth centuries, precisely wben and where
laissez-faire policy W3S at ils peak, Great Britain acquired a large proportion of ils
dense network of narrOw distn1>utional coalitions. Il W3S in this same period, too, !hat
the British discase emergcd and British growth rates and income levels bcgan ta lag.
(p. 180)
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Thus, contrary to the presumption of many eeonomists, a lad: of govcrnment intef'"Cntion is not a

sufficient recipe for economic suc=, simply bccausc free markets do not assure freedom from

distn"butional coalitions:

As 1 rcad il, the ark and CO\ICnant of the 1aisscz-faire idcology is that the government
that govcms lcast govcms bcst; markets will solve the problcm if the govcrnment only
lcaves :hem aJonc. There is in the Most popular presentations of this idcology a
monodiabolism, and the govcrnment is the dcW. If this dcviI is kcpt in chains, there
is an a1most utopian lad: ofeoncem about ether problcms. ••• The govcrnment is by
no mcans the only source of cocrcion or sociaJ pressure in society. Thcrc will he
cartclli:ation ofMany markets cvcn ifthe govcrnment does not hcIp. Eliminating certain
types of govcrnment intervention and frccing tradc and factor mobility will weaken
cartels but will not climinate them. (p. 177-8)

F'maIIy, and pcrhaps Most importantiy, 'the absence of govcrnment intervention (cvcn if it wcre

invariably desired) may noe be possible anyway, bccausc ofthe IobbYing ofspcciaJ-interest groups.' (ibid,

cmphasis addcd)

The robustness of Olson's propositions seems rcmarkable indced. The logie and implications

of collective action provide a common denominator IirJàng diverse historical phenomena sucb as the

crncrgence of European capitalism, the post-war economie miracle of Japan and Germany, the

Iong-term stagnation of Inelia and the British discase. That does not mean, of course, that ail other

thcories should now he convenientiy discarded. A monocausal explanation for the complcx proecsses of

growth, stagnation and decline is not only infeasiblc, but aJso undesirable and Oison is very carcful to

stress that bis theory bas no sucb claim of omnipotence. As he sees il, the problem of cxisting theories

is not that they are incorrect but rather tbat tbey are mcompleee. Two centuries of eeonomie thcoriling

have indeed provided highiy revcaling (oCten indispensable) insight into Most broad economic

phe.nomena but that is still insu/!!.";ent. To comprehend the dynamie nature of broad economic

proecsses, wc must aJso look under the surface for the latent institutional causes of economie change.

Unless wc spccifieally deal with the dominant groups in society and MW they evoJw:, our eeonomic

understanding will rcmain eriti~y Oawcd.
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6.2 Distributional Coalitions and Macroeconomies: Beginnings

One arca in which such dynamic institutional insight is dcsperately nccdcd but conspicuously

lacking is the modem macroeconomie thcory for uncmploymcnt and stagflation and, according to OIson,

this is aIso wbcre the thcory of distn"butional coalitions gains ils slrongcst conformation.'Sinee Keynes,

most macroeconomists who have dea1t with involuntary uncmploymcnt found it convenicnt to reIy on

some notion of priee 'sticlcincss.' Using a c:onventional diagnun of snpply and dcmand, involuntary

uncmployment is said to ClCÏSt wbcn, at the prevailing priee, the quantity snpplicd of a given factor

excccds the quantity demanded of that factor and this discrepancy occurs wbcn the priee excccds its

market-clearing lcvcl. From this perspective, it is clear that, while involuntary uncmploymcnt may arise

for a variety of rcasons, it could persist only if priees remain 'sticky,' fai1ing to converge to their

equih"brium vector. Anyexplanation for involuntary uncmployment must hcnee answer thebasie question

of why priees are sticky and this is precisely where most macroeconomie thcories fail. From an ovcrall

social viewpoint, sticky priees are Pareto suboptimal. With priees being 'too high' and quantities being

'too low,' there is an unrcalized bedonie 'surplus' which sellers and buycrs oould exploit through

mutually advantageous transactions at the eqwù"brium priee. In this context, where buycrs and sellers

bave a mutual interest in equih"brium priees, sticky priees are highly embarrassing because they indicate

tbat buyers and sellers in fact faii to act in their own common interest! The paradox is of course more

apparent tban rea1 and its solution lies with the logie and implications of collective action.

While society as a whole could do better without sticky priees, sma1\, spccial-interest

coa1itions - particularly enllusive oligopolies and labour unions - often sec things quite differently. In

the labour market, the unemployed are too numerous and dispersed to organizc for collective action and

that means they could not obtain employment in return for some negotiatcd wage-transfer schemes with

the labour unions. Under these circumstanees, the best course of action open for labour unions is to try

and bloc mutually advantagcous transactions between cmployers and the unemployed and, Onee this bas

been achieved, to strivc for higher-than-equihllrium wage rates, which of course May pcrpctuate the

unemployment problem. Similarly, sinee oligopo1istie firms cannot estab1ish inoome-transfer schcmes

witb the multitude of unorganized consumers even if they wanted to, their best strategy is to fut their
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priees above competitive lC',,1s and, gÎ,,,n sticky input priees. thal. 100, leads 10 involunlary

unemployment.

The detrimental impact of collusive praetiees on unemployment is ofcourse we11 1<oown and bas

often been used by mainstream macroeconomists to exp1ain sticky priees and other anomalies (see

Chapter 2). U nfortunately, familiar anti-union sentiments and occasional referenees to restrictive

business taeties are hopeless1y insuflieient as a hasis for Macroeconomie understanding. The problem

arises beeause Most macroeconomists treat 'monopoly power' nO! as an integral part of their theory but

rather as an exogenous institutional 'distortion.' Given their excessive passion for 'generality: some

orthodol< macroeconomists fmd it undesirable to base their (otheIWise) universal models on what they

sec as exeeptional structural 'imperfections: and it is tbis vcry attitude whicb keeps the answers to their

Most buming questions safely out of reach. While students of economie structures and institutions have

long realized the dynamie hisloriea/ nature of their subject, macroeconomists have laboriously strivcn

to strip their theories so that they eould discovcr the statie lime/css laws of their discipline. With Keynes

applying bis multiplier prineiple to both Great Britain of the 1930s and to the slavc society of

Pharaonieal Egypt, and with Friedman declaring that inflation was always and evcrywhere a monetary

phenomenon, macroeconomists were led to believc that their field was indeed independent of both

history and institutions. This a-historiea1 framework might have been valid had macroeconomists

succeeded in explaining the cross-section variability in the performance of different eountries, or why

Macroeconomie performance changed over time, but, unfortunately, tbese are questions for whicb

Macroeconomies has no convincing answers. Some macroeconomists have indeed suggested that

differenees in national labour praetiees and cbanges in govcmment polieies could account for spatial and

temporal variations in Macroeconomie performance, but these ad hoc explanations do not solve the

problem. Instead, they lead the macroeconomists who use them into a theoretiea1limbo since standard

Macroeconomies has nothing to sayon the causes for structural divcrsity and institutional change.

If sticky priees and involuntary unemployment indeed depend on the extent of 'monopoly

power: we must deal with the dynamie evolution of sucb power. If inflation is the outcome of

expansionary govemment polieies, wc must explain the institutional forees leading to sucb polieies.
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Unlcss wc dcal wilh thc dynamic causes ofsucb structural dcvelopmcnts, wc couId say vcry Iilt!c on why

somc counlrics havc suffcrcd grcalcr uncmploymcnl !han othcrs, or on why stagflation secms to havc

inlcnsificd ovcr thc last several dccadcs. In short, a thcory whicb rclies on institutions must aIso cxplain

bow thosc instilutions arosc, and sinee Macroeconomies definitciy nccds to dcal with structure, it must

aIso dcal with structural change. Vicwcd from this pcrspcctivc, the thcory of distributional coalitions

offcrs mucb morc !han a static cxplanation for sticky priees and in\'Oluntary unemployment. Il May aIso

bclp us undcrstand why thcsc and other broad macroeconomic pbcnomena ewJlve ovcr lime.

Olson's logic of collectivc action says !hat distributional coalitions will tend to fix priees rather

than quanlities as bas oflen bcen supported by evidenee on the activities of business collusions and

labour unions. Il also implics that coalitions will bc sluggisb and, bence, !hat their priees ",i11 remain

'sticky' for considerable periods. Givcn tbeir delayed rcaction to changing cÎrMlmstanees, distnDutional

coalitions will bc slow to lowcr tbeir priees, evcn when sucb reduetions serve their group intercst. When

cÎrcumstanees cali for price increases, bowevcr, tbere will bc tolerance and evcn encouragement for

uni1ateral priee bikcs by individual membcrs bccausc !hat belps to bypass the lengtby decision.making

process. As a consequence, coalition priees will exbibit less downward than upward flCXIDility and, !hat,

too, is consistent with abundant evidence about ratcbet·like oligopolistic pricing practiccs. F"mally, the

incidcnce of relativc price inflexibility across different industries shouId bc positivcly affected by the

prevalence ofnarrow·interest coalitions. Sucb coalitions are casier to organize wben groups are rciatively

small and, as Many studies seem to indicate, price OCXIDility indeed tends to he invcrsely correlated with

the degree of industrial concentration.

These assessments lcad Oison to infer that, in the final anaIysis, distnDutionai coalitions and not

deficicnt demand are tbe ultimale source of involuntary unemployment. To cxplicate this conclusion, he

points to a major qualitativc cbange oceurring in the way in which the U.S. economy bas becn

rcspooding to deficieot aggregate demand. During the 19th century, there wcre substantial drops in

aggregate demand and thcsc indeed led to recessions and unemploymeot. Yet, in comparison to the

Great Depression, the declincs in rcal output and employment were relativcly minor and brier. The

rcason was fairly simplc. As a 'young' socicty with an cxpanding frontier, the United States bas
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accumulated eomparafu'ely fcw distn"bUlional coalitions thal could generale sticky priees and, in Ibis

conlext, evcn massr.'e dedines in aggregale demand wcre quickly trans1ated inlo fa11ing priees ""d lefl

ooly a smaller mark on real variables. Things began to change with the closing of the frontier and lhe

great surge in corporate concentration during the 1890s and, indecd, il was in that very period that the

term 'unemploymenl' fust came inlo common use. By 1929, on the evc of the Great Depression, the

United States bas a1ready accumulated a dense network of distn"butional coalitions. When aggrcgale

demand coUapsed in the carly 193Os, these dominant coalitions prevcnted the necessary priee deflation

and propagated the depression. The crisis was further aggravated by the olfiàal sanctioning of industrial

'self govcrnment' under the auspiees of the National Recovcry Administration, and by the Iegal

promotion of unions and minimum wages via the National Labor Relations Act and the Wagner Act.

These and other historical examples suggest that aggregate demand bas only an indirect eITect

On involuntary unemployment and that the precise magnitude of this eITect is largely determined by the

breadth and strength of distn"butional coalitions. Over time, as distn"butional coalitions accumulate and

become more dominant in society, the 'priee eITect' of falling aggregate demand tends 10 diminish, the

'output eITeet' tends to rise and involuntary unemployment increasingly appears as a 'chronie' problem.

Similarly, young societies, or those wbich have recently emerged from the turmoil of tyranny, revolution

or foreign occupation, often recover fakly quickly from the recessionary eITects of delicient demand (or

other adverse shocks), whereas older, stable socielies, where distn"bulional coalitions had more lime to

accumulate and establish priee-fixing meehanism~ experienee much longer and painful recessions from

wbich Iheir recovery is commonly incomplete.

From this perspective, the emergenee of worldwide sUlg/lation in the 19705 does nol seem

anomalous at ail According 10 Oison, it is simply the next logical step in a continuous bistorical process.

During a quarter eentury of relative political stability throughoUI the western world, the progressive

accumulation of distn"butional coalitions slowly reduccd the priee eITect of recessions until it evcntually

became positive. As Phillîp Cagan describes il:

the change in rates of change [of priees] From each expansion to the ensuing recession
became less ncgative and, in Ihe Iast IWO cycles, the change became positive - that is,
the raIe of priee increase in the recession exceeded that in the expansion, perverse
cyclieal behavior not exIu"bited before. The distinctive fealure of the post-war inflations
bas not been that priees rose faster in periods of cyclieal expansion - Many previons
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expansions bad much higber rates - but that they declined bardly at ail, or even rose,
in recessions. ... The startling failure of the 1970 recession to eurb inflation was not
a new phenomenon ••• but simply afurthu step in a progressive post-war development.
(Cagan, 1979, àted in Oison, 1983, pp. 219-20, emphases added)

Vnder conditions of stagflation, it beeomes even more evident that the primary cause of involuntary

unemployment is not defieient demand. Since the 197Os, price inereases were usually larger!han the

contemporaneous fall in rea1 output which means that aggregate demand Cm nominal terms) was in faet

rising together with unemployment.

Olson's rationale for stagflation could he elarified by separating the long-term change in the

rate of unemployment from its sbort-term fluctuations. Distn1>utional eoaIitions aet by setting their own

priees, but the distn1>utional outcome depends aIso on what happens to other priees. 'Optimal' prieing

in this context requires an accurate prediction of future priees, but that is not easy to acbieve hecause

eoaIitions are usually slow to aet. Oison maintains that, with their tardy reaction, dïstn1>utiona! eoaIitions

will generally underestimate changes in the future rate of inflation and that, in bis opinion, he1ps to

explain the familiar Phillips Curve relationship hetween unemployment and inflation ovec the business

cycle. The meehanism is fairly simple. At any point in time, society suffers from a certain 'normal' rate

of unemployment infiicted by eoaIition aetivity. Now, suppose that the rate of inflation increases

'uncxpectedly.' The unantieipated cise means that existing eoaIition priccs will now he lower!han what

the eoaIitions would have desired and that will cause the rate of unemployment to fall helow its 'norma1'

level. The same proeess will work in reverse during periods of uncxpeeted disinflation or defiation. As

the rate of inflation declines faster than antieipated, stieky eoaIition priccs will prove to he higher !han

'optimal' and that will cause the rate of unemployment to exc:eed its 'Datura!' level. Provided that

eoaIitions indeed tend to underestimate increases and decreases in the rate of inflation as Oison claims,

unemployment will then he inversely re1ated to variations in the rate of inflation. In this ecntext, the

stagflationary drift of the Phillips Curve arises primarily [rom the rising trend of eoaIition aetivity. Over

time, the progressive accumulation ofdistn1>utionai eoaIitions and the consequent spread ofstieky priccs

tend to inerease the 'normal' or 'natura!' rate of unemployment and that makes society increasingly

susceptible to depression during deflation and to stagflation in periods of disinflation.
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Unfortunately, this treatment of inflation and stagllation is deficient in a certain important

respect. While Oison explains the impact of inflation on distributional eoa1itions, he leaves the more

important question of how the eoa1itions affect inflation eompletely unexplored. This s:.orteoming. we

argue, is not incidental, but stems from ce,!"", ,>vtable weaknesses in Olson's framework which must

he addressed. To begin with, it is not c1ear why distn"butional eoalitions should tend to underestimate

the rate of inflation when it is rising and overestimate it ...men it is falling. Suppose, for example, that

the rate of inflation is 8 percent and is about to me to 12 pereenL Why should we assume that a price

leader such as Philip Morris will tend to underestimate the eoming change? 15 it not possible for this

eompany to predict that the future rate of inflation be 14 Or 16 pereent rather than 10, for instance? Or,

eonsider a eoming reduetion in the annuaI rate of inflation from 20 to 15 percent. 15 there any reason

to assume that the steel lobby, in pressing the U.S. government for tariff protection, wiU not base iL<

aetions on an anticipated rate of inflation of 10 percent rather than say, 17 percent? Similarly, why

should we expect eeonomists working for the United Auto Workers Union to underestimate the wage

inerease needed to proteet the rea\ wage of their members? Could they not overestimate it instead? As

we have shawn in Chapter 4, the notion that slow reaction somehow leads to expeetational errors and,

moreover, to a partieuiar pattern of errors, is clearly unfounded. For Olson's model tbis obviously means

that sticlcy coalition priees no longer explain the alleged PhiUips Curve. For our purpose. however, the

problem stems not so much from Olson's somewbat simpIistie model, as from his fundamental

assumption about coalition aetivity.

The notion tbat distn'butional eoa1itions generaUy suffer from inflation refleets a certain

ineonsistenc:y in Olson's perception of 'power.' Distn'butional eoa1itions are portrayed as essentially rigid

organizations witb an inherent inability for rapid aetion. Sïnce tbey are relativeiy cumbersome and slow

to react, the coalitions are wlnerable to changing circumstances and bence bave a strong vested interest

in maintaining the status quo. Unfortunateiy, these characteristics are nOl entïreiy eompab'ble with the

manner in which distn'butional eoa1itions supposedIy obtain and relain tbeir power. Inherenl1y slow

aetion could explain wby distn'butional eoa1itions are interested in impeding growtb and arresting

eeonomic vitality, but it is not clear bow cumbersome groups which chronicaUy linger behind changing

events eould ever aeeumulate and sustain the power neeessary to achieve thase very aims. More
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importanlly, il is hard lo envision how distnoutional eoaIitions could beeome increasingly dominant just

by responding lo events and wilhoUl laking initiatives toward altering them. As OIson himself argues,

distnoulional coalitions will dominate the cconomie seene ooly as long as they continue to aehieve

redistnoulional benelits for their members and, in a dynamie society, that requires not ooly proteeting

existing benelilS, but aIso striving to creale now opportunities.

In foeusing on how eoaIitions read to ebanging eireumstanoes, OIson seems to have ïgnored the

dynamie implications of bis OWD theory. DistnoutionaI eoaIitions may indeed suifer from and object to

changes which they have not initiated but, over lime, that type of change beeomes d=easingly

signilicant. As distnoulional eoaIitions accumulate and fortify their grip of society, they thonselves

become the primar;, source ofeconomic and political change. The common bias of identifying change with

'progrcss' may mislead us to presume that, being retardants to growth and impediments to prosperity,

the eoaIitions must abhor aU types of change. As we argue later in this essay, this viow is entirely

unfounded. Not ail eoalilions arc bom equal and they do not neœssari1y use the same redistnoutionaI

tactics. In a capilalist economy, for example, the succcss of labour unions may depend on preveuting

change, but other groups, partieularly busincss coalitions, often thrive by generating instability. If those

latter coalitions beeome the dominant force in society, economie change will increasingly reflect their

OWD actions and, in that eontex!, care must be taken not to interpret eoaIition initiatives as 'responses.'

These comments help to iIIuminate Olson's inadequate treatment of inflation. As we have

c1aimed earlier, bis basic assumption whereby inflation creates 'suboplimal' distnoutional outcomes for

the coalitions, is logicaUy unsound and hence undermines the consistency of bis Phillips-Curve modeL

That, however, is hardly the main point. The more signilicant implication of that assumption CODcerns

not the efrect of inflation on unemployment, but the cause of inflation itself. In arguing that

distributional coalitions suifer from their slow response to inflation, OIson effectively suggests that those

eoaIitions could not be the primary source of inflation and this is where the problem lies. Given this

starting point, it is of course quite logicai to focus on unemployment from which the eoaIitions benelit,

and to negleet inflation from which they lose. From this perspective, there is certain1y no need for a

specifie theory of inflation and, indeed, OIson mues no suggestion that the phenomenon may be
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somehow related to the evolution and acti,ities of distnllutiona1 eoa1itions. These presumplions arc

una=ptable, however. Inflation is neither a natura! phenomenon. nor is it an c:xogenously inflicted

'disease' eoming from the outside of society. It is a socia1 process propagated by socia1 institutions and.

as sueh, we bave no reason to assume it is independent from distnllutiona1 eoa1itions. To suppose !hat,

despite being the primary institutiona1 foree in society, distnllutiona1 eoa1itions mere1y 'react'to inflation.

does not seem like a very plaUSlllle point of departure. The contention !hat distnllutiona1 eoa1itions

affect eeonomie fluctuations, produetivîty and long-term growth but leave no mark on inflation. requires

some convineing theoretieal and empirieal evidenee; it eertain1y cannot be taken as a basic truÏsm.

Olson's eoneentration on the 'rcal' variables of growth and unemployment and his disrcgard for

the 'nominal' process of inflation mayalso have additional, dceper roots. Whilc he ridicules Keynes' and

Friedman's daim for genera1ity, his own theory seems no less ambitious. It presents distnoutional

eoa1itions as a universai institution whieh tends to develop in every stable society, from Babylonia and

Byzantium, through China and India, to Great Britain, the United States and the Soviet Union. Oison

is, of course, carefulto empbasize that those narrow-interest groups are unique to the historieal context

in whieh they emerge and operate; but given the professed breadth of his theory, he also insists that,

undemeath this heterogeneity, there lies a single unifying principle, namely, that ail eoalitions seek a

redistnoutional gain and that they do so by inflicting a substantial loss on society. Moreover, the

coalitions' gai."1 and society's losses are assumed to be qualitative1y identiea1. Sinee hoth isolated

individuals and organized groups are presumably driven by the same hedonic goal of utility

maximization, the benelits for the eoalitions and the eost for society eould be denominated in the same

universal units of 'purehasing power' (see the diagram on page 198 of Olson's 1982 book). This reliance

on utilitarian principles eould not be entirely accidentai. Beyond being consistent with Olson's

neoc1assical leanings, it is also crucial to support his daim for historical generality. Distributional

coalitions are said to be a natural outgrowth of every stable society and the hedonie quest for material

gain appears as the oniy eommon denominator whieh eould bridge the vast differenees existing between

slavery, feudalism, mereantilism, eapitalism and socialism. Unfortunately, generality is not always useful,

as Oison aptly pointed out. By specifying the logic of collective action in 'timeless,' a-historie terms,

Oison fell into the same methodological trap against whieh he warned his fellow eeo[l~mists. Being
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bascd on universa1 prinèplcs, the theory of distnouûona! coalitions is weil swted to explaïn the 'rcal'

phenomenon ofgrowth and decline be<:ause these are denominated in material terms co=on to every

soèety; the theory is 100 general, however, for dealing with the 'nominal' phenomenon of inflation since

that process is unique to mane/ory economies.

While priee movements have probably occurrcd since the carlyappearance of markets, inflation

emerged as a broadly bascd proœss only as econ::>mic activity became increasing1y denominatcd in

monetary terms. The great European inflation of the 16th eentury began after the discovery ofAmerica

and the consequent outflow of silver and gold, but it is highly doubtful that this inflation would have

happened without the concurrent emergence of European eapitalism. Sucb a broad, macroeconomic

inflation certainly could not have occurred carlier, in the middle ages for =ple, when more than 95

percent of the population were living of the land, under an autarkic system of feudal institutions. With

only limited, mostly barter exehange, it is clcarly meaningless to talk about a 'comprehensive increase

- in money priees.' An inflationary increase in money priees could constitute a significant phenomenon

only in a predominantly monetary cconomy and it is indeed hardly surprising that the fU'St theory of

infla~~~-=='TheQuantity Theoty of Money - did not precede eapitalism.

Oison suggested that the birth of eapilalism was marked by thé dedine of medieval

distributional coalitions. ln bis opinion, manufacturing and trade started to flourish as society was sIowly

lt"berated from the redistnoutional shackles irnposed by the guilds. Yet the death of old distnoutiona!

coalitions did not at ail diminish the cxtent of redistnlmtion. Aceordïng to alternative interprctations

(sucb as Galbraith, 1975, pp. 10-13, for cxample), capitalism was in fact conccived in an unprecedentcd

massive redistribution of ineome from wages to profits and the chief vehicle for that proœss was no

other than inflation. This link between inflation and rcdistnoution does not necessarùy irnply a parallc1

link between inflation and distnoutiona! coalitions, but it certainly does not preclude il. What seems

clear, however, is that in order to investigate the potentia1 rclationship between distributiona! coalitions.
and inflation, we must abandon some of Olson's historica1 geueralities and focus directly on capitalism.

~'

-199 •



•

•

•

Industry and Business

The first and probably only economist to view inflation as stemming directly from the evolution

of distnèutional coalitions, was Tborstein Veblen. Writïng at the turn of the eentury. bis analysis wa.<

markedly different from the dominant theoretieai vogue of bis time. Whi1e the ncocIassicists searehed

for harmony of interests as the me3D5 and ends of eeonomie aetivity. Veblen sought to unravel the.

antagonistic cultural traits whieh moved human history. In bis opinion, society was governed not by a

U1IÏVe1sa1 drive for hedomc pleasure, but rather by a conjlù:ting duality of creativity and destruetiveness

whieh eoexisted in human nature. With the rise of capitalism, this duality bas siowly manifested itself

through a growing demarcation between 'industry' and 'business.' The 'instinct oi workmansbip,' that

combination of creative curiosity and a basic desire for human progress, bas thrived within the material

and technologieai proeesses of the 'industrial system: The inherent urge to acquire power and dominate

others, on the other hand, revealed itself in the institutions of prop:;rty and authority governed by the

principles of 'business enterprise: Gradually. as capitalism developcd, the requirements of industry

became increasingiy incompatible with the needs of business and that brought the conflict between

produetivity and authority, or between workmàIiship and ownership, into the economic eentre-stage. In

the 20th eentury, with the emerging 'new ""der' of big business, the conflict has culminated in the

stagllationary growth of massive distributional coalitions. The larger use of credit fostered a rapid drive

toward corporate concentration, and with the industrial system being 'inordinately productive; the

newly-formed coalitions of 'absentee owners' could sustain and expand only with pcrsisting inflation and

ehromc stagnation.

VebJen's pioneering analysis of ownership sparked a considerable interest in modern market

struetures, yet, interestingiy, bis profound insight into the interaction between ownership and inflation

reeeived little or no attention at ail. In some respects, it appears as if this critical part of bis theorizing

was transparent and left no mark on its readers, at least on thase who dealt with inflation. It is true that

Veblen was sometimes vague in bis formulations and that he zcalously refrained from any formai

'modelling,' but as we demonstrate in the following sections, bis analytieal framework for inflation and

restrueturing rcSted on a logically consistent basis whieh remained remarkably relevant throughout the
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20tb century. The exceptional vitality of Veblen's analyses stems in large part from bis emphasis on

processes. He examined not machine production, but the machine process; bis analysis of eapital was

focused on tbe proeesses of eapitalizatior: and reeapitalization; be was preoccupied not 50 much with

prevailing institutions of ownersbip and power, as with their bistorieaI evolution; and be deaIt not 50

much with priees, as with the inflationary process. In bis work, Veblen a\ways went beyond the static

perspective for economic structure, seeking to explore the dynamic proœsses of restructuring. And 50

althougb bis writings were anchored in bis own lime and elucidated with contemporary examples, they

nevertbeless scem 'timeless' and remain i1Iuminating even after a1most a oentury of eapita1ist

deve1opment.

The basis underlying Veblen's approach to inflation and restructuring was the fundamental

distinction between industry and business. The industrial spbere constituted the material and

teebnologieaI framework of eapitalism. When considered in isolation of contemporary business

institutio: s, the u1timate purposc of industry, its raison d'être, was an ever-growing quantity and qua1ity

of produced goods and services. The methods and aims of industrial production were dominated by the

so-eaI1ed 'machine process.' According to Veblen, the machine process involved more !ban the simple

employment of machines; more broadly, it existed '[w]herever manual dell1erity, the ru1e of thumb and

the fortuitous conjunctures of scasons bave been supplanted by a reasoned procedure on the basis of

a systematic knowledge of tbe forces employed ••• even in the absence of intricate meebanieaI

contrivances' (1904, p. 6). Althougb machines were operated by individual employees working for

individual fmns, the machine process was essentially a communal activity, for IWO basie reasons. FJrSt1y,

modem industrial production was contingent on what Veblen eaI1ed the 'teebnologieaI heritage' of

society. TechnieaI knowledge of ways and means was obviously embedded in individuals, but the

development and use of such individual knowledge already presupposed a general body of 'community

knowledge' grounded in the 'aceumulated wisdom of the past' (l908b, pp. 326-29). 'Evidently,' wrote

Veblen (1923, p. 64), 'the state of industrial arts is of the nature of a joint stock, worked out, held,

carried forward, and made use of by thosc who live within the sweep ofthe industrial community. In tbis

bearing the industrial community is a joint going-concem.' Secondly, with the advanc:ement of tbis

teebnologieal heritage, production aetivities grew not only more complicated but aIso mOre

- 201-



•

•

•

interdependent and, consequently, the maebine process beeame something more tban a simple

juxtaposition of separate productive undertakings:

No one of the meehanieal processes earried by the use of a given outfit of app1iances
is independent of other processes going on e1sewhere. Eaeh draws upon and
presupposes the proper working of Many other processcs of a similarly meehanieal
eharacter. None of the processes in the mcebanieal industries is self-suffidng. Eaeh
follows some and precedes other processes in an endless sequence, into whieh caeh fils
and to the requiremenlS of whieh caeh must adapt ils own working. The whole conalt
of industrial operations is to be taken as a machine prrxess, made up of interlocking
detail processes, rather !ban as a multiplidty of mcebanieal app1ianees caeh doing its
partieular work in severalty. This comprehensive industrial process draws into ils scope
and turns to aecount ail branehes of knowlcdge that have to do with the material
sciences, and the whole makes more or less delieately balanced complcx of
sub-processes. (1904, pp. 7-8, emphasis added)

Given !bis growing interdcpendeney of both knowlcdge and proccsses, the effideney of industrial

production increasingly came to hinge on synebronization and standardization. There was a continuous

pressure toward an interstitial adjustment of input and output f10ws between suppliers and buyers and

a constant movement toward grcater standardization ofboth production Iines and consumption needs.4

As a highly integrated system, industrial production was strongly disposed toward elaborate planning and

close cooperation. Ultimately, it ealled for 'solidarity in the administration of any group of related

industries' and, more generally, 'for solidarity in the management of the entire industrial trame of the

community' (1904, p. 17).

The prineiples of business differed from the practiees of industry, both in methods and goals.

Business enterprise meant invesnnent for profit. It proceeded through purehase and sale toward the

ulterior end of aceumulated peeuniary wca1th. While industry was a process of production, business was

a maUer of ownership. Whercas in the industrial sphere, production was earried hy the instinct of

workmanship, in the business sphere ownership was manifested through the faculties of power. Where

industrla1 activity required integration, cooperation and planning throughout society, business enterprise

spcUed conf1ict and antagonism among owners and a clcavage running betwcen businessmen on one

4 Galbraith's later attaek on 'consumer sovercignty' and bis notion of the 'rcvised sequence' closely
rescmble Veblen's vicws on the subject: 'The frcqueney, duration, intensity, grade, and sequence [of
consumed goods and serviees] are not, in the main, maUers for the frcc discretion of the individua1s who
partieipate. Throughout the seheme of Iife of that portion of mankind !hat clusters about the centres of
modem eulture the industrial process makes itself felt and enforees a degrcc of conformity to the canon
of aceurate quantitative measurement' and '!hose who would hcnefit by the advantages oITered must
adapt their sehedule of wants and the disposition of their time and eITort' (1904, p. 14).

- 202-



•

•

•

side, and lhe underlying populalion of working consumers on the other. Thcse profound differenees

wcre cryslallizcd inlo IWo differenl 'languages.' Unlike indUSlria1 activity, business lraffie and business

achievcmenlS were counled nol in terms of some langlble, material unilS, but rather in strietly pecuniary

terms:

The aII·dominating issue in business is the question ofgain and Ioss. Gain and loss is
a question of accounting, and the accounlS arc kept in terms of the MOncy unit, not in
terms of Iivclihood, nor in terms of scrviccability of the industria1 and commercial
plants. For business purposcs, and so far as the business man habitually looks into the
matter, the Iast term of ail transactions is their outcome in money values.(1904, p. 84)

EconomislS eaughl in a pre-eapita1ist habit of thinking have long struggled to reduee business

magnitudes to 'rcal' uti1itarian terms but, according to Veblen, sueh efforts were haplessly misdire<:ted.

The pecuoiary nature of business terminology was not just a mere accounting convention. More

profoundly, il reOected the very essenee ofbusiness enterprÎse. The language of uti1ity and scrviccability,

Veblen pointed out, belonged only to the tangible rcalm of industry and had nolbing to do with the

reality of business enterprise:

ln ail thcse civilized countries where the priee system bas gon" into effeet men count
their wca1th in money-values. So mueh so that by setded habil,j!!dllced by long and
close applieation to the pursuit of net gain in terms cf priee, men have come to· the
conviction that money-values are more reaI and substantiaJ /han any ofthe materiaIfads
in this rransitory world. So mueh so that the final purpose of any businesslike
undertaking is always a sale, by whieh the seller comes in for the priee of bis goods;
and when a person has sold his goocls, and so becomes in effeet a creditor by that
much, he is said 10 have 'realized' bis wca1th, or to have 'realized' bis holdings. In the
business world the price of things is a more substantiaI faet /han the things themse/ves.
(1923, pp. 88·9, emphases added)

AU of tbis seemed to confll1ll that modem economic activity involved not one, but IWO distinct 'reaIities':

one in whieh material faets wcre denominated in terms of heterogeneous unilS of input and output, and

another where ail substanlial faets where ineamated in the universa1 eategory of money values.5

5At first sight, this distinction between indUSlria1 and business principles may resemble Marx's IWO
modes of cireuIation. Industria1 activity could be viewcd as drivcn toward augmenting use value through
a simple circulation (C-M.C'), whereas business enterprlSe might he perceived as an expanded
cireuIation of exehange values (M-C-M'). This apparent similarity is deceiving. howevcr. While Marx
differentiated hetween simple and expanded cireuIation, he (and Marxists evcr sinee) stiI1 tried to bring
them back into a common denomùuUor by expressing priees in labour values. For Veblen, on the other
band, there was a comp/ere separation hetween indUSlria1 oUlput and business values. Furthermore, as
an integrated 'community activity,' industria1 production could not he deeomposed into separate 'factor
contnbulions' and certainly could not he reduced to unilS of 'abstract labour: And 6nally, in the new
order of big business, priees reOected not competitive forees but distnbutional powers. As WC argue
helow, these considerations servcd to eliminale the so-called 'transformation problem' (of convcrting
values to priees) before it even arose.
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This fundamental distinction cames far-reaehing implications for our study of inflation. Note

that, in the Most general sense, the 'overall priee lever could be seen as the ratio betwcen "88I'Cgate

money values in the business sphere and the congeries ofcommodities po:oduecd in the industrial sl'here.

Although Veblen did not address this point expliàtly, bis dual framework clearly implies that the

category of 'priee' is neither an industrial magnitude. nor a business variable. Rather !han beionging to

either business or industry, commodity priees in fact constitute the ultimate 1inl< betwcen these two

spheres of aetn.ity. Veblen, much Iike the emincnt classica1 economists before him, looked for the

fundamcntal social causes behind the appearanee of priees and inflation. If WC interpret bis framework

in this light, we could say that, at any one time:, the overall priee Ievei is muc:h Iike a hieroglyph, a

general eode refleeting the underlying relationship between business and industry.6 Following this logic,

it then turns out that changes in the aggregate priee level which wc habitually pereeive as commodity

'priee-inflation' (or 'priee-deflation') are in faet the universal image of aD underlying dynamie interaction

between the sphere of business and the realm of industry. In the speàfie context of mature capitalism,

inflation becomes increasingiy dependent on the ever-changing institution of absentee ownership an;! on

the evolving forces of industrial creativity, and it is the intcrru:tion betwcen these two pivotal processes

which must be plaeed at the focus of our inflation analysis.

What was the nature of relationship between industry and business aecording to Veblen? When

considered solely on its own terms, industrial aetivity was defmed in terms ofworkmanship, eooperation,

standardization and planning; yet, in praetiec; these aspects exerted only a secondary impact on the

conduet of industry. In capitalism, industry was carried not for the purpose of servic:cability and

\ivelihood, but for profit and, in that context, the industrial system was subordinated to business ends.

With capitalist development, 'those clements in the industrial world that take the initiative and exert a

far-reaching eoereive guidanee in mallers of industry go to their work with a view to profits on

investment, and are guided by the principles ::itd exigencies of business' (1904, p. 2). On the whole,

6 This May seem reminiscent of Marx's discussion of the socitd code emhedded in laboIu 1ItÙues:
'Value ••. does not stalk aoo~IL,,".lh a label desc:ribing what it is. Il is value:, rather, that converts every
produet into a social hieroglypliic:. •.• The determination of the magnitude of value by Iabour-time is
therefore a secret, hidden under the apparent' !Iuctuations in the relative values of commodities' (Marx,
1906, VoL 1, pp. 85-7). Yet, as we already' noted and will further demonstrate below, Veblen's
framework differed from Marx's analysis in eertain fundamental respects.
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wrote Veblen (1904, p. 26), '!i)ndustry is carricd on for the sake of business, and not convcrsely,' and

this particuIar line of dependeney dominatcd the way in which modem capitalism evolvcd and

functioned.

Now while it might not bc entirely c1car at first sight, this vicw, whcrcby business aims

domÏnatcd industriaJ activity, in fact invertcd a convcntiona11inc ofcconomie reasoning Note that bcing

a qucst for profit. business enterprïse was csscntially a cJDim on earnings. It was whoUy and onIy an act

ofdistribution. Commodities against which profits constitutcd an effectuai c1aim were creatcd elsewhere,

in the industrial sphere of activity. Yet. given !bat industry was carricd for the sake of business, it

followcd that. contrary to popular convictions, the primary line of causa1ity ran not from production to

distnbution, but From distnbution to production! From this perspective it was then c1car !bat. in order

to understand the fundamental proœsses of capitalism, our inquiry must star! not from the realm of

;ndustry, but From the sphere of distnbution.

Contrary to the neoclassica1 theory of marginal productivity promotcd by bis teacher J.B. Clark,

Veblen maintained that the distribution of income bad nothing to do with 'factor productivity,' simply

becal'lSe economic inputs did not posscss any individual productivity to bcgin with. As wc already noted,

Veblen viewcd industrial activity as an integrated community process in which the 'tecbnologica1

heritage' of society played the paramount role. In bis opinion, 'technology,' or the 'immateriaJ

equipment' of society as he also ca1Icd it. was not just another factor of production which supplementcd

'land,' 'capital' and 'labour'. Instead, it was the vital cultural substance which made raw matcrials,

machines and physica1 human labour uscful in the fU'St place: 'To say !bat these minerais, plants and

animais arc meaningful - in other words, that they are cconomic gonds - means !bat they bave bccn

brought within the swcep of the community's knowlcdgc of ways and means' (1lI08b, p. 329). Without

'technology,' the physica1 factors of production wcre cconomica1ly mcaningiess objects.
---e.

The fundamental importance of this 'technologica1 heritage' cou1d bc illustratcd with severa!

simple c:xamples. A pcasant frombiblica1 Mesopotamia, for instance, would bave been uscless in a .

2Oth-century Ford factory, not becausc he could not press a button or raise a lever, but bccausc he
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would have been ullerly displaeed in the broad cultural sense. By the same tolcen. an mM engineer

thrown into the Amazon forest is unlike1y to survive not 50 much beeause of bis physiea\ inaptness, but

more due to bis allen cultural upbringing. Simi1arly with raw materials. Stone, which once was a prime

raw.materia1 for utensi1 making, is quite useless in the production of modem tools. On the other band.

a crucial present-day raw materia1 like petroleum would have been a largely useless substance in the

agricultura1 manor of the feudal era. Fmally, much like physiea\labour and raw materia\s, tools and

machines a1so do not have any intrinsie productivity of their own. The usefulness of a modem robot

depends crucially on the current 'state of technology: With the arrivai of a new production method, the

older robot is Most Iikely to end in the 'jun1c heap: The new technology ma1ces it economiea11y obsolete

and, although it May have lost none of its operating power, it is no longer a 'capital good: As Veblen

(l908b, p. 348, emphases addcd) put it, the 'speàfie technologiea\ expedient which it embodies eeascs

to be effective in industry, in competition with "improvcd methods: lt ceases to be an immateriaJ asset.

When it is in tbis way eliminated, the material repository of it ceases to have value as capital. lt ceases

to be a material asset: This logie also worlcs in reverse. A modem factory producing semiconductors

would have been a worthlcss (and, in faet, meaningless) collection of physical objects during Veblen's

time, flfStly, because it could not have been operated and, secondly, because its output would have had

no perceptible use. ln these and every other case, the transformation of a physiea\ object into an

economiea\ly useful capital good can neither lead nor Iag behind the existing 'state of industrial arts:

As with the other inputs, tools and machines become 'productive' only within a bistorically-specifie

techn01ogiea\ context.

From a neoclassiea\ perspective, ail of this May be interpreted as suggesting that there is perfeet

complementarity between technology, labour, land and capital goods, which in tum prevents us from

diseeming their individual productivity. This, however, was not what Veblen had in mind. ln bis opinion,

our inability to estimate individual factor productivity had nothing to do with factor complementarity and

he never suggested that labour could not be effeetively sUbstitutcd for capital goods or vice versa. The

rea1 problem with 'Profcssor Clarlc's F.conomics,' Veblen argued, was that, irrcspeetive of factor

proportions, production was always a community process and hence there was simply no such thing as

individual factor productivity. The basic belief thai labour, land and capital goods made distinctly
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scparatc corwibUlions to the industrial process W3S fundamentally wrong. These inputs were obviously

essential for production, but only because tbey were part ofa comprebensive social and cultural proœss:

The brute forces of the buman animal are an indispensable factor in industry, as are
likewise the physical characteristics of the material objects with whicb industry deals.
And it seems bootless to ask how mucb of the produets of industryor ofils produc:tivity
is to be imputed to these brute forces, human and non human, as contrasled with the
specifieally human factors !hat make technological efficiency. (1908b, pp. 349-50)

AlI of !hat did not Mean, however, !hat the distribution of income W3S unreIated to the process of

production. According to Veblen, sucb a relationsbip did œt, but ils nature W3S total1y a1ien to the

'productivity doctrine.' Whi1e the common view he1d that distribution W3S a corollary of aeativity,

Veblen maintaioed it was a consequence of 'sabotage.' Whereas the customary perception was !hat

income stemmed from the productive contribution of an input, Veblen suggested !hat it W3S in fact

related to the poteotial danuige the owner of that input could inf1iet on the industrial process. Il is this

'negative' relationship between production and distnoution whicb wc now tum to explore.

Owoership, Earnings and Capital

Veblen addressed the question of ownership as belooging to the reaIm of social norms.

A1though the modem institution of private ownership appeared as an unassai1able 'fact,' it W3S in

essence a convention, a habit of thinking whicb bas s10wly developed and aystal!ised into an

unquestionable Iegal structure. WrilÎDg within the conventional framework of their own epoeh,

economists have seldom doubted (atleast nol until the 20th century) the basic belief!hat ownership was

grounded in productivity:

This is taken, without reflection or question, to be the legitimate basis ofproperty; he
who has produced a usefu1 thing should possess and enjoy il. ••• The main position is
scarcelyquestioned, !hat in the normal case wealth is distnouted in proportion to - and
in some cogent sense because of - the recipient's contnoution to the product. (1898,
p.32)

The roots of this cooventional reasoning wcre so deep !hat they even transcended the wide divide

belween radical and conservative economÏSlS. For both sides in the economie debate, the ultimate

justification for aetual or desired owoership was the aeative facu1ties of the owner:

With the socialists it has served as the ground of their demand !hat the laborer should
receive the full produet of this labor. To classical economists the axiom bas, perhaps,
been as mucb trouble as it bas been worth. It bas given them no end of bother to
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explain how the capita\ist is the 'produ=' of the goods !hat pass into bis pos.<essÏon.
and how it is true !hat the laborer gets what he produces. (ibid.)

Over lime, "ith the devclopment of induslIy and the consolidation of capitalist institutions. the notion

ofownership-by-crct.:vïty gained the u1limate status ofa 'Natural Right' conferred hy a coercivc 'Order

of Nature.' Gradually, it bas risen abO\'e aiticism and assumed a nearly axiomatie status, becoming not

omy a dominating principle of law, but aIso an integral part of the 'common sense.' These observation."

of course, were con=ned onlywith the conventional status ofownership. Vtewed as a babit of thinking

the Natural Right of Ownership was obviously an undisputable social faet. From an anaIytical

perspective, howevcr, the question of whether or not ownership was based on produclivity was open to

serious doubts:

This natural-rights theory of property makes the creative effort of an isolated, self
sufficing individual the basis of the ownership vested in him. In so doing, it overlooks
the fact that there is no isolated, self sufficing individual ••• Produetion takes place
omy in society - omy through the c:o-operation of an industrial community.••• Sinee
there is no individual produetion and no individual productivity, the natural-rigbts
preconception that ownership rests on the individual productive labor reduces itself to
ahsurdity, evcn under the logie of its OWD assomptions. (1898, pp. 33-4)

The source of this logical inconsisteney, Veblen maintained, was a persisting failure to acknowledge the

fundamental distinction existing hetween industrial workmanship and business power.

Given that production was always a social proeess, the overall productive capacity of a capitalist

society was contingent on the size of its population and, Most importantly, on the stale of industrial arts.

Examined from this broad, lonr.term perspective, stated Veblen (1923, p. 65) '[t]angible assets,

considered simply as material objects, are inen, transient and trivial, compared with the abiding

efficiency of that living structure of technology that bas created them and continues 10 turD them 10

accounL' Throughout bistory, the occasional destruetion of material equipment and resources was

usually a relatively minor inconvenience in the rebuilding of productive capacity. (lndecd, evcn in the

20th century, when physical accumulation reacbed unprecedented levels, it took war-stricken Germany

and Japan omy few years to launcb their 'cconomic miracles.') That did not Mean, of course, !hal

tangible equipment and resources were inconsequential ln the very immedùUe term (the 5(H2\\ed

'short run'), existing capital goods and natura! resources were indispensable to the conduct of industry

and this was where ownership came into the picture:

For the transient lime heing, therefore, any person who bas the legal right to witbhold
any part of the necessary industrial apparatus or malerials from corrent use will he in
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a position ta impose terms and exact obedience, on pain of rendering the community's
joint stoclc of technology inoperative for!hat extenL Ownership of industrial equipment
and natura! resources confers such a right legally to enforce unemployment, and 50 to
malce the community's worlonanship useless to that extenL 77ùs is the NaruraJ Righl of
Investment: (1923, pp. ~, emphasis added)

Seen in !hat Iight, the C3.JSa1 Jink ran not from the aealÏon of earnings to the right of ownership, but

rather from the right of ownership to the appropriation of C3I'IIÎngS. 'Capital goods' yieJded profits not

because of their individual produetivity, but because they wcre privateJy owned to begin wïJh. Business

enterprise thrived not on creative eontnllutions, but on the implicit threat or explicit exercise of

economic power embedded in ownership. The logic behind these arguments was quite simple. As a

community joint-venture, the cooperative undertaking of industry required the use of tangJllle assets.

From an industrial perspective, any withdrawaJ of these equipment and resources would have the

negative consequence of undermining the effectiveness of industry and of cutting the IiveJihood of the

industrial population. From a business perspective, however, the threat and oceasionaJ exercise of such

'withdrawaJ of efliciency' was a whoUy heneficiaJ tactic. Since tanglllle assets used by the industrial

community were heJd under private ownership, the negative effect of their potentiaJ withdrawaJ On

industry could he capita1izcd into a positive business value. In !bis context, the varions forms of profit

were not at aU a 'remuncration' for the productive contnllution of the owncd assets, but rather a

'ransom' c1aimed by their owner for aUowing the industrial system to function:

Plain1y, ownership would he nothing better !han an idle gesture without !bis legal right
ofsabotage. Without the power of discrctionary idleness, without the right to keep the
work out of the bands of the workmen and the product out of the market, investment
and business enterp1ÏSe would cease. This is the larger meaning of the Security of
Property. (1923, pp. 66-7, emphasis added)

Thus, the Dow of profit, rent and interest derived not from the owner's creative contribution, but rather

from bis estabJished right to forcefully cwtail the community's creative capacity. For Veblen, the Natural

Right of Ownership was vested in nothing more !han the \'CStcd power to incapacitate.

This language may have seemed cxccptionaUy strong, but according to Veblen, !hat, too,

reDected conventionaJ habits of thinking. The attnllution ofearnings to 'forceful seizure' and 'sabotage'

appeared offensive primarily because it referred to the contemponuy institution of capita1ism. Yet, as

Veblen (l908b, p. 334) pointed out, the ownership of industrial capital was nOt a 'fact of nature

antecedent to aU human institutions,' but rather a very late historica1 innovation which bas evolved from
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carlier forms of private property. Despite their differences, ail fonns of ownership, including eapitalist

ownership, were based on the same principle of eoercive appropriation dating baek to the initial

emergence of predatory social eustoms:

The carliest occurrence ofownership seems to faII in the carlystages ofbarbarism, and
the emergence of the institution of ownership is apparently a concomitant of the
transition from a peaeeable to a predatory habit of life.1t is a prerogative of that class
in the barbarian culture wbicb leads a life of exploit rather than of industry. The
pervading charaeteristie of the barbarian life that precedes it, is the element of exploit,
eoercion, and seizure. (1898, p. 44)

In itself, the institutionalization of forceful seizure bas a1ways been intimately conneeted to the

technologiea1 evolution of society and, in partieular, to the elClent and nature of the tangible implements

neeessary to carry on production. In the carlier stages of socia1 development, forced appropriation was

limited if only beeause there was very liule to appropriate. The teehnologiea1 heritage of society was

manifested througb the use of relatively simple applianees and there was no rea1 advantage in seizing

a bow or a spear whieb could easily be replaced. Eventually, however, as the 'immateria1 assets' of the

eommunity start to develop and grow,

it beeomes worth while - tbis is to say, it becomes feasible - for the individual with
the strong ann to engross, or 'corner,' the usufruct of the commonplace knowledge of
ways and means by taking over sucb of the requisite materia1 as May be relatively
sarce and relatively indispensable for procuring a livelihood onder the current state
of the industrial arts. (1908b, p. 332)

Historieally, property rigbts and the principle of ownership as a habit of tOOugbt were eonventionally

settled on those material items whicb enabled their owner to partially appropriate the community's

industrial efficiency. The lirst fonn of property rigbts, aeeording to Veblen, was the ownership of people,

partieularly women.7 With the early division of labour between hunting and domestie work, slaves

beeame an increasingly important repositories of knowledge and s1avery beeame the Most common form

of private property, The subsequent evolution of agricultural technology turned domestieated animais

and land into the MOst important requisite of production and, gradually, their ownership surpassed

s1avery in social signifieance. Now, the important point in this historieal retrospeet was, that unlike the

7 Veblen (1898 and 1899) tried to demonstrate that the primai origin of both private property and
the patriarcbal household was the early ownership-marriage of women. In this regard, it is interesting
to note that mucb of the Hebrew voeabu1ary for property and martial/sexuai relationship stems from
the same linguistie roots. For example, the Hebrew verb BAAL means literally 'to own' as weU as 'to
marry,' 'to bave a sexuaI intercourse with a woman,' 'to rule over' and 'to master.' Similarly, the noon
BAAL means 'an owner' and 'a possessor,' as weU as 'a husband,' 'a master' and 'a lord.'
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ownership of capital, s1avery and the feudal institution of Ianded wealth were never justified on grounds

of productive contnbutions. As Veblen (1908b, p. 335) pointed out,

il needs no argument to enforce the proposition that il is a record of e<:anomie
dominion by the owners of the slaves or the land, as the case may he. The effect of
slavery in ilS best day, and of Ianded wealth in medil=ll and carly modem limes, was
to make the community's industriaJ efliciency serve the needs of the s1ave-owners in
the one case and the Iand-owner in the other. (empbasis added)

Why was it, then, that economislS who found no difficu1ty in associating carlier forms ofownership with

vested power and forced seizure, stiJl insisted !hat the ownership ofcapital was different, stemming from

the productive contnbution of the owner? The answer to this question, argued Veblen, was rooted in

the transitory instilutions which CXÎ5ted during the transfOlmiltÙ1ll from feudalism to capitaJism.

As lhe feudal seizure of agrieultural produce grew more 'efficient,' a smaD but growing portion

of the underlying population lost ilS feudal aDegiance and drifted toward the expanding industrial towns.

These so-eaI1ed 'Masterlcss Men' constituted the backbone of handicraft and it was their daily

experience which provided the backdrop for the emerging ideology of ownership-by-ereativity:

Out of this workday experience appears to have arisen the common·sense notion !hat
ownership is a 'natural right'; in the sense that what a man bas made, whatever 'he hath
mixed his labor witb,' that has thereby hecome bis own, to do with it as he will. .•• So
the thing is his by virtue of having made it. 'Natura1' ownership is workmansbip
wrought OUi and establisbed in materia\ objects. (1923, p. 48)

As their name suggested, the Masterlcss Men of the handicraft era worked for themselves with their

own material appliances. They were free to do with their produce as they saw fit, in other words, they

could sell it for an 'incomc.' ln thal way, the petty trade occurring in conjunction with bandicraft helped

institutionalize pecuniary earnings as a natural extension of ownership-by-creativity. Sale and purchase

became part of the NaluraJ Right of Ownersbip and the earning of income was then seen as a proof of

productivity.

Yel, the substilution of a new h"beraJ ideology of Nalural RigblS for the carlier feudal

convention of Divine RighlS did not alter the u1limate essence of ownership. In both of these fonDS,

ownership was and remained an individuaI rigbt to appropriate part of the common social output This

could he seen from the very notion !hat one could 'gain' from trade. The idea !hat buying and selling

could generate a profit had no root in the productivity doctrine which traced income to workmansbip
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rather !han exchange. The origin of !bis conve"tion (before the subsequent e1aboration of utilitarian

arithmetic for 'consumer-surplus' and 'producer-surplus') seemed much closer to thc long feudal and

merchantilist experience of gain by seizurc. More importantly, the system of handicraft which had such

a profound impact on economic thinking did not Iast for very long and, while the economic crced of

Adam Smith was gaining prominence, the institutions on which it was hased were quick1y fading into

ob1ivion. The apparent overlap between ownership and workmanship which existed during the re1atively

brief era of handicraft, disappeared with the coming industria1 revolution. As with the carlier systems

of property, capitalist ownership too was an outgrowth of technological developments, in particular, the

emergence of production on a large seale:

In the leading, aggressive industries which were beginning to set the pace for all that
economic system that centered about the market, the unit of industrial equipment, as
required by the new technological em, was Iarger than one man could compass by bis
own efforts with the free use of the commonplace knowledge of ways and means.
(l908b, pp. 340-41)

The 'productivity doctrine' of income distnoution was embedded in and dependent upon the existence

of a frecly competitive system of 'equal opportunity' but, with large-seaie industry, the very possibility

of'equal opportunity' and perfcct competition has become teehnologieally obsolete. The modem machine

process required an ever-growing concentration of tangible assets which meant that the 'natural right

of property' could no longer be akin to the cannons of 'naturalliberty' and 'equal opportunity: ln other

words, the capita1istic development of large-scale industry inevitably led to the separation of distribution

from production:

So soon as the capitalist rêgime, in tbis sense [of large-seaie industry), comes in, it
ceases to be true that the owner of the industrial equipment (or the controller of it) in
any given case is or May be the produeer of il, in any naïve sense of 'production: He
is under the necessity of acquiring its ownership or control by some other expedient
than that of industrially productive work. The pursuit of industry requires an
accumulation of wcalth, and, barring force, fraud, and inheritance, the method of
acquiring such an accumulation of wealth is neeessarily some form of bargaining; that
is to say, some form of business enterprise• ••• Taking the situation by and large,
looking to the body of business enterprise as a whole, the advantageous bargaining
from which gains accrue and from which, therefore, accumulations of capital are
derived, is neeessarily, in the last anaIysis, a bargaining between those who own (or
control) industrial .wcalth and those whose worlc turns !bis wcalth to account in the
productive industry. (l908b. p. 342, emphases added)

In the carly stages of capitalism, production and business were sti1I interwoven, and the 'captain of

industry' was secn as a crcati"C factor, acting both as a master workman, as weil as a businessmen. With

the expansion oftraffic, however, business became incrcasingly separate from production. The managing
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of production was de1egaled 10 hired managers and professionals, 50 as to enable the owner to

concentrate on the demanding lasks of business. Gradually,

[t]be visible relalion between the owner and the worles sbifted From a persona! footing
of workmansbip to an impersona! footing of absentee ownersbip resting on an
investment of funds. Under the new dispensation the owner's guiding interest eentered
on the earning of the concern rather !han on the workmen and their work. (1923, p.
59)

Seen from this perspective, capitalism meant not mere1y the accumulation of 'capital goods' under

pivote oWllerslùp, but more profoundly, a division between business and industry affected through the

rise of absentee oWllership.

The institution of absentee ownersbip a1tered the nature and meaning of 'capital.' With the new

order of large.seale industry, tbe capitalist beeame an absentee owner of pecuniary wealth, an investor

of funds wbose activity no longer belonged to the rcalm of industry. Instead of being a acation of

capital goods, investment now meant a business transaction in which the investor acquired a daim over

a stream ofmoney income. Likewise, accumulation no longer meant tbe augmentation ofphysical means

of production, but rather tbe expansion of fmancial values. Under absentee ownersbip, the abject of

investment and accumulation - capital - was stripped of any pbysical characteristics and assumed the

universal appearance of money value. While Many economists still viewed capital as an amalgamation

ofmachines, structures, and semi·finisbed commodities, for the businessman capital signified 50mething

totally different. In the eyes of a modern investor, capital meant a œpitalizedeaming capadly. From the

businessman point of view, bis capital consisted not of the factories, mines, railways, or retail

establishments undcr bis absentee ownersbip, but of tbe present value of the expected earnings which

would accrue to bim by force of that ownersbip.

Absentee ownersbip and pecuniary investment emerged during the transition to capitalism,

initially in commercial ventures and, subscquently, in industrial undertakings. The practice of pecuniary

investment spread rapidly and persistently yel, for more !han a century after the publication of Smith's

The Wealth ofNalions (1776), this developmentleft Iittle or no impact on the writing ofeeonomists who,

for the most part, remained preoccupied with the tangible substance of capital goods. It was only with

the overwbebning groWlh of big business in the end of the 19th century, that eeonomists finally began
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to catch up with reality and started to ponder about the business view of capital Thougb even then. the

not:on that capital values represented a capitalization of eaming capacity was rare1y seen as a

contentions issue. lndeed, untiI the Cambridge Controvcrsy of the 196Os, Most eeonomÎSlS saw no

contradiction between the value of capital and ils physieal appearanee. The conventional view was (and

remained) that there existed a causal, positive re1ationship between price and quantity/ quality. In the

final analysis, things were valuable because they were usefuI and capital goods posed no exception to

that rule.8 Aeeording to the elassieal and then Il.,,..!assk:al 'produetivity doctrine,' income stemmed

from and was proportional to the productive serviees of individual factors. From that perspective, the

nominal value of a capital goocl shouid indeed be equal to the sum total of its future productive

contnoutions, denominated in nominal terms and diseounted to their present value.9 The value of

'capital' and the tangible substance of 'capital goods' were seen as IWO sides of the same coin. In the

writings of Veblen's contemporaries, such as JoB. Clark and Irving Fisher,

much is made ofthe doctrine that 'capital' and 'capital goods' are conceptually distinct,
though substantially identieaL The IWO terms cover virtually the same facts as wouid
be covered by the terms 'pecuniary capital' and 'industrial equipment: They are for ail
ordinary purposes coincident with Mr. FlSher's terms 'capital value' and 'capital' •••
[Aeeording to JoB. Clark) 'Capital is tbis permanent fund of productive goods, the
identity of whose component elements is forever changing. Capital-goods are the
shiftingcomponents of this permanent aggregate' ••• Mr. Oarkadmits .•• that capital
is colloquially spoken and thougbt of in terms of value, but he insists that in point of
substantial fact the working concept of capital is (shouid be) that of 'a fund of
productive goods,' considered as an 'abiding entity: (19Olld, pp. 195-6)

It is need1ess to say that such logic did not stand well with Veblen. The neoclassicists, he observed

(1923, p. 59), were captured in a pre-capitalist habit of thinking and thns 'endcavored to formuiate the

new facts in terms derived from an earlier state of things: By superimposing the concept of capital on

a hedonistic-utilitarian system of refmed harler, mainstream eeonomÎSlS were trapped in a historieal

absurdity. They were using 'the alleged facts of primitive industry, when there was no capital, for the

elements out of which to construct 3 capital concept, instcad of going to the current business situation'

(19Olld, p. 197). Clark's notion that capital was '3 fund of productive goods' was almost 3 contradiction

8 The hedonic basis of priees is still dominant, as evident from our discussion in Chapter S.

9 The Cambridge Controversy illustrated that such 3 computation was logically inconsistent lt was
showed that in order to fmd the rate of retum on capital we must first know the value (or 'quantity')
ofcapital and that already assumed 3 given rate of return. Put somewhat differently, the value ofcapital,
considered as 3 capitalization ofearning capacity (or productive contnoutions), was 3 function ofeaming
capacity and the rate of interest, yct the rate of interest was nothing but the ratio of eaming capacity
to the value of capital, which meant that the value of capital depended on ••• the value of capital!
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in tenns. If capital and capital goods wcre indccd the same 'thing,' how could capital movc from one

industry to another, while the capital goods, the 'abiding entity' of capital, rcmaincd lockcd in their

original position? Similarly, how could a husiness aisis djmin;sh the value of capital when, as a matcria1

productive substance, capital goods rcmaincd unaltcrcd? Or, how could existing capital he denominated

in terms of its productivity, when tcchnologicaI progrcss sccmcd to dcstroy its pccuniaIy value? For

Vchlen, the answcr to thcsc questions was straightforward. Capital was simply Dot a double-sidcd entity.

It was a pccuniary magnitude and only a pernnia'Y magnitude, and il was gcncrally indepcndcnt of the

specifie industrial function pcrfonncd by 'undcr1ying' capital goods.

The value of capital depcnded on pccuniaIy eamings, and the right for snch eamings, as VchIen

repcatedly empbasized, was based on business oWDership, not industrial production. '1t is the oWDership

of materiais and equipment that enables the capitalisation to he made,' he wrote (1923, p. 61), 'but

oWDership does DOt of itself create a net produet, and 50 it does DOt give rise to eamings, but only to

the legaI daim by force ofwhich the eamings go to the oWDers of the capitaIized weaitb.' The eamings

on which capitalization was based wcre business eamings, the income of an entire 'going-concern.' ln

the fina1 analysis, thcsc eamings depcnded DOt on theproductive contnDution of the oWDcd capital goods

and DOt even on the overa11 productivity of the companys industrial apparatus. Instead, they hingcd on

the institutional ability of the individual flnn, operating as a business undertaIàng (rathcr than as an

industrial unit), to appropriate part of the community's technologicaI effic:iency. ln other words, what

was being capitalized was DOt the ability to produce, but the power to appropriate.

The contention surrounding the 1ink betwccn profit and power pcrsistcd partiaIly because the

historicaI consolidation of property rights s10wly tumcd the forceful appropriation of profit into a

re1atively pcaceful process. Under modem capitaIism, the right to profit became a common and legaI

nonn which, in tum, rcduccd the need for explic:it use of violence. Yet the faet that profit was DOW an

acceptcd social nonn did DOt mean it no longer clepcndcd on power. The change was primarily of fonn,

Dot substance. Instead of relying on the use of violence, the exerc:ise of cconomie force was DOW
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institutionalized through the .onventional subordination of industrial activity to business end."10 Under

the system of business enterprise, production was .ontrolled toward generatîng the largest possible profit

for the absentee owner11 and, as it turned out, !hat .ould be achieved only through the strrUegic

limilIllion of productive activity. It was in this strategie limitation of industry, or 'sabotage,' as Veblen

liked to cali it, that e.onomie force was now manifested.

Given the negative .onnotations arising from this strong use of language and given the popular

notion !hat business enterprise in fact promotes indust<'oiJ i.'litiatives and productive creativity, it is

necessary to try and clarify the meaning of 'sabotage' here. Seen as an entire social order, the regime

ofbusiness enterprise bas surely been far more productive than any earlier mode of social organization,

yet, ae.ording to Veblen, tbis immense productive vitality was an industrial rather than a business

phenomenon. In the final analysis, business enterprise was possible only in .onjunction with large.scale

industry, but the potential capacity of large·scale industry was not at ail .onditioned upon business

institutions. The practices of business - purcbase, sale and the institutions whicb surrounded them ••

were of .ourse related to industry, but only in point of .ontrol, never in terms of production and

creativity. From tbis apriori vantage point, business .ould never 'boast' industry. Even companies whicb

are considered to be at the cutting edge of technologieal progress, do not promote industrial creativity,

but merely relax some of the .onstraints whicb are usually being imposed On sucb creativity. A business

enterprise will eertain1y seek to incorporate new methods or products, but only insofar as they .onfer

an adequate differential advantage. The researcb and development laboratories of Sony and Intel, for

example, have generated Many more and better innovations than have been aetual1y used for profitable

ends. The production of DAT (digital audio tape) re.orders in the carly 199Os, for instance, bas been

postponed (to the point of making the technology outdated) beeause severallarge lirms .ould not come

to a consensus regarding its effect on recording profits.12 Similarly, there is usually a substantiallag

10 The violent use of force was never abo1ished, of course. Instead, it was reduced to the Slatus of
a latent sanction to be invoked against those found in breacb of legal business conventions.

11 The drive toward the 'largest possible profit' is not synonymous with the neoc\assieal notion of
'profit maximization.' Instead, it merely denotes the subjective goals of businessmen whicb may or may
not be related to the objective opportunities open to them.

12 Sony was caught in the ambivalent position of standing to gain from its DAT development and
lose from the impact it might have on its CBS Records uniL
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between the deve10pment and subsequent introduction ofa new Intel miaoprocessor, depending on the

suceess of c:xisting models and the threat from polentia\ competition. Moreovcr, the very development

of new technologies and produClS is often conditioned by their polentia1 effect on existing profit and

eapita1ization. Thus, the petroleum companiC'>, for example, would he interested in new drilling

technology but opposed to the deve1opm...nt ~~ alternative sources of energy, whi1e the automobile

companies would favour the deve10pment of m:mufaeturing robots, but ob:iect to innovationswhieh could

faalitate efficient publie transiL13 The common thread going through aD of these examples is that

business enterprise cao and does bene6t from the 'state of industria1 arts,' but only by restricting it to its

own ends.

Why is it so essential for business to restrict the activities of industry? In order to further clarify

the imperative of such 'strategie limitation,' ;t is convenient to speculate on what might happen in the

complete absence of industrial sabotage. Consider the following hypothetical illustration. Suppose that,

in 1990, General Electrie had ordered its proouction managers and development engineers to start

producing at the highest possible rate and to continue in pursuit of that aeative gnal for an un1imited

period of time, irrespective of'what the market could bear.' In particular, these professionals would have

been expected to develop the best possible produClS (rather !han prodUcls that just 'beat the present

competition'), to bring these products to the production line as saon as posstble (rather!han to follow

the standard product·cycle tactics) and to produce as mueh as they posstbly could (rather !han as mueh

as the market could 'absorh~). ln other words, they would have been expected to uti1i2t: productive

capacity to its fuI/est possible potenlial. Note that the meaning of 'full capacity' here differs from

conventional uses of this terrn. Popular indices for capacily utilization, sueh as the ones currently

published by McGraw Hill, the Board of Govemor of the Federal Reserve Board, the US. Bureau of

Economie Analysis and the Wharton $choo\, consider the magnitude of 'fu\l capacity' as representing

what is feasible under the existing social ortier ofbusiness enterprise ll1Id.production for profit. Veblen, on

13 Business anempts to control the overa1l direction of industria1 development are well Itnown.
During the 19705 and 198Os, for example, the large petroleum companies lobbied extensive1y against the
deve10pment of non·fossil fuels and even took on themselves to 'develop' sueh fuels in arder to minimi:re
their potential repercussions. Earlier in the century, companies sueh as General MotofS, Goodyear,
rlfestone, Exxon and Chevron went even further, by purehasing and then dismantling 100 electric railway
systems in 45 US. cities. Sec Bamet (1980, eh. 2).
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the other band. thought of full capacity as a physical limit imposed by pure1y lechnological

considerations. For him, it denoted what coulci have been produced had the community's industrial

efficiency, ils labour force and its physical resourees been 'managed with an eyc single to tuming out

a servic:eable producl, instead of, as usua1, being managed with an eye single to private gain in terms of

price' (1919b, p.79).14 He then provisionally eslÏmated that 'under ordinary conditions of business·like

management the habituai net production is fairly to be rated at somcthing likc one·fourth of the

industria1 community's productive eapacity; presumably under that figure rather tban over it' (1919b, p.

81).15 We have no comparable eslÏmates for General EIec:tric, but if prior to the ncw directive set in

our hypothetical illustration the company operated only 2S or even 50 percent of its maximum potential

capacity, the new policy of producing at full ::a~acity would have atlcast doubled the companys output

and culminated in business havoc. Markets in which General Electrie occupied, the rU'St or second

position, such as airaaft engines, circuit breakers, defence electronics, electrie motors, engineering

plastics, factory automation, industrial power systems, lighting, locomotives, major applianees and

Medical diagoDÏstie systems,would be 'floodct!.' while other markets in which the company held a lesscr

stake would also be 'g1uued' with forthcoming supply.16 lnitïally, General Electrie might incrcasc its

market shares and perhaps even its profits, but that situation could not last for very long. Sooner or

later, the relentiess pressure of oncoming goods would lead to an inevitable breakdown of oligopolistie

cooperation and the onset of downward price spirals in ail respective markets. Now, improved

production technology could operate to reduce unit cost but that would make a bad situation even

worse. Since the company was DOW commiued to producing as much as it could, the prompt,

implementation of new production techniques would cause an additional increase in output, leading to

further dcclines in priees. Furthermore, the growing demand lor specifie raw materia1s, special

machinery and particularly for expert manpower, might exert an upward pressure on unit cost.

14 For an exceUent review and appraisa1 of the Iiterature on capacity and excess capacity, sec Foster
(1986, ch. 5). c.::.

15 An estimate of 2S percent for normal capacity utilization?aay not be as far fetched as it seems.
; Blair (1972, p. 474), for example, provided internai company data suggesiing that, contrary to common
,views, General Motors normallY_l:ülïzed not80 percent, but less than one ba1f of ils existing productive
,capacity. This figure woul<'-,,"oaVi: been even lower, had we accounted for superior technology and
resourees which, although/readily avai1able, were considered unprofitable to use. These conjectures are

" also supported by other estimates deseribed in Foster (1986, ch. 5).

16 On the relative market positions of General Electric, sec for example Sherman (1989, p. 40).
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Eventually (and that could happen fairly quicldy), the combination ofcollapsing priees and perhaps even

rising cos! would drive the profits of General Electrie down to zero and, if the engineers continued to

reign in !hat fashion, losses would start to mount. Moreovcr, although the disturbanee was generated

by the peculiar behaviour of a single company, the interconnectedness ofbusiness activities would likely

drive Many other fums toward the same fate.

With tbis partial scenario in mind, consider now what might have happened if every 6rm

behavcd in !hat unusual way, allowing the 'instinct of workmanship' to determine the level of industrial

activity. Aecording to Veblen (1923, p. 373),

sucb a free fun of production, sucb as the teehnicians would be ready to set afoot if
they were given a free hand, would Mean a full employment of the available resourees
of industry, regardless of what the traflie would bear in point of net profit from sales;
it would bring on sucb an inordinate output of vendible goods and serviees as to glut
the market and precipitate an irretrievable decline of the priee-level, and consequendy
also a fatal dee1ine of eaming-capacity.•.•

Surely, some firms, particu1arly those operating in areas in whicb rapid inereases in oUlput are not

feasible, might increase their profits, but the vast majority of companies would quicldy go out of

business. It appears that the immediate cause behind sucb a business breakdown was an increase in

'competition,' butthat does not getto the root of the issue. Businessmen could compete vigorously and

still carn a profit, provided that production remains subordinated to business enels. In our imaginary

example, the collapse ensued not because of a greater competition per se but, ultimately, beeause

industry was no longer subordinated to business enels. It was by surrendering their control over

production that absentee owners losttheir vested power to extract profits. In !bis light, it becomes clear

why, in Veblen's opinion, 'sucb a free run of production bas not been had nor aimed at; nor is it at all

expedient, as a business proposition, that anything of the kind should be allowed' (1923, p. 373). While

profits are eertainly inconeeivable when there is no production, they are also impossible under a 'Cree

run' of production. Again, for profits to exist, business enterprise must pattùJJ/y restrict human CIlIalivity

and livelihood below the;' full potenlÙl1 capacity.

Vcblen identified a variety of business methods of industrial sabotage. In prineiple (although

not always in practice), we could c1assify these as belonging to one of Iwo categories: (1) universal

practiees earrled routinely and uniformly by all fums as part of their usual business activity, and (2)
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differmtial practiees carrled by onlya single company or group of companies. Veblen's taxonomy in this

area was somewhat different than ours but, as will bealme evident in the foUowing section, the

classification into universal and differential practiees is useful beeause it forms the eonventional basis

on whicb assets are capita1ized. We tum now to consider this classification, beginning with its ftrst

category.

The 'universal' forms of industrial sabotage were not at aU c1ear at ftrst sight and for a very

good reason: they were implicit in the 'normal' way of doing business. Routine business practiees and

conventions obviously made no pledge to industrial sabotage. An unsuspeeting observer might plausibly

argue that businessmen appeared to be interested in earning proftts, not in limiting industrial output

and, as evidenee, point out that business ftrms normaUy did not try to restrict their own sales. In fact,

contrary to the 'sabotage thesis,' the standard practiee in modem business was to set a priee and then

produce as much as needed in order to satisfy demand! But was this practice as benign as it seemed?

Veblen's answer to that question was negative, for while ftrms usually did not strive to limittheir own

production, their pricing policies led to that very result: 'The broad principle whicb guides producers and

merchants, large and sma11, in foong the priees at whicb they offer their wares and serviees is what is

known in the language of the railroads as "charging what the traffic wiU bear"' (1904, pp. 53-4). Priees

were set in order to achieve a certain target for proftt, whicb could be obtained only when industrial

output feU short of its full potential, which was exactly what happened when fmns cbarged 'what the

traffic will bear'! In the normal course of modem business enterprise, industrial sabotage was brought

about only indirectly, thought the vehic1e of profttable pricing practices.

The link between pricing policies and proftt leads us to the question of 'power: The notion that

production was restricted by the ability of fmns to set profitable priees implied that sncb fmns possessed

a certain 'monopolistic' power. Indeed, Veblen took it for granted that, even in the absence of business

cooperation, modem forms of business competition were usuaUy 'imperfect,' or 'monopolistic,'

something whicb Chamberlin (1933) and Robinson (1933) started to emphasize only three decades later,

after the onset of the Great Depression. In bis words,

[Ilt is very doubtful if there are any successful business ventures within the range of the
modem industries from whicb the monopoly clement is whoUy absent. They are, at any
rate, few and not of great magnitude. And the endeavor of aU sucb enterprïses that
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look to a permanent continuanee of their business is to estab1ish as muc:h of a
monopoly as may he. (1904, p. 54)

Veblen emphasizcd that the term 'monopoly' was use<! in the 'looser sense whic:h it bas colloquially, not

in the strict sense of an exclusive control of the supply.' ln other words, he used 'monopoly' as an

umbrella term to eover the multitude of market institutions c:urrentIy includcd under the modern

terminology of 'monopolîstie competition' and 'oligopoly.' Unfortunate1y, however, basing the Iink

hetween profits and industria1 sabotage sole1y on the presence ofexplicit 'mon:>polîstie' institutions could

he a double-e<!ge sward, simply hecausc it fails to explain profits under conditions of 'perfect'

competition.

The difficulty arising in the case of perfect competition is fairly straightforward: How could

fl1"Dls whic:h have no diseretion over priees he said to cxereise industria1 sabotage? The answer to this

question is surprisingly simple, provided we could transeend some conventional habits of thinking

Instead of concentrating on what an individual owner of a perfectly competitive firm is doing, let us

contemplate on what he is unwilling to do. Take the example of mining, where world priees for many

primary commodities could not he affected by individual firms. Could we argue !hat the existenee of

'market' priees for sucb raw materials removes the spectre of business sabotage? The answer is clearly

negative, for, even in these cases, normal production levels are set not by technologica1 feasibility, but

by business profitability. That is, the actual output of a single firm, as weil as the number of firms in

operations, are bound not by the state of industrial arts, but by what could he sold at a 'reasonable'

profit. In fact, this is exactly what standard neoclassica1 theory has to say to an owner of a perfectIy

competitive fl1"Dl: in the long-run, allow your managers to produee only ifyou expect to cam al least the

'normal' rate of return on your investment. Otherwise, you should shut down. Now, for those who

endorse the neoclassica1 view, where the 'normal' rate of return is, by definition, equal to the marginal

revenue product of capital, this mec:hanism simply assures the efficient allocation of resources. On the

other band, if wc accept Veblen's fundamental distinction separating industry from business, production

from earnings, and capital goods from capital, il becomes clear !hat the unwi11ingness to produee for less

than some conventional rate of return is the very manifestation of industria1 sabotage. And, 50, even

though the perfectly competitive fl1"Dl does not determine priees, it is still truc !hat the productive activity
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of such firms - incfr,idually and in the aggrcgate - is usually limiltd by what couId bc produced at the

on-gcing 'nonna!' rate of return.

The 'nonna!' rate of profil, of course, was not a givcn, stable magnitude. Different busincssrocn

hcld different vicws about what coDSlÎtutcd the 'ordinary' rate of return. and thcir vicws varied across

time and place. The important point, however, was that thcy an bc\icvcd thal, under nonnal

circumstancc, profits wcre intrinsic to the way of doing business.17 While under earlier cconomic

systems, the gain from investmcnt was taken as 'fortuitous matter, not rcdua"ble to a slatcd rate,' with

the advent ofcapitalism, '[a)t any givcn time and place thcrc is an acecptcd ordinary rate of profil, more

or less closcly defined, which. it is fell, shouId accrue to any Icgitimate and ordinarily judicious business

venture' (1904, p. 88). Thus,

in place of the prcsumption in ia""r of a simplt pecu1IÏary stIlbi/ity of wealth, such as
prcvails in the rating of possessions outside ofbusiness traflic, there prcvails within the
range ofbusiness traflic the presumption that therc must in the natura! course of things
bc a stablt and ordufy increast of the property invesled. (1904, pp. 8S-6, emphases
addcd)

AlI of this suggested that ~e immcdiate cause lcading to the most fundamental fonn of industrial

sabotage was not some de::nite 'monopolistic' institution, but simply the unshaken btüt! among

businessmen that the ownershir of capital goods vesled them with a 'natura!' right to profit. For the

absentee owner,

[t)he rctums actually accruing to him under competitive conditions wouId bc a mC3Surc
of the differential advantage held by him by virtue of bis having bccome legafiy scizcd
of the matcrial contrivances by which the tcchnological achievcments of the community
arc put into effcct. (1908<1, p. 200)

The progressive proliferation ofbusiness principles turned the convention of 'nonnal' profit into One of

the most potent vehicles of industrial sabotage. Even in the absence ofany cxplicit binding arrangement,

businessmen still felt compclled to restrict industrial activity. Their cxpcctation for a 'normal' profit

institutiona1ized a slcadfast unwi1lingness to let excessive industrial production undcrmine thase profits.

The 'normality' of profits was 50 thoroughly acecptcd that the industrial sabotage on which

thesc profits wcre hascd was no longer sclf-cvident. The business imperative of limiting production

17 The classical economists wcnt even further, making the 'normal' profit a necessary cost of
production.
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below ils potenlial eapaeity was obscured by dermiDg eapaeity a10ng the conventions of business rather

than thase of induslry. The view of 'full eapaeity' as denoting the output consistent with the 'normal' rate

of profil meanl lhat a certain Ievel of industriaJ sabotage was now considered to be 'Datura!' to the

working of the economy. This conventiona! view is evident in prevailing attitudes toward persistent

unemployment. Over the 100 years between 1890 and 1989, the average rate of unemployment in the

United States was 7.1 pereenL Even if ignore the period of the Great Depression (between 1930 and

1940) as being 'exeeptiona!,' the average for the remaining 90 years was still 5.7 pereenL18 But given

that 6 or 7 percent for the average rate of unemployment was consistent with 'business as usual,' many

eeonomists grew aceustomed to taIk about sueh leveIs as representing the 'naturaI rate of

unemployment' (set. Chapter 2).

The signifieance of these propositions is far reaehing. They indieate that aIl profitable lirms

must enjoy a certain explieit or implieit monopolistie power. Ifail profits, induding those camed under

perfect competition, could be attributed to the vested eapaeity of absentee owners to limit, or

'monopolize' productive activity by 'doing business on their own tenus,' we could say that the overaJl

share of profils in the national income is thus a manifestation of the avelllge 'degree of monopoly'

prevailing in the economy. Note that tbis interpretation for the 'degree of monopoly' is more

comprehensive than the one elaborated by Kalecki during the 19305 and 1940s. In Kaleckï (1943), for

example, the 'degree of monopoly' indieated the ability of eapitalists to affect income shares under

conditions of mark·up pricing. Based On Veblen's interpretation for monopolistie power, however, we

propose that the 'degree ofmonopoly' is relevant not just under mark-up pricing, but for the distnoution

of income in general.

Let us now talte the discussion one step furtber. Observe that the normal way of doing business

whieh gives rise to the average 'degree of monopoly' is merely a rellection of ail the concrete practices

employed toward earning profits. Underlying the ability to cam a 'target' rate of retum or to obtain the

18 There were only 10 years during the entire century in whieh the rate ofunemployment feU below
3 percent and another 15 years in whieh it lay between 3 and 4 percenL ('l'hcse ligures are based on data
from the US. Department of Commerce, published in H'lSlorietZl Slatislics ofthe Uniled States, Colonial
Tunes ta 1970, Part l, Series D86, p. 135, and from Citibase, 1990, Series LHUR, p. IX.l-6.)
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'normal' rate of profit are the actual activities of businessmen, and these are commonly differential in

their aim. What businessmen believe they are entitled to under normal circumstances is not what they

seek to get in practice. The primal drive of business enterprise is not to strike the average, but to cxceed

il. Business performance is denominated in relative, not absolute terms, and it is 'getting abead of the

competition' whicb constitutes the final aim of ail business endeavours. This compelling desire to cam

more, grow kuger and cxpandfaster than the 'others' is perhaps the most fondamental drive of business

and, in that sense, even members of the tightest oligopolistic coalition are fiercely competitive.'9

In order to surpass the average and beat the competition, firms must go beyond the universal

methods of normal business. Doing what everyone else is doing does not gel you very far in business.

To get abead, you must do better than your rivais; you must employa differential business practice. The

essence ofsucb practices is that they confer on their undertaker an advantage unavailable to olher ftrms.

To be effective, a differential practice must nol only provide a benefit for the firm, but also prevent that

benefit from accruing to other companies. In fact, the immediate goal of most differential practices is

simply to undermine the business abiliry of other lirms!

The list of business endeavours designed 10 establish a differential advantage is polentially

endless, but il is useful to go through several examples to c1arify their common nature. Irrespective of

their concrete form, differential practices are invariably instilulional in their nature, seeking to alter the

cxisting struclure ofbusiness arrangements in favour of their promoters and to the delriment ofwhocver

it may concem. For cxample, the hundreds ofpatents Xerox registered on its copying machines, or lhose

awarding Bayer an cxc1usiviry over the production and sale of Aspirin, were 50ught by these companies

in order to prevent other ftrms from using the relevant inventions;2O the cxc1usive franchising until the

'9 As noted in the preceding section, business performance is measured not in units of 'effective
consomption,' but in purely pecuniary terms. While absentee owners may look on consomption as the
ultimate end toward whicb their efforts should eventually converge, the daily management of business
enterprise, and particularly of big business, is completely independenl of sucb hedonic considerations.
Indeed, it is hard to envision the Ford family, or a large institutional investor driving to fare chief
cxecutive officer Petersen because the Ford company lost money during a severe reccssion, but it is
easi\y conceivable that they would seek replacement if, despite a large rise in 'real' profits, the company
fell from second to third place among the leading automobile producers.

20 Veblen (1908c, pp. 364-65) emphasized that, although 'the invention or innovation covered by the
patent right is a contribution to the common stock of tecbnological proficiency,' the patent right itself
'must he considered a detriment to the community at large, since its purport is to prevent the communiry
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Iate 19705 of bottling rigbts by eompanies like Coca-Cola and Pepsi-Cola, or of dealerships by General

Motors were both aimed explicitly atlimiting the number of participants in those business areas;21 the

charted monopoly over telephone serviees which AT&T enjoyed until 1984 effectively barred other

eompanies from providing these same serviees; the eoncession of the Arameo partners (Exxon, Texaeo,

Mobil and Chevron) over Saudi oil closed tbis souree for other petroleum eompanies; the registration

ofa five-edge star as a trade mark by Texaeo or the advertisement of toothpaste by Proetor and Gambie

help to differentiate an essentially homogenous product in order to protee! or inerease the eompnay's

market share on aceount of its eompetitors; the altempts by Bechtel eorporation to influenee the lendiilg

policies of the Export-Import Bank helped to inerease the loans Bechtel obtained from that bank to the

obvious disadvantage of all other potential borrowcrs, and its activities with the Atomic Energy

Commission helped it win eontraets against other engineering firms;22 the ability of General Dynamies

to avoid paying any Federal ineome taxes during the period between 1975 and 1984 (although its reports

reeorded profits in 9 out of these 10 years) put tbis defenee eontractor at a eonsiderable advantage

against similar firms who were unable to win such coneessions;23 the voluntary quotas on automobile

imports from Japan to the United States, wcre beneficial not only to the US.-based produeers, but also

to the Japanese makers, who continued to restrain their exports even after the agrement ended in 1985:

both the domestic and Japanese fmns used the output restriction in order to boost profit markups.24

Despite their diversity, ail such arrangements are simi1ar in that they inerease the profits of their

undertakers above what they otherwise would have been and, given tbat tbese practiees are differential

in nature, the said rise in profit invariably leads to a redistribution of income in favour of those who

initiate them and on account of everyone else.

from making use of the patented innovation, wbatever May be its ulterior benefieia1 effeas or its ethica1
justification.'

21 For numerous other illustrations of patents and exclusive franchising, sec for example Kefauver
(1965, ch. 1) and Scherer and Ross (1990, chs.15 and 17).

22 See MeCartney (1988, chs. 9 and 14).

23 See Wildstorm (1985).

~ --See ·U.S. Car Q'lotilS: How Less is More for Japan,' in Business Week (November, 7, 1983, pp.
61-2), 'A Misstep by tbCAuto Makers,' by the Editors of Business Week (January 19, 1985) and 'Why
Carmakers Will Mouro if Export QUota Die,' in Business Week (February, 18, 1985, p. 46).
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At flfsl sight, it may seem that, heeause they are concerned with ,..distribution, differential

business praetices merely shift income from one group of lirms to another and hence should have no

detrimental effect on industry. This neutrality is more apparent than rea1, however. Some practices, sucb

as the ability to avoid taxes or to win a govemment contraet, indeed appear to he pure1y 'distributiona1,'

but the industrial effect of most differential tacties is not neutral in the loast. In issuing patent rights,

in awarding exclusive dea\ings, in organizing a cartel, or in estab1ishing tacit collusion, the undertakers

improve their relative position precisely by undermining the industriaI activity of their existing or

potential rivaIs. Moreover, these differential tacties form the u1timate basis on whicb the universa1

principles of full·cost prieing and the 'normal' rate of return seem to rest. The link hetween differential

and universa1 practices appears on IWO levels. FIfSt, under so-ca1led 'imperfectly' competitive conditions,

the ability to priee products toward a target rate of retum depends directly on the presence of some

differential institutions to prevent unruly increases in production. Now, given that under modem

business enterprise, 'imperfect' competition is the rule rather than the exception, it follows that

'monopolistic' market arrangements will have a disproportionate effcct on what is considered to he

'normal.' In particular, the average ratio hetwecn profits and eapitalization prevai1ing under these

arrangements influences the conventional views among businessmen on what constitutes thc 'normal'

rate of return.25 But tbis 'normal' rate is precisely the one goveming industrial activity under 'perfccl

competition,' which leads US to the second point, namely, that the universa1 hehaviour of purely

competitive firms is in fact reguJated by the differential 'monopolistic' arrangements existing elsewhere

in the economy! This important relationship is SO obvious that wc often tend to ignore iL An alternative

to investing in an agricultural or mining venture where there are no 'monopolistic' institutions, is to

buy the shares of mM, Daimler Benz or Exxon, where returus are clearly affected by differential

'monopolistic' arrangements. In other words, a small investor will expect bis financial investment in a

perfectly competitive industry to yield a retum determined by oligopolistic giants!26

25 Capita\ization, whicb bears heavily on the issue, is of course Dot 'exogenously' given. The process
of eapitalization is discuss in the following section.

26 We should emphasize that this link depends on viewing investment and eapital as purely financiaJ
magnitudes. In other words, the indirect impact of monopolistie institutions on SCKa1Jed pcrfectly
competitive markets depends on the extent to whicb such markets are brought into the modem system
of financial investmenL In this connection, it should he noted that the institutional arrangements
prevailing during the emergenee of commercial and then industrial eapitalism could rarely he
characterized as heing 'purely competitive.'The concessions, charters, ccrtifieatesand franchises awarded
to carly commercial undertakings, together with the relative searcity of machinery which rypified the

·226·

'1



•

•

•

As an interim summary, wc can say that busin:ss profits arc possible bcc:ausc abscntcc owners

can strategica11y limit the industrial proccss to thcir own ends. The control of production by business is

earricd out routinely, cither by pricing products toward carning a 'targct' rate of return at 'normal'

capacity or by conditioning industriaI activity on the prospects of carning of a 'normal' rate of return.

Underlying both of thcsc universa1 business principlcs arc the numerous diffcrcntia1 practiccs of

individual fums or groups of fmns, who try to rcdistribute income in their favour by a1tcring the

institutionaI circumstanccs under whicb they opcratc. The aim of Most (though not ail) diffcrcntia1

tactics is to undermine the industriaI activity ofcxistiag or potcntia1 business rivais. The aggrcgate cffect

of sucb practices is hence detrimental to the industrial community at large.

The conceptual dicbotomy separating universa1 from differcntia1 means of industrial sabotage

fils neally with the two basic c1eavages whicb Veblen idcntificd in the modern context of business

enterprisc: the one between absentcc owners and the industriaI community and the other amoag

abscntee owners themselves. Absentee owners struggle over differentia1 pecuniary gains and their

struggle is earried by means of mutual industrial sabotage. On a disaggregate 1eveI, the distn"bution of

profils among abscntee owners is roughly related to the balance of business damage they inOicted on

eacb other. On an aggregate level, however, the total profils earncd by ail absentcc owners depend

(although not in any !inear way) on the overall industrial damage arising from the business warfare

raging among them. In other wards, business goals revolve arolÙld the distn"bution of profits, wbile

business methods assure that these profils will be available in the fust place.

The discussion so far suggesls one primary reason why Veblcn's ana1ysis did not acquire too

Many followers: it leads to the conclusion that, in a certain fundamental sense, business capital is a

negative industrial magnitude! Provided !bat tbis conclusion is indecd warranted, it serves to undcrmine

the basis on whicb both the neoclassiea1 and Malxian scbools of thought rest. The neoclassicisls viewed

capital as a physiea1 cntity operating in harmony with the other factors of production toward a mutual

carly risc .of industrial production prevcnted competition from becomïng 'perfect' in the neoclassiea1
sense of tb~ ward. This form of market (or something approximating it) emergcd only Iater, as capital
!!oods became more 'abundant,' !bat is to say, when capital became a pecuniary magnitude.
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hedonic goal of utility maximizatioa. Capital values represc:nted a capita1ization of productive

contnoutions and henee capital must be viewed as a positive foree advancing a common social interost.

Marx, by contrast, identified the antagonistic social basis on whîch capital rested, but he too considered

the peeuniary accumulation of capital as a powerful eagine of industrial progress. Profits in the Marxian

scheme were derived wough the exploitation of labour but, given Marx's competitive framework, the

enduranee of each individual capitalist was contingent on a relentless drive to improve productivity. To

remain in business under the overriding discipline of market-determined priees, capitalists had no choiee

but to continuously seek and incorporate the best production methods. Some produeers might have

enjoyed a 'monopolistic' advantage conferred by the use of a better technology but, in the absenee of

proteetive institutions, their differential gains were neeessarily temporary. The uItimate drive for higher

productivity was not monopoly, but survival. So, although profits and capital accumulation were based

on an antagonistie system, the conditions under which capitalists operated compeUed them to use their

capital in the most produetive possible way•

This view of capital as a productive agent is still endorsed hy most neo-Marxists. ln laying the

foundations for a theory of Monopoly Capital, Baran and Sweezy (1966) argued that the emergenee of

oligopoly as the typical organization of capital made technological progress even more appealing,

because the benefits of such progress were increasingly accrued to the giant corporation in the form of

higher profits (or surplus), rather than to society at large in the form o( lower prices.27 This view on

the productive essenee of capital shouId not be confused with Baran and Sweezy's main argument on

the inherent tendency of monopoly capital to generate industrial stagnation. The overaU stagnation

tendency arose Dot from the industrial environment in which oligopolies operated, but from the

aggravating impact of monopoly capitalism on the so-eaIIed 'rea1ization problem:

Even British contnoutors to the Cambridge Controversy of the 19605 were still ambigunus on

the industrial footing ofcapital. Sraffa's demonstration that there was no unique association between the

rate o( profit and output per head suggested that the value o( capital depended on the distnoution of

27 Veblen (1904, p. 242) was weU aware o( the ability ~ large corporations to appropriate most of
the peeuniary advantaie of teebnological progress, ooly that, in bis opinion, that advantage slemmed not
from technological progress per se, but' from the ability to strategieaUy Iimit it (or business ends.
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income and not the other way aroUDd, and this, aecording to Robinson (1971, p. 20) 'destroys the

presomption that the rate of profit measures the contnbution of investmCDt to uatioua! income (let

aJone to buman welfare).' Given the conventioua!link betweeu acaunulation and cconomiegrowth, the

positive coDDotations assigued to sucb growth were now ealled into question. With the 'couspiraey of

silence' fmally brokeu, the central issue beeame 'the manuer in whicb a capita1ist cconomy operates.'

ln ether words,

does the balance ofpower in bargainingbetweeu employers and workers determine the
sbare of wages in net proceeds, or is it rather the requiremcuts of profits that
determine what is left over for wages from a given leve1 of pbysieal output? (ibid.)

Yet, these questions remained coufmed to the realm of distribution and failed to address the poss>ble

link between tbe distnbution of income and the control of industry. Robinson admiued that, until the

!ate 19705, sbe was simply UDaware that Veblen in fact anticipated mucb of ber elaims but,

unfortUDately, even then sbe failed to identify wbere their arguments differed.28 While the Cambridge

Controversy raised tbe possibility that capital could be unproductive, Veblen contended that, from an

industrial point of view, it was necessarily counterproduetive.

Veblen's broke away from tbe neoclassiealand Marxian schemes byapriori separatiugbusiness

from industry. That lead bim to argue that profits required business to 'monopolize' iudustry by limitiug

output below its full potential. Without that right for a 'couscious withdrawal of eflicieney' there would c,:::-

have been no profit and thus no investment and capital. In other words, profits and capital wcre

determined DOt ouIy by what was produced, but also by what was nor produced! From this per5J:lCetive,

the institution of capital was, in its very essence, a feUer on industrial progress.

It is essential to aecentuate again the a priori nature of this position. For Vebleu, the modem
~<::':,

machine process was the latest stage in a n:latively unbroken proœss of tecbnologieal progress unfolding

since the dawu of human civilization. The tecbnologieal heritage of society evolved ouIy from the

'instinct of workmauship.' Institutions of social power and subordination could never enhance that

instinct, but ouIy limit it to a grcater or lesser extent. Given the scope of bis iuquiry, Veblen eonsidered

business enterprise and the priee system as a transient mode of social organization. Ultimately, business

28 See Robinson (1979, p. 60) and Robinson (19803, pp. 115-16).

- 229-



•

•

•

enterprise W3S a consequence rather than the eause of machine production and, hencc. could he

replaced with an alternative system of economie organization. Whether sucb alternative institutions

would he less disruptive to the instinct of workmanship and human welfare tIuin business cnterpri"" wa.<

and remained an open question.29 The important point was that Veblen's a priori separatioo of

productioo from distn"bution implied that any extra-industriaJ system of dïstn"bution could operate 01ÙY

by Iimiting productive activity. In other words, even if business enterprise were shown to he the least

industrially harmful of ail potential modes of dïstn"bution, that still would not turo eapital into a

'productive' magnitude. Within the context of husiness enterprise, profits for absentee owners could he

appropriated only beeause ownership aIIowed the strategie limitation of output and that meant that

business eapital was necessarily a restrictive industrial institution.3O

60S Corporation Finance and the Structural Roots of InOation and Stagnation

The appearance of business eapital as a manifestation of distn"butiooal power is intimately

linked with the emergence of the modem corporation since the latter half of the 19th century. The

graduai separation of business from industry occurred as owners heeame absen/ee owncrs, that is, as

profits beeame a question of industrial control rather than productive activity. The ability to 'control'

industry W3S contingent on the institutional arrangements of business enterprise, partieularly on the

extent and nature of cooperation among absentce owners. The critical foundation of sueh cooperation

W3S the modem corporation.

According to Veblen (1923, p. 82) the corporation was 'an incorporation ofabscntce ownership,

whollyand obviously,' that is, a business concern, not an industrial unit:

It is a means of making money, not of making goods. The production of goods or
services, wherever that sort of thing is included among thc corporation's affairs, is
inàdental to the making of money and is earricd only so far as will yicld thc lasgest nct

29 Vcblen's own suggestions cnumerated in thc Engineers and the Price System (1921) were never
triec!. The post-war Communist cxpcricnce removed somc of the industrial limitations of husiness
enterprise, only to replace them with other, perhaps more detrimental ones.

30 Knight (1921, pp. 188-89), for instance, could argue that Veblen's notion of eapital as a limitation
of technological knowledge and industry was 'absurd,' preàsely beeause he refused to separate business
from induslry. Indeed, for him 'productivity is a matter of limitation,' that is, a direct consequence of
property rights.
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gain in terms of moncy, - aD according :0 the prinàple of 'what the traffie will bear;
or of 'balaneed retum,' whieh underlies a1l sound business, and more partieularly aD
rorporation business. (1923, p. 85)

Mainstream eeonomists bave tended to expIain the rise of corporations in teehnological tenns. The

popuIar view was that tbe corporation was the most 'efficient' mode of business organization in that it

enabled soàety to enjoy tbe be:lefits offered by eeonomies of seale. The corporation was eeonomieally

rational and that supposedly made it historieally inevitable.31 If wc followcd Veblen in separating

business from industry, bowevcr, tbis lcind of reasollÎl!g eould no longer be aeeepted, simply sinee 'the

use of a large seale of production is a teehnoiogical devise, wbereas the corporation is .. business

arrangement' (1923, p. 84). From tbis perspective, the causes whieh Ied to the rise and grov.'th of

corporations must he denominated in business terms, that is, in terms ofpecuniary gains on investment.

Under certain conditions, a Iarger seale of production might indeed he more productive and hence

soàaDy henefiàal, but that in itself was quite irrelevant. The cruàal question was not whether the

corporation was more productive than other fOTms of business organization, but whether it was more

profitable. 'To employa large seale of production,' argued Veblen (1923, p. 85), 'is a sound business

proposition only so long as tbis larger scale will bring ",., increased net gain in the aggregate price of the

output' and tbat, of course, may or may nol he true under different àreumstanccs.

More importantly, contrary to the conventional wisdom, the expansion ofcorporate finance had

no immediate impact on the process ,..f industTy. The common view idenillied the mobilization offinance

with the expansion of productive capaàty:

It is •.. a part of the folldore of Political Eeonomy that the corporation - jointstoclc
company - bas exerted, and continues to exert, a creative foree in productive industTy,
in that it draws out of retirement many smaD aeeumuJated hoards of savings, and so
combines them and puts them to work wben they would otherwïse remain idle. By tbis
means the active capital is augmented Dy so mueh; whieh is believed to augment the
materials and applianccs of Ùldustry by so mueh, and thereby to 'increase the volume
of work and output in a corresponding degree. This faith in the creative effiàency of
capital funds and capitalized savings is one of the axiOInS of the business community.
It is a safe presumption that no sound business man would question il. Savings will
produce goods as soon as they are invested and cal'ita1ized. (1923, p. 86)

31 There bas been very Iiule change in the popuIar conventions regarding tbis issue. Samuelson,
. Nordhaus and McCallum (1988, p. 453) are typical in emphasizing the 'effiàency rationa\e' behind the

corporation: 'Large-seale production is teehnieally effiàent, and a \arge corporation is an advantageous
way for investors to pool the irreduoole risks of business life. Without Iimited liability and the
corporation, a market economy sîmply could not reap the benefit that comes when large supplies of
capital need to he attracted to effiàent-sized corporations. •• .'
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But was that ,iew at all warranted? For Veblen, '.lie answer was de6nite1y negativc. What was being

mobilized and capitalized were pecuniary savings, not useful industrial items:

ln practical fad, the savings in question have elàsted and eontinue to elàst only in the
form of reeords of ownership, eommonly evidenees of debt. What was transferred in
the transactions by whicb the savings are taken over into eorporate capital is eommonly
some form of credit instru::Ient; and the transaction results in an augmentation of the
volume ofoutslandingcredit instruments.Whetherthereareanyphysieallyusefulgoods
anywhere he1d in store back of these funded savings - physical goods whicb are in any
special sense 'represented' by these funds - is an open question, with the presumption
running strongly to the eontrary. [By and lazge1... the saved up funds foot up to an
absentee e1aimant's undifferenlÏated e1aim on a share in the OUtslanding stock of
merchantable goods at 1arge. Any multiplication of sncb e1aims, or any mobilisation of
an added number of thern, adds nothing to the stock ofgoods on band; it only reduees
the sbare per .lUit of effectuaI e1aim. (1923, pp. 86-7)

Business investment, then, is merCI' a credit transaction 'by whicb the eorporation financier eomes in

for the use of additional funds and is enabled to increase the capitalization and the purcbasing-power

of the business eoncem for whicb he acts' (1923, p. S7). These funds may or may not be used to

purchase some physical 'capital goods,' but even when they are used for sucb a purpose, that mere1y

transfers the ownership of the said capital good. The actual manufacturing of capital goods is not a

business activity; it is an industrial process controUed for business ends.

The confusion between the act of fmancial investment and the increasc of industrial capacity

is reOected in common views about the nature of eorporate seeurities and assets. An investor in

eorporatesecurities cau purcbase either bonds or shares.32 Business and legal eonventions establish a ~~

certain 'hierarcby' of risk among these two types of securities. Bonds are considered less risky, Iirstly

because they give their owner some precedence in the disbursement of profits and, sceondly, because

their holder has a statutory priority over the tangible assets of the eorporation in case of bankruptcy.

Equity sbares are more risky because they provide no legal right for dividends and, more importantly,

they are often eovered only partially or not at all by any type of tangible asset. Il is indeed customary

to view equity sbares as representing primari1y the intangible :lSSCts of the fU1ll.

32 For thep~ of our analysis here, 'bonds' eonsis! of ail credit extensions on fllCed charges,
including debentures, mortgages anJ direct loans a eorporation receives from other eorporations,
Iinancial institutions and indi,idua1s. Similarly, 'sbares' refer to all credit extensions made with no
commitment for repayment, including ail forms of eommon and preferred stocks sold to investors.
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This correspondence between assets and securities is, of course, only a matter of informai

business conventions, since corporate balance sheets do DOl associate specifie assets with partieular

liabilities. Yet, the very habit of distinguishing between tangible and intangible assets seems to suggest

!hat, from the outsel, some forms of fmaneial investment have nothing to do with the creation of

productive eapaeity. The intangible assets of a corporation consist of items sueb as patents, government

charters, legal quotas and franchises, as weil as the cateb-all article of 'goodwill.' These items of

'immaterial weaIth,' as Veblen ealled them, do not and cannet 'prodnee' anything.lnstead, they are the

institutional manifestations of differential practioes ofearning profits. Ifa granting of a patent generates

expectations for higher profits, these expectations could be eapitalized through the issuance of new

shares, or an augmentation of the market value ofexisting shares. Similarly, a merger between !WO very

large business rivais would normally not increase tbeir ability to produce goods and services, but it may

produce anticipations for higher profits whieb could then be eapitalized with new shares backed by

fresh 'goodwill.' In other words, to the extent to whieb corporate shares represent intangible assets, they

merely institutionalize the corporation's own differential or 'monopolistic' practioes and, hence,

invcstment in sueb equities is only an evidence of distnoutional power. Given that differential lactics

commonly operate by limiting the use of productive eapacity, it is clear that equity invcstment based on

sueb practiees could not be thought of as crealing new eapaeity.

At flfSt sight, the dissociation between invcstment in equity and the formation of industria1

capaeity may seem to suggest that sueb capaeity must hence be ereated by the issuanoe of debt

instruments. Unfortunately, tbis convention, too, is open to serious doubts. TangJole assets consist of

physical items, sueb as maehinery, structures and semi·fmished commodities, but they aIso include

various 'contraetual obligations'likegovemment securities, commercial paper ofother Iirms, outstanding

loans, accounts reoeivable, bank deposits and cash. These 'contraetual obligations' have nothing to do

with the productive capaeity of the corporation whieb owns them. They are elassified as 'tangJole' assets,

but it is patently clear!hat their pecuniaryvalue hinges on purely 'immaterial' arrangements, partieularly

on the solvency of the corporation's debtors and the ability of the corporation to 'compel' these debtors
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to pay when the time comes.33 ln other words, Many of the items which wc customariJy cIassify as

material items of wealth ar:. in fact highly intangible in nature. Or, pUtling it bluntly, some corporate

debentures May be covered with 'nothing but air: The increase since the early 1980s in the use of ~unk

bonds' to finance corporate takeovers is a clear ease in point. The immediate facts created by busines.<

amalgamations are pure1y instilUtionai in nature, belonging solely to the realm of business restrueturing;

and to the extent that 'junk bond'-financed Mergers have a subsequent bearing on industry, their

significauce usually lies not in creating, but in dismantling industrial capacity! The conspicuous example

of~unkbonds' is perhaps somewhat atypieal, yet it could be argued !hat, in a certain fundamental sense,

the pecuniary value of ail bonds rests on a similar 'Ïmmaterial' basis.

Consider now those bonds which are indeed 'covered' by industrially productive assets such as

plant, equipment and inventories of fmished and semi-fmished goods. The market value of such bonds

May exhibit SOme positive reiationship to the market value of the underlying articles of tangible wealth,

but that in itself May have very liule to do with the productive capacity of these industrial items. What

buyers may be wi1ling to pay for 'means of production' such as a supertanker, a copper mine, a

light-bulb plant or an inventory of microprocessors depends on business rather than industrial

considerations. To a potential owner, these items are valuable only to the extent of their anticipated

income-yielding capacity and, in generai, the priees of these 'investment goods' could not exceed the

present value of what they are expected to yield in profits.34 The income-yiclding capacity of 'capital

goods' depends directly on the control of industry by business, either 'at large' or 'in dctail: For

example, the maximum price for an earth-removing machine used in a competitive mining industry

would be governed by 'normal' returns expected to accrue under such conditions, while the price of a

new passenger jet would not exceed the present value of the 'target' income that a typieal oligopolist like

33 Note that the ability of the corporation's debtors to fulfd their obligations need not be reiated to
their own pr~!!';::'.<iCapa.;;.,. Govemments cau repay their debts through taxation, additional borrowing,
or by printing money and these payments could be made even if there are no produetive increases
occurring anywhere in the economy. As far as the corporation's business debtors are concerne<!, their
solvency usually depends not on their productive aetivity per se, but on their ability to strategicaUy limit
such aetivity toward profitable ends.

34 The profit expectations and the discount rate used in capitalizing them May be (and often are)
partial1y or even entire1y subjeetive, but !hat bas no bearing on the present argument. •
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Texas Air or United Airlines expe<:IS to carn by using these aircraft.35 That priees for eapital goods

depend on profitability and only indirectly (or oCten not at all) On their produetivity beeomes evident

duriog a business crïsis. The eollapse in the priee of erude petroleum duriog the mid 198Os, for example,

100 to a 'g1ut' of supertankers. What solvent sbipping eompaoies (or speeulators) were willing to pay for

sucb tankers depended on their expeetoo earning eapacity and, given the grim business outlook, !hat was

oCten weil below the relevant replacement eost. Bond holders of baokrupt sbipping eompaoies henee

found out !ha!, althougb the tankers 'baclcing up' their debentures were as 'productive' as ever, what they

eould reeover by selling the tankers was only a fraction of their original investment.36

A similar line of reasoning led Veblen to eonclude that there was no fundamental clifferenee

between debt and equity. Even in the 'ideal' case where bonds eovered only the tangible meaos of

production and sbares representOO only the intangible assets, these evidenee of oWDersbîp were both

eapital only to the extent of their eapitalized eamingcapacity. Part of !bis earning eapacitywas babituaI1y

attributed to the 'eapital goods' held by the eorporation and eovered by debt. The earnings were imputed

by applying to the priee of eapital goods the prevailing 'normal' rate of retum, but that, of eourse, was

a business procedure, not a theoretieal explanation. Rather than stemming hom the material faets of

industry, the 'normal' rate of retum and, henee, the very priees of tangible assets were largely a

manifestation of the eeonomys average 'degree of monopoly: In other words, the value of bonds

expressed the universal eontrol of business over industry. The same logie applied to the case of equity

whieh eovered the remaining carning eapacity of the eorporation. The customary view was !hat exeess

earnings over and above the imputed 'normal' stemmed hom some positive 'business qualities' whicb

the fll1ll owned througb its formal binding arrangements and ïnformal'goodwill: Yet, what tumed these

35 Sinee we are ta\king about upper limits, our conclusions are indepcndent of the partieu1ar
cireumstanees under whicb investment goods are being produoed. That is, cven if Bocing, MeDonncll
Douglas and Airbus organized into a formal earlel, the priees they could charge for their commercial
jets would necessari1y be limited by what the airlines eould pay for sucb aircraft; or pcrbaps more
preciscly, sucb priees would be constrained bywhat the airlines would consider as 'aeecptablc,' givcn the
business cireumstanees and their OWD targets for profit. In !bis sense, the priees of eapital goods rcOcet
the balanee of distn"butional powers between those who seU them and those who buy them. Tbe expost
outeome detcrmines the respective sbares of profit aeeruing to the various business eoneerns opcrating
along the vertieal proeess of production.

36 The errect of a business boom on the value of bonds is not symmetrieal. As we explain below, a
risc in the priee of tangible eollateral would tend to inercase the number rather than priee of sucb
bonds.
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binding arrangements and goodwill inlo valuable assets in the first plaee were differenlial business

practiees aimed al increasing profits al lhe eosl of whoevcr may he coneemed.

These arguments suggested !hal the enlire body of business capilal resled on the inlangible

foundations of 'power: From the poinl ofview of the absenlee investor, business capital W3S nothing bUI

a daim on profits and, as we have seen, profits were determined not by the industrial produetivity of

underlying assets, but by prevailing business arrangements. If there W3S a differenee between stocks and

bonds, it W3S henee mostly a differenee in the extent to which business power bas been institutiona1ized.

Bonds were commonly used to capita1ize those business arrangements which were more or less

thoroughly aeeepted as the 'normal' order of things, while stocks were usuaUy issued to capitalize the

'singular' business arrangements which differentiated hetween individual or groups of rlrlllS. Even tbis

differenee hetween stocks and bonds W3S only temporary and tended to disappear over time, when the

depreciation of tangible assets and the amortization of intangible assets converted both of them inlo the

universal form of money assets.

Given these views on the nature of business capital, we eau now tum to examine the dynamjc

aspects of its accumulation. Reeeived economic doctrines tend to interpret the process of capital

accumulation in 'backward-Iooking' terms. For the classicists and neoclassicists, capital W3S a physical

means of production, accumulated in the past for future use.37 For the Marxists, capital W3S not a

physical thing, but a social relaûonship emhedded in physical articles yet, they, too, regarded

accumulaûon in terms of 'dead labour: The value of capital W3S denominated in units of human effort

(or socially neeessary labour ÛMe) spent in producing capital goods and in reproducing the labour

force.38 Even the neo-Marxists who dwelt on the l'ignifieauee of monopoly capitalism retained thal

same framework. A1though they no longer argued for a tint hetween value and priees (even in the

37 See for instanee, Marshall (1920, pp. 647-51) and Schumpeter (1954, pp. 631-37).

38 See for instance, Wright (1977, p. 200). Cross-section differenees in the organic composition of
capital created a 'transformation problem' of converting input values into input priees, but this does not
bear on the issue here. The discrepaney hetween priees and their respective labour values W3S essenûally
a question of inter-industry redistnDuûon which did not impinge on the basic presumpûon !hat priees
could still he denominated in units of dead labour. See for example, Sweezy (1942, ch. 7), and the more
reccnt summary in Catephores (1989, pp. 87-106).
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absence of the 'transformation problem'), they still viewed the price of capital in terms of the cost of

produclng ils flXCd and variable components, irrcspeetive of how sucb cost were determined. Veblen's

framework for capital was radieally different in that it ancbored the pemniary value of capital not in

pas! or even eurrent priees, but in future priees. For Veblen, the eurrent value of tangible capital goods

(and certainly of intangible ones) was u1timately determined not br what it cost to produce (or

institutionalize) them, but br what they were expected to generate in profiL39

In a sense, it was Veblen more than the neo-Marxists who sueceeded in adapting Marx's view

of capital to the new order of business enterpcise and monopoly capitalism. The 'baekward-looking,'

cost-based interpretation of capital was perhaps adequate during the era of so-eaIIed competitive

capitalism. The carly development of capitalism oceurred within the framework of a money cconomy.

A1though the separation ofbusiness from industry hegan already in the carly stages ofcapita1ism, it was

initial1y quite Iimited in seope and ail but negligible in ils impact on the dominant habits of thinking

Until somewhere around the mid-l9th eentury, the business institution of capital was still very mucb

mingled with the industrial reality of capital goods and, henec, the value of capital could rightly he seen

in terms of ils cost of production. The àreumstanees started to change, and rather rapidly, with the

widespread growth of business corporations in the latter part of the 19th eentury. The methods of

corporation fmance converted a money economy into a system based on credit. The primary signifieance

of this transformation arose not from the use of credit to defer payments, but from the impact of credit

on the institution of ownership. Under the carlier system, the owner-produeer operated means of

production valued in money priees. With the progressive incorporation ofbusiness aetivity, bowever, the

archaie 'captain of industry' bas s10wly disappeared as the tone-giver, giving cise to the 'captain of

business,' an absentee owner of finanàal capital whose value was denominated in credit priees.

Corporate ownership was increasingly created through the extension of credit and, in Veblen's opinion,

it was this 'Iarger use ofcredit' whicb more than anything affeeted the dynamic development of modem

39At a danger ofsome repetitiveness, it should he emphasized that this view could nol he rcconà1ed
with the neoclassical approach, wbere the equih"brium between the marginal revenue product of capital
and the rate of profit assured that the past he ratified br the future. For Veblen, there was nO sucb thing
as marginal productivîty and, in any case, the cost of produàng a commodity and the price at whicb it
was soldwerc bath business, not industrial magnitudes.
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business enterprise. Clearly, if 'capital' was to be viewed as reflecting the contemporary system of social

relationships, its nature as credit could no longer be ignored.

With corporate ownership being increasingly based on credit exte...,ions, capital accumulation

was becoming more and more a 'forward-looking' process. In a chronologiea\ sense, the accumulation

of corporate capital tends to occur not after, but be/ore profits are earned. This becomes quite evident

when we examine the financial activities of large corporations where there 15 a more or less complete

separation hetween industry and business.4O For firms Iike General Dynamies, Lockheed, Philip Morris,

Pepsico, or Chevron, assets tend to expand through the issuancc of stocks and bonds and these are sold

on the bas15 of a putative increase in earning capacity, in other word$, on tbe anticipation of rising

profits. To raise cash througb equity or debt, Cbevron need not show a higber profit or evcn begin

driIIing. An announccment of a new oil project, or beigbtened expectations for rising petroleum priees

are usually sufficient to enable new credit extensions; in order to borrow on tbe bond market, Philip

Morris and Pepsico do not have to ill.crease tbeir market share and profil, but rather persuade investors

that they will do 50 in the future; similarly, companies sucb as General Dynamics or Lockheed do nol

have to actually manufacture and sell new aircraft hefore they cau issue more shares or bonds. The very

anticipation of a new Pentagon contract or a widespread belief in an imminent Middle East conffict

could he enougb to generate a warm market reccption for newly issucd securities. Of course, in order

to constilule a solid basis for new capitalizalion, profil expectations mlisl he 'instilulionalizcd' 10 some

extent; in other word$, they musl he widely shared among inveslors, ~lf they should al leasl outweigb

expeetalions for fa11ing profits. Furtbermore, inveslors must regard tb~ presumed increase in profil as

sufficiently'permanent.' Yet, regardless ofail sucb considerations, at tbe point ofcredil extension, these

expeetations are purely bypothetiea\. ln this sense, the accumulation of credit capital 15 very mucb a

'capilalization of make-believc.' Thal 15 clearly evidenl from fluctuations in the stock and bond markets,

where de facto capital priees are largely a matter of 'folk psycbology,' as Veblen (1904, p. 149) already

observed, bul it 15 aIso true for so-ealled de jure capitalization as reeorded in corporale rmancial

statements. The expansion and contraction of corporale liabi1ities may be slower and less erratic!han

40 In the case ofsmaller rlfll1S, in whicb the major owner aIso operates as an industrial entrepreneur,
'forward-looking' credit extensions may still he obseured by parallel 'baekward-looking' c:apita\ization of
cost.
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the Iluctuations in market quotations, but they, too, ultimately binge on forward·looking suppositions.

'[lIn the enlightened modern business usage,' wrote Veblen (1904, p. 127, emphasis added), ail forms

of capital are nothing but 'capitalized presumptive earning-capacity.'

Il should he strcssed that none of the foregoing suggests that capital values are 5Omehow

independent of current realities. Indeed, a prolonged drop in profits is Iikely to make it difficult for mM

to raise new capital, or a decision by rIT to cut its dividends could trigger an immediate drop in its

share priees. Given this relationship, it seems reasonable to ask why does it matter that capitalization

looks 'forward' to profit rather than 'backward' to eost? The answer to this question is 50mewhat subtle.

Note that eurrent events affect capital values only to the extent to which they bear on future

expectations. In principle, then, the chronological sequence hegins with accumulation and only ends with

profits. In this sense, the modern methods of capitalization turn the process of accumulation into a

leading economie force. The meaning of 'Ieading' should not he confused with 'significant' or 'primary.'

AlI received economie doctrines emphasize the paramount role of capital accumulation but, since they

view capital in baekward.looking terms, its accumulation necessari1y appears as the 'goal' or the 'end

result' of a sequence, rather than its initial step.41 Under the new order of business, however, capital

values are forward.looking and accumulation occurs 'up front.' With the 'Iarger use of credit,' business

activity tends not to end but to begin with capital accumulation and that shifts the focus of attention

from the elTeet of current eeonomie magnitudes on accumulation, to the impact of accumulation on the

cunent development of business and industry. The accumulation of capital has IWo immediate

corollaries to whieh wc now turn.

The fust consequence of accumulation is an inflation ofthe aggregate money value ofcorporate

QSsets.42 This elTect could he explicated by considering the IWo processes through which corporate

41 In tangible terms, accumulation is said to oceur as now means of production are produced and
added to the existing slocIc. In value terms, capital is aceumulated by adding to the initial value of
constant and variable capital (or to the value of machines and the wage fund) the surplus value (or
profit).

42 Note that wc specificaIIy refer to the aggregrJte value of corporate assots, rather !han to their
average value. In order to measure the average value of corporate assots we need to divide their
aggregate value by their total 'quantity' and that May not he 50 easy to do. The coneeptua\ difficulty is
weil illustrated by the attempt of A1chian and Klein (1973) to devise a price index for assois. Following
the footsteps of FISher (1911), they assume that the 'price leve1 of "\ife"' must rellcet priees of both
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assets tend to expand. The flrSt process involves the direct crt:alion of new ownership tides. It occurs

when a corporation obtains or institutiona1izes some intangible assets and then distnbutes shares or

bonds to 'cover' them. This type of accumulation is eharacteristic of business restructuring. Il oCten

happens in the initial act of incorporation, when the owners give themse1ves shares to cover the original

'goodwill' of their association; it a1so takes place when a merger or an acquisition is believed to have

'generaled' new intangibles whieh could then be cavered with new stocks and bonds aIIocated to original

owners and lhird parties. This fonn of capital accumulation stems from the creation of 'new;

previously-nonexisting assets and hence adds to the aggregate value ofoUlSlanding corporate assets. The

second mode of accumulation occurs indirect1y, lhrough the transfer of ownership tides, whereby the

investor advances cash in relUm for commercial paper or some other evidence of debt. From the

investor's perspective, the reduction in cash balances is compensated by an increase in corporate

seeurities, leaving his total assets unehanged. From the corporation's point of view, however, the

transferred cash constitutes a 'new; previously-nonexisting asset (covered with new liabilities) and is

hence an addition to the aggregate value of outstanding eorporate assets.

It is fairly clear, then, that the accumulation of corporate assets creates 'new funds.' Mueh like

bank deposits -- corporate bonds, stocks, bank loans, accounts payable and other records of ownership

are ail pecuniary magnitudes and, when they expand, they inDate the aggregate sum of moitey values

existing in the eeonomy.43 Furthennore, since the accumulation of capital is 'forward-looking,' the

future as weil as current consumption services. In their opinion (p. 173), this means that '[a) correct
measure of ehanges in the nominal money cost of a given utility level is a price index for wealth,' and
hence that a lruiy comprehensive price index 'must include asset prices.' The basic presumption is hence
!bat the 'quantity' of assets could be counted in terms of some future hedonie services, but then Alcman
and Klein are quick to admit that these services could not be observed in practice! ln other words, that '::::
it is impoSSIble to detennine whether a ehange in the aggregate value of assets is a pure price change,
a pure quantity (quality) ehange, or some mixture of the Iwo. Alcman and Klein point out that the
concept of 'quantity' is also ill-defmed in the computing of standard price indices for current services,
but tha!, of course, docs not solve the problem (sec Chapter 5).

43 Bank deposits are records of ownership. They caver part of the capita1ized earning capacity of
a corporation (the bank) and are hence capital for ail intent and purposes. There isneverthcless a
difference between the creation of bank money, whieh is sometimes restrided by reserve requiremenls,
and the expansion of non-bank liabilities, whieh is potential\y limitlcss. To illustrate !bat there is no
teehnical ceiling on the expansion of sueh 'new fonds,' consider a hypothetical scenario with only two
corporations - AAA Ine. whieh has $1 million worth of maehines eapitalized in the fonn of shares, and
BBB Ine. whieh has $1 million in cash, a1so capitalized in the form of shares. The owners ofAAA Ine.
could use their assets as collateralto borrow $1 million in cash from BBB Ine. Following the transaction,
the total assets of BBB Ine. remain unehanged, but thase of AAA Ine. now stand at $2 million. In the
second stage, BBB Ine. could generate expcctations for new profits and use them to sell $1 million worth
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inflation of pecuniary values occurs without a concurrent change in the congeries of goods and services,

or in the capacity 10 produce them. Il is like dilutïng water with water. As wc argue helow, the

accumulalion of capital May or May not lcad to changes in industrial conditions, but if it does, the

change will occur after accumulation has taken place. Following Veblcn, wc cao hence argue !bat, celeris

paribus, capital accumulation is a purely inflationary process. The mcaning of !bis statement must he

interpreted with caution. Wc do not claim here !bat accumulation raises or will Taise the average price

paid for goods and services (a1though !bat may very weil happen). Instcad, we simply state!hat, at the

moment of accumulation, there is an inflation of the aggrcgate sum of pecuniary values without any

change in the cxisting quantity of goods and services.

This line of rcasoning May seem reminiscent of the 'quantity theory,' but the similarity is more

apparent than rcal. While accumulation is a1ways an inflationary process, it is ncvcr a uniform one and,

so, contrary to the monetarist perspeclive, the inflation ofcapital values is anything but 'neutraI.' Indeed,

the second immediate corol1ary of capital accumulation is a redistribution in the control ofpecuniary

values. The expansion of assels occurs either when the corporation takes over another lirm, thereby

adding to ils own assels what was carlier control1ed by the acquired entity, or when it increases ils asscls

withoutthere heing a corresponding change in the value ofasscls control1ed by other companies. In both

of thesc cases, the increase in the corporation's assels is differential, meaning that the corporation now

controls a larger share out of the aggregate peeuniary values in the cconomy.44 ln other words, the

of sbares to MA Ine., thereby incrcasing its own assels to $2 billion. In the tbird step, MA could
create expectations for further incrcases in future profils and use them to sel1 51 milIion in bonds or
sbares to BBB Ine., raising ils asscls to 53 million, and 50 on. Since there is no required reserve ratio
prcvcnting non.fmancial corporations from having aU their asscls invested in financial papers, !bis kind
of expansion could (at Jcast in principle) go on for ever.

44 To iIlustrate both forms of redistnllution, consider the 1986 takeover ofRCA by General Elcctrie.
(Details are from Moody's Industrial Manuals, 'General Electrie Company,' 1986, VoL 1, pp. 348-64.)
To finance the dea1, General Electric borrowcd 55.4 billion, thereby augmentïngbath ils total asscls and
ils total Iiabilities by a corresponding sumo The borrowing brought no paralJel increase in corporate
asscls elscwhere in the economy and hence raised the relative sbare ofGeneral Electric in the aggregate
value of outstanding asscts. Ncxt, General Electric paid 56.4 bilIion (the borrowcd funds plus 51 billion
of ils own cash) to acquire aU of RCA's oUlstanding stocks from ils current sharcholdcrs. This action
eliminated RCA as a going concem and erascd the value of ils sbares from the cconomy's balance sbeet.
If we stopped attbis point, it might Mve appeared as ifGeneral Electric was simply transferring values
from ils own creditors to the sbareholders of ReA, thereby lcaving the aggregate value of outstanding
asscls more or Jess intact. That is not what happened, however. The elimination of RCA as a going
conccm redistributed aU of ils assels •• about 56.7 billion - to General Elcctric, but the sum added to
General eleetric's balance sbeet was S2.7 billion larger than the 56.7 billion erased from the RCA
accounts! Thc rcason was that what General Electric paid was deemed to he bigher than the 'fair
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accumulation of capilal is a process nol of inflation, but of inflationary ",distribution. Il in,'Olves nol

merely the expansion of asselS but, more profoundly, the rertrueturing of eeonomie power througlt the

diff=tial reva!llalion ofpecuniary "a/ues,

Ac.:ording 10 the foregoing, the accumulation of corporale capilal is a purely business process,

consisting of an inflation of asselS and a redislnbution in their control. Yel business is never

independenl of industry whicb means thal a theory for business accumulation must include both ils

industrial causes and industrial consequences. In the Uniled Slales, 'forward-looking' accumulation of

corporate capilal emerged as a resull of some fundamenlal economic changes occurring in the 1aler balf

of the 19th cenlury. F1I'St was the dedine in the pace of population growlh. BelWeen 1790 and the Civil

War, the US. population grew very rapidly, expanding al an average annual raIe of 3.0 percenl. The

conquering of the weslern 'frontier' broughl a sharp drop in thal raIe. From the Civil War unlil the lum

of the 20th cenlury, the population expanded al an average raIe of only 2.2 per annum, and lhal feU even

further, 10 1.6 percent, belWeen the lum of lhe cenlury and the onsel of the GreaI Depression.45 The

second signilicanl developmenl occurring in the \aller half of the 19th cenlury was lhe rapid expansion

of 'industrial arts' and the consequenl surge in producliviry growlh. During the 186Os, there was still a

subslanlial positive gap belWeen the raIes of growth of popul~lionand producliviry. In manufacturing,

for example, labour productivilY rose al an average annual raIe of only 05 percenl, while the populalion

expanded al an average annua1 raIe of 2.7 percent. This gap was c10sing very rapidly, however. In lhe

1870s, the raIe of population growlh dedined 10 2.6, while productiviry growth a1most doubled, 10 0.9

percent. Then, during the 188Os, while the population eontinued 10 grow at an annual raIe of 2.6 percent,

productiviry growlh more than doub1ed again, 10 2.1 percent. FmaUy, during 189Os, when the rate of

population growlh dropped 10 2.1 percenl, the gap lumed negative because produeliviry was now

market value' of RCA's shares. In other words, the acquisition was seen as aeating $2.7 billion worth
of 'goodwiIl' which wcre duly added to the assels ofGeneral Electric. AIl in aU, the accumulation of59.4
billion by General Electrie involved a direct reshuffling of$6.7 billion worth of existing assets previously
controlled by ReA, and a aeation of an additional $2.7 billion worth of new assets.

45 Computed from data pub1ished by the US. Department of Commerce inK~alS/Iltistic.r of
the United SIIlteS, ColoniDl Tunes ta 1970, 1975, Part 1, Series Al, p. 8.
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expanding even faster, at 2.3 percent.46 Aceording to Veblen, the interaction of these paraDe! processes

had a decisive impact On the nature of business instituûons. Until the latter part of the 19th eentury,

markets (bolh domestie and foreign) tended to expand faster than productive eapacity and the main

coneern of individual f= was how to satisfy the growing demand for their goods:

[D]uring ail that period which can properly be eaJled the era of free competition the
industrial system never reached such a pitch of efficiency that it could properly be
eaJled inordinate!y productive; that is to say, production was not al that rime continually
in danger of outrunning the eapacity of the market. ••• The growth of population and
the growing extension of trade into foreign parts afforded an outlet for an ever
inereasing production of goods, al reasonably profitable priees, that is to sayat
inereasingly profitable priees. 50 that business considerations during that rime eaJled
for no vigilant restriction of output, on the whole; and the sagacity of the eaptain of
industrY was therefore habitually directed to a cheap and large output of goods. •••
(19"..3, pp. 72-3)

The situation started to change toward the end of the 19th eentury. The post Civù-War period witnessed

an unpreeedented inereasc in the use of new raw materials, in the development and assimilation of

innovations and new production techniques and in the diversity of produets - ail of which contributed

to a notable acceleration in the expansion in productive eapacity. On the other band, the decline in

population growth significantly reduced the growth of demand. This combination of rising productivity

growth and slower inereascs in population meant that, from a business perspective, the industrial system

became 'inordinately productive.' If the earlier pattern of competitive production were to continue,

indlL'try would tend to generate much more output that what could be sold at profitable priees. In other

words; il would bring business enterpllse to an end.

The 'unruly' deve!opment of the machine proeess threatened to undermine the very control of

indlL'trY by business. Ifuntil the latter part of the 19th eentury, profits arose from the private ownershîp

of 'scarce' industrial eapacity, from that period onward, business was faced with a chronie predicament

of 'excess' capacity. The industrial apparatus was still privately owned, but its was no longer searee, al

least not in relation to what could be sold under prevailing conditions. In order to maintain prolitability,

there was now a constant need to reestablish searcity, either by raising sales above eapacity, or by

46 The figures for population growth are from KISlOriazl S/Qtistics of the UniUd Sta/6, ColonùIl
Tunes to 1rnO, 1975, Part 1, Series A7, p. S. Data on produetivitygrowth are based on the Frickey Incb
for manufacturing production, published in Krstorical S/Qtistics of the UniUd Sta/6, ColonùIl Tunes to
1rnO, 1975, Part 2, Series P17, p.667, and on the number of production workers in manufac:turing
establishments, published by !he UOS. Dcpartmcnt of Commerce in Ï!s CDISus ofM_ftJdWiny, 1982.
Volt, Summary and Subject Statistics, pp. 1-2.
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eurtailing capacity to 'what the m:rrket could bear: The difficu1ty for business was that a shift toward

such 'institutionaI' =city could not be accomp\isbed when firms acted at cross purposes. An increase

in production migbt be profitable for one or severa! firms only insofar as aIl other firms did not try to

do the same tbing. Similarly, there was no point in curtailing your own capacity if other businesses

maintained Or increased theirs. Whereas firms previously acted as competitive produces in an 'open'

market, they now had to struggle as competitive selles in a 'closed' market and, under tbesc

circumstances, atomistie competition was a sure way for extinction. Excess capacity was an aggregatc

problem and hence could be solved only tbrough concerted action. According to Veblen (and many

others since then), it was Ibis persistent need for collective restriction of output which underlies the ncw

order of business combinations.47

Large scale coordination of business activity fllSt emerged in the United States around the

1870s. It started with the carly organization of national business and trade associations, continued with

the formation of trusts and reached its institutional maturity with the rise of 'big business' during the

first wave of mergers and acquisitions extending between the late ISSOs and the early 1900s.48 By the

first decade of the 20tb century, the institutional dynamics of U.s. business wcre more or less thorougbly

transformed from unregulated competition to oligopolistie interaction. The transformation did not make

business less 'competitive' as firms wcre still seeking, perhaps more than ever before, to beat the

average and outperform their rivais. The fundamental change was rather in the mode of competilion.

Instead of pursuing their goals by means of individual competition, fmns were continuously drawn inlo

collective action and their struggle was increasingly carried througb business coalilions.

The most significant developmcnt enab1ing th.: formation ofsuch coalitions was the emergencc

of corporations as the common form of business organization. Business combinations wcre initially

47 The largest combination of its lime - the 1901 formation of U.s. Steel - was explicitly motivated
by the spectre of excess capacity, as wcre many other mergers atthe lime (sec Ross and Scherer, 1990,
p. 155 and Chandler, 1959, p. 285). Even when there was no immediate danger of excessive output,
business combination facilitated industria1 rationa1ization when the need eventually arose.

48 On the beginning of'big business' in the United States, sec Chandler (1959). Extensive discussions
of the carly merger movement could be found in Markham (1955), Nelson (1959) and Lamoreaux
(1985). Additional reviews and selected bibliographies are given in Scherer and Ross (1990, ch. 5), and
in Bowring (1986, ch. 3).
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fonned through loose associations, pools and trusts, but these were often unstable and not very

succcssful49 As Oison (1965 and 1982) convincingJy argucd, collective action is usually difficult and

often impossible for large groups and an cxccssive numbcr of finns was indced a primary factor

contn1>uting 10 the relative fragiliry of these carly combinations. There was hence a pressing nCt".d to

reduce the numbcr of finns and the Most effective way to do 50 W2S through the mcrgjng of cxisting

companics inlo larger ones.50 Mergers, howcvcr, werc not only structural transformations, but also

fmancial transactions. They involvcd lhe buying and sc1Iing ofcapital which mc:mt that finns had to have

a pccuniary value. capital had to bccome 'vendJ1>le' and that was achicvcd through the widespread

incorporation of business fmns, the rapid developmcnt of stock and bond markets and the growing use

of credil instruments during the final decade of the 19th ccntury. It was in that period that the

separation of business from industry was fmally complelee!, with investors bccoming abscntcc owncrs

of 'forward.looking' capital values.

These economie transformations sel a qualitative pattern which characterized the dynamie

inleraction bctween buSiness and industry throughout the entire 2llth ccntury. By and large, industria1

productiviry continued to cxpand much faster than 'whal the market could bcar,' making cxccss capaàry

a chronie business problem. Ifbusiness entcrprise wccc to survive, the 'scaràty' of capital goods had to

bc conlinuously recstablishee!, which m~.ant that the only 'permanent' solution was a ceaseless

restructuring of business institutions. The probi~.m was and remained an aggregate one, and so business
'~

rcstructuring continued to involve the formation and ccformation of business coalitions. Given that the
/'

effectiveness of collective action is negatively related to the numbcr of partiàpating units and positively

related to their average sàc, the inccntive for mergers in fact tended to incrcasc with the proccss of

corporate concentration and the progressive increasc in corporate sizc. Mergers werc financial
.'
"transactions of credil expansion and so, crer since the 6rst major rcstrueturing of u.s. business, they

wccc unfolding together with the expansion of credit and the accumulation of corpc:ate capital.

~'.

49 Scc for example Chandler (1977, pp. 317-18),~-and Miller (1261, pp. 140-46).

50 This rationale for the growth of large finns differs from the traditional emphasis on the
lechnologica1 bcnefits of large scale. Indccd, according to differcnt evidence ana1yzed by Edwards (1979,
pp. 217-24), the groWlh of fum size after the tum of the century generally excceded the nced for
technica1 effiàency. Furthermore, cren in the presence of economies of scale, the ultimate purposc of
COrporale Mergers was not to increasc, but Iimit industrùi1 activiry.
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Note that in identifying this historieal pant:." we do nOl daim !hat it slemmed trom some iron

'laws of motion.' The new order of large·seale industry and big business was drivez by the antagonistic

interaction belWeen the 'instinct ofworkmanship' and the quesl for profil, but the OU/come arising from

this interaction was in no way 'inevitable.' The cconomie history of the 20th cenlury was dominatcd not

by atomistie nuilS of negiigible sizc, but by giant corporations and massive coalitions. This meant !hat

the broad forces of industry and business operatcd nOl througb the abstract gesturcs of an 'invisible

band,' but rather througb the singu1ar actions or inaction of particular corporate groups. The question

now was not on1y wbether business needed to rcestab1ish scaràty, but aIso the extcot to which it

succeeded in doing sa and, onder the new cirCUll15lance of differential power relations, that question

could have no 'detcrmini.<tie' an·;wer.

The significance of this view becomes clearer when iIIustrated with specifie cxamplcs. Consider

fust the proccss of industrial development and the efforts of corporate coalitions to arrest that proccss

to their own ends, namely, for the purpose of maintaining and, ifpossible, incrcasing the profilS of their

constituent members. For cxample, steel profilS in the United States were affceted by diverse factors

such as the dramatie irnprovemenlS in the production of stecl, the formation of US. Steel Corporation,

the collusive 'Gary dinners' and the recent challenge from Korean stecl produccrs. Yet the fact that

thcsc industrial and business dcvelopmenlS have taken place docs not nccessarily Mean they were

'i!1evitable.' Had the Bessemer proccss not been invented, had Carnegie refused Morgan's offers, had

collusive prieing practiccs been prosceuted, or had the Koreans been less successful with their cost

cutting - stecl profilS were sure to have been drastically different from what they were. The same could

be said on the expcrience of the oil bu.<iness. The development of petroleum relining methods by

Si11irnan, the discovery of major ~J fields in Pennsylvania, and the growing energy rcquïremenlS were

nOl more inevitable !han the rapid concentration of the oil industry, the dynamie interaction betwcen

large oil companies and oil.produeing countrics, and the politica1 and military cvenlS in the Middle East,

which have all affcetcd the sbifting fortunes of the large pctroleum companics. Sirnilarly, the

dcvelopment of the intemal combustion engine and the Ford assembly line were nOl incscapable, and

neither were the subsequent consolidation of the automobile oligopoly, the faïlure of General MOlors
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to raise S3 million in 1908 and SB million in 1909 to acquire the Ford Company, or the r=nt rise of

foreign competition. Fmally, the invention ofthe airplane and improvemenls in aviation technologywere

not necessary historica1 developmenls and the same could be said on the formation of a three-firm

oligopoly in the civilian aircraft industry, or On the looming cha11enge from Japanese conglomerates.

Similar indeterminaey prevails wben we consider the record of business coalitions in combating

excess capacity by augmenting demand for their products. Sinee the turn of the eentury, sales inc:reases

were acbicved by IWO principal strategies - either through advertisement, pac:Jcaging remode11ing and

otber mctbods of salesmansbip designed to affect consumer and business purcbases, or by less overt

practices aimed at raising governm~nt spending.51 These strategies bave not been always successful,

bowever. FIrSt, in an oligopolistic situation, the effect of inaeases in total se11ing expenditures on the

aggregate profils of the group is positive only up to a certain 'optimal' level, after whicb it becomes

negative. Individual oligopolies May prefer that their group gravitate toward sucb optimallevels, but

there is no reason to assume that they will necessarily sucoeed in doing 50. The ability to limit excessive

seUing expenditures depends not onlY on what is desirecl, but aIso on what is feasible, and that May

binge on the internai cobesiveness of the oligopolistic group and ils capacity for colleetive action. The

inability to reach mutnal understanding in tbis area is rellected in the extent to wbicb se11ing cost is

institutiona1ized as a 'necessary' cost of doing business.52 The automobile companies in the United

States, for instanee~ ha'~ been spending considerable amounls on annual model cbanges - more than

2S perce"t of :he purcbase priee according to a famous study by FISher, Grilicbes and Kaysen (1962) 

and it is -bigbly doùbtfu1 that these promotional spending have raised sales, let alone profits, by a

comparable amoùuL The failure of the automobile oligopoly to restrict annual remode11ing bas probably

reduced ils aggregate profits, but that was blurred because the expenditures on remode11ing were

_"incre"sing1y seen as a_ necessary cost of production. The significanee of collective action is aIso apparent

51 Veblen was prob3.."ly the lirst ecoDOmist to identify the signilicanee sncb 'extra' spending and their
effect on the emergence of. 'institutional waste.' The ;ole of wasteful expenditures under monopoly
capitalism was examined and deb,lted mainly by neo-Marxist writers sucb as Ka1ecki (1933), Sw=zy
(1942), Steindl (1952), Baran and Sweezy (1966), Magciolf and Sw=zy (1983 and 1985) and Szlajfer
(1984a anèl9S4b);

52 On the view 0(se11ing expenditures as a necessaIY cost of production, see for example Veblen
(1923, ch. 11), and Baran and Sweezy (1966, ch. 5).
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when we examine the ability of corporations to affeet governmental demand for their producl. For

example, after the Vietnam War, there evolved in the United Sates an 'armament core' of large

corporations which obtained speclacu1ar increases in profits by augntenting their arms sales to the US.

government and to foreign countries.53 The present structure of this coalition and its influence on

domestic and foreign government poliàes May no longer he sufliàent, however, to prevent decreases

in military spending. Given the deepening fiscal crisis in the United States and the end of the Cold War,

the prosperity of these firms will now depend either on their ability to prevent arms sales from fa11ing,

or on their eapaàty to raise profit margins - both of which May require a funher consolidation of their

coalition. Unfortunately, the future fate of the 'armament cnre' and the related course of future military

spending are not really 'predictable' in any sàentific sense. Both depend on the extent and effecliveness

of future institutional changes and these are simply not 'written in the cards.' With this 'bistorieal

indeterminacy' in mind, wc could finally tum to assess the interrelated dynamics of distributional

coalitions and st:>gflation.

Toward aDynamie TheOl'Y of Dislrihutional Coalitions and Stagflation

The relationship hetween the processes of inflation and stagnation on the one hand, and the

institutional restructuring of business coalitions on the other, could he presented in the fonn of three

related hypotheses.

(1) Following Veblen, we have argued that the appropriation of profits depends on the strategie

control of ;!!dustrial aclivitY for business enels. The control of industry by business is possible heeause

the eapital goods needed for the cooperolive process of production are hcld under individuaJ ownership.

~, The businessman has the vested right to curtail industrial production, and it is this institutiona! power

~ infIi" 'ty' hich . • al oods h • • val Th' 'ty'" deed' • • na!'10 cl seara w gtves eaplt g t elr pecumary ue. at seara IS m instJtubo

remains obseure as long as the population grows faster than industrial productivity. Under such

àrcumstances, the physieal eapaàty to produce falls short of market demand, making 'searàty' look Iike .,

53 On the emergencc and aclivities of the 'armament core,' sec Bichler et aL, (1989), N[lZan et al.
(1989) and Rowley, et aL (1989).
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a nalural b=ier impose<! by limiled resourees. Profits, though, are accrued not beeause there are not

enougb eapital goods, bul beeause business oWDers have the rigbtto withdraw the industriaJ services of

sueh goods. The rigbtto 'sabollige' need bot always be erercised, however. With markc:s growing faster

!han produetivity, the latent threat of a 'hold-down' is usua1ly suflicient to aIIow OWDers to 'do business

on their OWD terms,' that is, to carn a profil even thougb induslJy is produeing at full eapacity. AIl of Ibis

ehanges with large-seaJe induslJy, whieh tends to inerease produetivity mueh faster !han the paee of

population growth. Under Ibis new situation, a failure to aetuaJly cxercise the 'rigbt for sabotage' May

diminisb 'searcity' to the point of zero or negative profits. To prevent !hat &om happening, industriaJ

aetivity must be curtailed beJow its maximum potentiaJ eapacity, whieh in turD implies !hat some 'means

of produetion' must remain industrially idle. In other words, under the normal conditions of Iarge-seaJe

induslry, the eaming of business profits requires that there be an 'exeess industrial eapacity' of

unemployed labour, resources and teehnology, whieh leads us to our ftrst tentative hypothesis, namely,

that under 'mature' eapitalism, businessprosperitynecessilJlles indusrriDI stDgnation.54 Note that Ibis logie

says nOlhing on the specifie relationship existing between business prosperity and industrial stagnation,

whieh need be neilher Iinear nor stationary. Moreover, it does Dol even imply thal industry must

slagnale. AIl il says is lbal, iflhe leehnical eapacity 10 produee expands faster than market requïrements,

and if business enterprise neverlheless prospers, than sneh prosperity could occur only with industry

stagnalÙ:~ helow ils full productive potential.

(2) The strategie limitation of industrial aetivity could he implemented only througb sneeessful

business cooperation, whieh in tum requires tbat business aetivity he dominated by suflicienl1y large

coalitions. Furthermore, to the extent that productivity growIh continuously outstrips the growlh of the

_~It should he c~mphasized !hat we use 'stagnation' here only in the relative sense of under-capacity
utiiization, with full capacity delineated by teehnological rather !han business constraints. Consequenl1y,
the extenl to whieh industry stagnates bclow its full potentiaJ need DOt he related to the paee ofgrowlh
of industrial outpuL Tojllustrale Ibis argument, let eapacity C he given by the product of tot:l1 input N
and total input produetivity q, sueh that C = N' q. Capacity utilization C(~could theu be defined as
the ratio of output Q to capacity, soCY =Q 1C, or CU =QI (N· q). Frcmlbis Iast equation, it is
cIear !hat, for a given value ofN, capacity utilizaùoncis positively related to output and negatively relaled
to total input produetivity. For instance, if, when induslJy operates at'70 pereent of its capacity, there
is a 6 pereent increase in output, coupled with a 8 percent inerease in produetivity, capacity utilization
will by defmition, iall by 2 pereent to 68 pereenL On the other band, if output grows at a rate of only
5 cpereent but produetivity rises al 3 pereent, there must he an increase of 2 percent in eapacity
utilization 10 72 percent. The faster output growlh in the first case is associated with increasing
stagnation, while the s10wer growlh in the second case is accompanied by lower stagnation.
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market, there is a constant nced for further limitations of industry, which is easiest to achieve through

additional business concentration. The process of concentration tends both to reduce the numbcr of

large firms and to inercasc their relative sizc, enab1ing a more effective cooperation bctwccn and among

business coalitions. This. lcads to our second tentative hypothcsis, !hat thac cxists a significant

re1ationsbip bctween the extent of industrial stagtllllion on the one band, and the process of business

~entrtllion and the consolidation of 1Drge business coalilions on the other. Again, there is nothing

immanent in these dcvelopments. We do not argue!hat industrial or aggl":gate concentration ratios have

to rise, or that business coalitions must bccome more effective, but rather that, ifbusiness continues to

prosper despite the excessive gr?wth of industrial capacity, such prosperity is likcly to occur through an

ongoing process of corporate concentration and a progressive consolidation of corporate coalitions.

(3) The 'success' of business cooperation has a direct bearing on the process of capital

accumulation. The ex!ent to which corporate concentration and the strengthening ofcorporate coalitions

increase expected profits is promptly reOected in the capitalization of affectcd groups. An inercasc in

the anticipated level of profits raiscs the expected rate of profit on current capitalization above thc

prevailing 'normal' rate of return (adjustcd for 'risk'), thus justifying a recapitalization. The

recapitalization usually occurs through a combined inercasc in both the numbcr and average market

value of outstanding stocks, bonds and other commercial papers which, together, lead to BO inflation in

the aggregate value of corporate assets. The third tentative hypolhesis is hence !hal, under the new

order of business enlerprïse, the tendency toward industrial stagnation is accompanied by a progressive

asset inflation, in other words, !hat stagnation and inflation tend to appear together as 'stagflalion.· The

meaning of stagflation here differs from convcnlional uses of this term. It refers no! to the quantity and

priees of produccd goods and services, bul rather to the relative utilization of industrial capacity and 10

the aggregate nominal values of outstanding records of ownership. Moreover, there is no 'unique'
-/..

relationship bi;';~en the lendency toward 'stagflation' of under-capacity utilization and asset inflation

'"on the one hand, and the temporal movements of oulput and priees on the other. Attempls to curtai1

industrial activity bclow its full capacity will reduce the growth of oulput bclow whal it would otherwise

he but, in the dynamie conlex! of rising productivity, !hal necd no! always resull in falling or CVCn

stagnating OUlput. Similarly, the inflation in asset values will tend 10 raise the aggregate lurnover and
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hence the overall value of sales but, if aggregate output rises even faster, asset inflation need notlead

to commodity price inflation. Yet, whether or not wc ean identify a Slationary statistiazI relationship

here, it is nevertheless c1ear that, from a causal perspective, 'stagflation' ofunder-capacity utilization and

asset inflation tends to reduce output growth and inc:rease priee inflation.

To summarizc, our three tentative hypotheses suggest (1) !bat in a 'mature' capitalist economy,

business prosperity necessïtates industrial stagnation, (2) that the alent of industrial stagnation is

affecled by the process of business concentration and the consolidation of Jarge business coalitions, and

(3) that since business restrueturing oceurs through capital accumulation, the tendency toward industrial

stagnation is accompanied by a progressive asset inflation, in other words, that stagnation and inflation

tend to appear together as 'stagflation.' Taken together, these three tentative hypotheses enable US to

approaeh the evolution of modem capitalism as a dynamic, double-sided process.. On the disaggregate

level, there is a relentless process of business restrue:turing, involving continuous changes in corporate

concentration and in the organization ofeorporate coalitions. The differential effeet of this restrueturing

on profitability is revealed on the aggregate level in the form 'stagflation.' We ean henee view the

dîsaggregate restrueturing and the aggregate stagflation as [wo sides of the same process of capital

accumulation. Seen from a long-term perspective, the ongoing consolidation ofbusiness power generates

r:sing expeetations for profils, whieh in lUm fuel the accumulation of capital In this way, the pattern

of business restrueturing is 'imprinted' on the annals of aeeumulation through the differential

reeapitalization ofassels. At the same time, the alentto whieh eorporate restrueturing generates higher

profit expectations depends on bath the limitation of industry and the related inflation of assels and

sales, whieh means that capital is aceumulated by capitalizing 'stagf1ation' tendencies!

This 'stagflationary restrueturing' could he understood only as a dynamic process. Il is not

business power per se, but rather changes in that power whieh generate stagflation. To explore the

institutional rools of stagf1ation, we have to examine not only the broad facels of structure, but most

importantly, the eontinuous process ofrestrueturing. Stagflation requires that markets he dominated by
-

oligopolies and business coalitions, but the mere existence of theseinstilUtions is still insuffieient to

explain the temporal nature of industrial stagnation and asset inflation. It is the colllÜlUOUS process of
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institutional change whicb enables business to restrain the ever increasing productivity of industry and

to reeapitalize tbis industrial limitation through an inflationary aeeumulation of capital.

The dynamie esse..ce of 'stagf1ationary restrue:turing' beeomes evident when we take a bird's eye

view on the evolution of u.s. business since the mid 19th eentury.55 The emergence of the new order

of business enterprise was charaeterlzed by severe inslability.lnitially, the increasing use of loan credit

brought frequent and violent credit cycles. The onset of a business boom raised profit expeetations,

indueing both borrowers and lender toward further credit extensions, which, in turn, tended to fuel

in11ation and further credit extensions. Howcver, givcn the competitive nature ofproduction, the inflation

of asset values was not accompanicd by a comparable incrcase in profits, leading to an eventual decIine

in the rate of return, an immanent panic and a downward rerating of capital values. The situation

changed with the dual emergence of large-scale industry and big business. The progressive formation

of business coalitions and the expanding capitalization of their rising profits helped rationalize the

control of both industry and credit. There was a widespread proliferation ofoligopolistic practiees based

on price leadership and a 'target' rates of retum, whicb tended to stabiliZe the f10w of profit.: On the

other band, the incidence of unruly speculative booms was greatly reduced by the coordinated actions

of the large fmancial institutions and Federal Reserve Board. As a result of these qualitative

transformations, the violent cycles of inflationary booms and deflationary busts gave way to chronic

industrial stagnation coupled with a persistent in11ation' of ass:ts. These new 'stagf1ationary'

circumstanees were not 'inevitable.' They refleeted the ongoing processes of business concentration and

consolidation of eorporate coa1itions, and there was no 'iron law' whicb guarantecd the success (or even

continuation) of sucb restrueturing. But while the new order of 'big business' did not ascertain an

ongoing 'stagf1ationary restrueturing,' it was nevertheless high1y conducive to !bis outcome. In parlicular,

it mobilized the differenlial use of credit capital whicb tended to augment the relative power of big

business, thus intensifying the related processes of stagflation and corporate restrueturing.

Taken in the aggregate, the overall expansion of credit instruments need not reflect ch~gcs in
e--

business power. A universal in11ation in the priees of ail commodities may justify a Iarger capitalization

55 For more on these transformations, see Veblen (1904, ch. 7) and Veblen (1923, ch. 12).
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of credit, even in the absenee of any increase in the overall 'degrce of monopoly or any changes in the

distribution of busincs> power. But the emergenee of big business introduced an inherent inequality in

business power and that had a profound errcet on the significanee of credit for the process of

restructuring. For Most corporations, particularly smaller firms whicb are not organi.,.,d for collective

action, credit is essential in order to meet the expanding requirements for working capital. Given the

non-cooperative environment in whicb sucb flnDS operate, the usual basis supporting these credit

extensions is not a differential application of industrial 'sabotage,' but simply the overall inflation in

commodity priees and the resulting rise in nominal profits. For the larger corporations, however, the

situation is radically different. Here, credit extensions are based not ooly on the overall rate of priee

inflation, but also on the ability of sucb frrms to alter the institutional cireumstances within whicb they

operate. Unlike the smaller frrms for whicb credit extensions are merely a response to cbanging

conditions, for the big corporations, the accumulation of credit obligations is an evidenee of an

institutional initiative toward cbanging these conditions. Furthermore, the progressive capitalization of

profit expectations by large firms tends to become mucb like a 'self-fulfilling' prophecy. From a technical

perspective, capital accumulation is indeed a 'forward-looking' process whicb should be reversed if the

expeetations on whicb it was based prove to be false. The likelihood of sucb negative rerating, however,

tends to diminish with the growth of corporations and the consolidation of their coalitions. rlJ'St, the

increased interdependency between large lenders and borrowers heightens their sense of'common cause'

and increases their \villingnes.< to act together toward preventing any serious fmancial fallure, either

through further credit extensions to a belcaguered cOrporation, or through a takeover in whicb the

existing capitalization is maintained by a process of merger. Second, with the growth of large

corporations, the spectre of a major bankruptcy tends to become politically intolerable, thus making

govemments and central bankers more inclined to 'intervene' in serious cases. Furthermore, it is

preciscly the large corporations whicb have the politicall~ to induce sucb 'bai1outs..56 Thus, for

the largest frrms, the extension of Joan credit is not ooly an anticipation of increased earning capacity,

but aIso a Most powerful weapon in realinng !hat incrcase. This strategie use of credit is more or Jess

56 The gOvemment role could ~ 'over!,' as in the ballouts of Chrys1er during the carly 198Os, of
Continental Illinois in 1984, and of the savings and loans induslJy since the late 198Os, or it could be
'cover!,' for example, in the form of extended govemment contracts or tax savings to a large defence
contractor.
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limited to large firms and its effeetiveness tends to increase with corporate size, which together Mean

that the larger use of credit is, in itself, a catalyst for 'stagfIationary restrueturing..57

These considerations arc highiy important beeause the differential accumulation of credit seems

to be rooted in the competitive essence of business enterprise.58 The accumulation of assets usually

olfers a corporation a differential advantage vis à vis rivais who fail to augment their assets or thase who

expand at a slower pace. The advantage is clearly evident under the 'normal' eircumstances of rising

markets, when the cost of new capital is commonly lower than the additional profits it is expeeted to

generate, but the drive to accumulate exists even in the absence of such apparent monetary gains. The

relative magnitude of a corporation's assets is of such paramount importance in the competitive struggle

for business, that ftrms May often feel compeUed to increase their overali size, even when the expeeted

addition to profit does not exceed and sometimes faIIs below the cost of added capital. In other words,

'under the rêgime of competitive business whatever is generaDy advantageous becomes a necessity for

aD competitors' and, so, '(s]peaking broadly, recourse to credit becomcs the general praeticc, the reguIar

course of competitive business management. •. .' (1904, pp. 96-7).59

Stagflation, then, is driven not only by the relentless progress of industrial produetivity, but aJso

by the compelling need to aecumulate credit capital, and thcse IWo tendencies tend to reinforce each

other. The ultimate yardstick for business suceess is the differential pace of capital accumulation. A

faster accumulation requires an increasingly effective administration of differential industrial sabotage

~Writing before the new order of business enterprise had begun, Marx (1906, Vol. l, p.6frT) was
prophetie in his observations about the role of credit in corporate restrueturing: 'In its beginning, the
credit system sneaks in as a modest helper of accumulation and draws by invisible threads the money
resources SC3ttered aD over the surface of society into the bands of individual or associated capitaIists.
But soon it becomes a newand formidable weapon in the competitive struggle, and fmaDy it transforms
itself into an immense social mechanism for the centraIization of capitals.'

58 Again, 'competitiveness' here refers to the eIemental drive for differentiaJ gain which exists
irrespeetive of business cooperation (sec Section 4)•.

59 The competitive need for new capital is so strong that it continues to excrt pressure even during
a business stagnation. As Veblen (1923, pp. 94-5) acutely observe<!, despite the severe recession foUowing
the Armistice of 1918, 'the generaJity of business concerns are and have aD this time been seeking
additional funds, but evidently not to increase the output of goods, since neither the equipment
controlled by these conccrns nor the available man-power are or bave been employed more than
one·balf their capacity.' This tendency is still evident in our contemporary economy, where despite
considerable unused capacity, the quest for new funds continues unabated.
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which is, in turn, facilitatcd or 'vaIidated' by the differentia1 inflation of credit. From tbis perspective,

the accumulation of corporate assets and, hence, the inflation and redistn"bution of pecuniary values, are

no more accidentai than the tendency for chrome industrial stagnation. Bath are intrinsie to the new

order of large-scale industry and corporate finance and tend to intensify with the progressive growtb of

'big business' and consolidation of corporate coalitions.

These arguments imply that the structural roots of stagflation should he traccd Ilot to the

accumulation of distributional coalitions in general, as suggcstcd by Oison, but specifically ta the

emergence and consolidation ofbusiness coalitions. Recall tbat Oison made no fondamental distinction

between the distributional aetivities of labour and business coalitions and that he identificd no significant

difference in their macroeconomie impact. Ifwc adopt Veblen's framework, howcvcr, wc can no longer

treat labour unions and business coalitions in the same way. It is true, wrote Veblen (1923, pp. 296

98), that, with the evolution of business enterprise, both employers and workers have increasingly come

ta realize that 'the sole decisive argument on either side is a refusai ta go on' and, so, on the face of it,

trade unions appear to follow standard business tactics of 'mutual defeat.' Yet, beyond tbis apparent

similarity, there lie some critical differenccs in both the modus operandi and eventua\ consequences of

the IWO types of coalitions.

Fust, unlike the goals of business, not ail the aims of orgl'.nized labour could he denominated

in peeuniary terms. To increasc profits and accumulate assets, a business coalition requires tbat industry

stagnates below ilS full capacity, but the stagnation itself is DOt a matter for business concem. Labour

unions, on the other hand, are caught in an uncomfortable dilemma, for they seek DOt only higher

wages, but also secured employment.60 Veblen aIso pointcd out to a significant sentimental difference

tbat partially inhibits the business·like hehaviour of labour unions. Caught in their 'instinct of

workmanship,' he wrote (1923, p. 295), '[t]heir spiritual complexion is Dot yet fuIIy commercialized, cvcn

Ill) 'Despite decades in which unions have been part of :h" cconomie seene,' write Freeman and
Mcdoff (1984, p. 6), 'cconomists lack an acceptcd maximizing thcory of union behavior tbat would
predict the rcsults of bargaining witbin the union over wage goals. Under some CÎrMlmstanccs a union
May seek a high wago at the cost of employment; onder otbers, it May he more moderate in its wage
demands to preserve jobs. This union eoncem is quite distinct from the worries ofa monopolïst, whose
sole goal is to maximize profits, regardless of what happens to the number of units sold.'
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though the great body of them may already have begun ta realizc that sabotage is the beginning of

wisdom in industrial business. They may already believe it with their head. but they do not yet know it

with their heart:

A second differenee belWeen labour unions and business coalitions eoneerDS their mode of

organization. Unlike business eooperation, the eoiIeetive aetion of workers must be OVOf. Since labour

unions ean aebieve their goals oniy through a proeess of bargaining, both the organization of a labour

union and ils subsequent aetivities are neeessarily open ta public and Iegal examination. Business

aetivity, on the other band. is essentially unilateral. T'ne right ta set priees and output 1evels is eooferrcd

by the eanons of private property. It requires no eonsent from workers or eonsumers and. in general,

is not subject ta legal scrutiny. In tbis eontext, eollective business action eould remain t~it and. indeed.

with the exeeption ofofficial cartels, most business coalitions have no de jure existence. In faC!, the most

obvious form of business cooperation - the eorporation itself - is normally not eonsidered ta be

institution of eollective action.

The tbird and perhaps most important difference between labour and business coalitions stems

from the institutionalization of their distn'butional power. The successful aebievement of wage increases

by a labour union would not usually affect the future ability of that union ta obtain additional wagc

increases, or even ta maintain current wage leve1s. For a business eoalition, on the other hand,

differential increases in profils are promptly capitalized. In other words, unlike labour eoaIitions, the

suceess of eorporate eoalitions a1lows them ta increase their fmancialleverage and to furthcr augment

their distn'butional power!

"

~r2:>
This last difference helps to resolve a major wea!cness in the way in which Oison approaclted

the dynamic accumulation of distn'butional coalitions. His attempt to formulate a 'universa!' theory

which would explain the rise and decline of nations across lime and place made it difficult to devise a

uniform enterion for eoalition power. In the absenee of such a eommon gauge, Oison used the number

of coalitions as a proxy for their aggregate eeonomic signifieance, which amounted to assuming that ail

coalitions were 'equal' and, of eourse, biased bis discussion toward overt labour eoalitions and away from

- 2S6-



•

•

•

caver! business coalitions.51 Ifwe agrce to restriCl our anaIysis only to mature capitalism, however, we

do Dol have to assume !hat ail coalitions are aIike, or to use membership conots as a proA)' for coalition

streilgth. In the case ofbusiness coalitions, the Most straightforward index for distributi:;;,;oJ power is Dol

the number of participants, but rather the differential linanciaI performance of coalition members. In

faet, for business coalitions, a decline in the number of firms is oCten associated with an inerease, Dol

a deaease in distnllutional power.

The..., are aIso substantial differenees between the impacts !hat labour and business coalitions

have on the process of stagflation. rlTSt, given that wages are a oost of production, the power of

organized labour is uItimately limited by the power of organized business. In other words, the extent to

whieh unions limit industrial activity and in that way lead to higher priees depends on the distnllutionai

power of the corporations for whieh union members worJc. Thore is no simiJar dependeney for corporate

coalitions. Their profits are oCten related to the overall consumption of wage camers, but they rarely

depend on the pure&.'lSÏng power of their OWD workers. We couId hence argue !hat the stagflationary

'"eITect of labour unions is constrained by the stagfJationary effect of corporate coalitions. Second, in the

context of an 'inordinately' productive industry, business prosperity necessitates the 'stagf\ationary

restructuricg' of corporate coalitions, but there is no simiJar imperative requiring the growth and

consolidation of labour :mions. Under the new order of business enterprise, a faiJure to continuously

restructure the business control of industry wiJJ eventually eliminate profits and bring capitaIism to a

standstill, but the faiJure of workers to repeatedly reorganize their collective action wiJJ lead to no

comparable cataclysm. This leads us to the third difference, between the 'static' impact of labour unions

and the 'dynamie' eITect of corporate coalitions. Unlike O!SOn, Veblen differentiated between the aims

ofJabour and the goals ofbusiness. Following Marx, he identified utiJitarian consumption as the u1timate

purpose ofwage labour, whieh meant that the goals of organized labour could he denominated in terms

of levels. Workers were interested in higher wage levels, whieh May then lead to higher prioe levels and

lower levels of output. Business, on the other band, strove DOt for higher 'purchasing power,' but for

differential pecuniary gain. Consequently, the target ofbusiness coalitions was Dot high profits, but ever-

61 ln cases where even the number of official coalitions was unknown, Oison resorted to âme as an
index approximating the increasing number (and hence power) of the (unknown) coalitions.
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increasing profits, which in turn implicd Ilot high prices and low output. but inflation and J'er:sisting

SUlgnation.52

The views and analyses examined in this chapter point to a pressing need to redefine our

empirieal programme for the study of stagflation. We propose such a new framework in the foUowing

3 chapters. In Chapter 7, we devise an alternative definition fnr inIIation which replaces the standard

measuremenls with a dual index, refleeting the dynamie interaetion of business and industry. Theo, in

Cbapter 8, we deeompose our new inflation index in order to examine the interaetion helWeen the

inIIationary proccss on the one hand, and the process of aggregate concentration on the other. F"maUy,

in Cbapter 9, we try to identify the mulUaI eauses of inflation and restructuring as they emerge from the

proccss of differential peeuniary accumulation.

52 It should he emphasized that we talk here not about the subjeetive preferences of individuals, but
the objeetive pressures imposed on distnDutional eoaIitions. Many workers would obviously Iike to see
their co:lSumption rising continuously, while some businessmen may Jose sight of what 'mues them rua'
but, in both cases, their aetions would still he dietated br the objeetive eireumstances - the slatie
eireulation of labour power in the first case, and the dynamie requirements for differential business
performance in the second.
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CHAPTER7

I!'oTLATION AND THE DYNAMIC 1!'o"TERACTION BE1WEEN BUSINESS AND INDUSTRY

ln lhe precccding chapler we proposcd 10 view the phenomenon of stagflation as arising from

the dynamie proccss of corporate rcstrue:turing. Specifically, wc suggested thal, in a 'mature' capitalist

cconomy, the differcntial proccsscs of business concentration and consolidation of corporate coalitions

appcared on the aggregale level in the form of chronie excess capacity, :oupled with an infIationary

expansion of assels and sales. The lendencics loward exccss capacity and asset inflation were in tum seen

as the chief rcasons eonln1>uling to s10wer growth and rising priees. Before wc could proceed to asscss

thcse hypolhcses, however, it is necessary that we reexamine our basie definitions for inflation and

stagflation. This is reqlOired because existing indioes used to dcscn1>e sucb phenomena are inadequate

for tbree principal rcasons.

One well-known shorteoming is the lack of reliable statistics whicb associate individual prioes

wilh particu1ar sellers. From the neoclassical perspective for perfect competition, no sucb aata are

necessary. Sinee the eommodity is assumed to be homogenous and ftrmS to be sufliciently sma1l, there

is a ,,ingle equilibrium priee for ail flrms and tbis priee is delermined by market forees, not individual

companics. Under a11ernati\e condilions, howcver, flrnts cao no longer be viewed as 'priee takers.' ln

monopolistie competition, oligopoly or monopoly, ftrmS are 'priee makers' and then it becomes

important to know whicb ftrmS set what priees. Unfortunately, sucb information is usually unavailable.

Economisls have tried to circumvent the difficu1ty by adopting l;Ome restrictive institutional assomptions.

One eommon melhod, dating back to the 193Os, bas bCen to a.<so.'CÏate the raIe of priee change with the

corresponding ind'lStrial concentration ratios for the uDllerlying industries. Yel, this approacb is

mcaningful only if both 'market power' and priee are SlH:a1led 'industry variables.' Otherwise, the

aggregating of ftrmS' power and prioes may be highly mis1eading. The Iack of adequate priee indioes for

individual flrntS means that we aIso do not know very mucb about the output of sucb firms. In order to

construct flrnt-specifle indioes for output WC need to di'ode the fIrm's sales by ils own priees, but that
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could not be done since the necessary finn-specific price indices are Dnavailable. Gi\'Cn these data

<leficiencies, it is then clear that, while wc may be able to theori:ze about the central role of fmns in the

stagflationary process, it would he much more difficu1t to asscss that role empirically. The priee and

quantity statistics necessary for this purpose simply do not cxÎt.

The appropriateness ofstandard priee and quantity indices for structural theories is questionable

for another reason. The existing indices are inaccurate to the exlent to which they f:ùl to rencct

qualitative change in the nature of commodities. Although the problem of quality adjustment is wcU

known to economists, its significance for structural inflation theories is commonly neglected or simply

misunderstood. The conceptual difficu1ties arising in this contexl wcre delÙl with at SOme length in

Chapter 5, and it is perhaps usefu! to brief,y reiterate them here. Ordi,'Ir)' price indices measure the

normalized value for a given 'quantity' o~ commodities. When the 'quality' ofcommodities changes, the

change has 10 he quantified, so as to enable an appropriate adjuslment of the price ind= (For c:xample,

an increasc of 50 percent in quality could he inlerpreted as reduction of 50 percent in price.) There ••

a considerable literature which addresses the quality-change problem and proposes practical procedures

to solve it. Unfortunately, thesc procedures are va\id only for equilibrium situations in perfcctly

competitive markets. Any de\"Îation from these strict rcquirc:nents causes thc quality-adjustmcnl

procedures to break down. Th.JS, wc cannot properly quantify the extent of quality change in the natl!"e

of eommodities such as automobiles, a\"Îation semees, processcd food, military hardware, medical

equipment, banking ser\ices Or industrial machincry, simply because thcy are not produeed and sold in

perfectly competitive markets. Even in the rare cases when market conditions scem close to the ideal

of perfect competition, our inability to identify lhe occurrence of equi1ibrium still eonslitules an

unsurmountable obstacle loward applying the quality-adjustment procedures. FinaUy and perhaps most

importantly, the very meaning of 'quality' sccms to be cloaked in myslery. Severa! writcrs have sUggcSled

that 'quality' denoted the objective characteristics ofa commodity and that these should be distinguished

from human preferences, or the subjective assessmenl of quality. There are no practical procedures 10

help us make this distinction, howevcr. Given thal the unclear dichOlomy between the 'objective' and

'subjective' continues 10 haunl US since the Greele philosophers, it is qucstionable whether such a

procedure is al aU possible. Thesc limitations are highly disconcerting. As il stands, the problem is nOl
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that existing priee and quantity iI:dices are ina=te but, more fundamentalJy, that, in the conteltt of

a mooem capit:;.!;st ecnnomy, it is nOl clear what would constitute 'a=te' indi=. Once wc leave the

pristine framework of the orthodox neoclassicaI model and move into a complex and often rapidly

cbanging institutional setting, once wc substitute collective for indi,-ïdual action, the pew::r of cnercion

and persuasion for scvereign hedonie desires, and continuous restrueturing for equilibrium and stability,

there m:.y be no meaningful basis for measv.ring quaIity-adjusted prices and quantities.

A third deliciency of existing inflation proxies stems from their exclusive focus on commO<!ities

'rather that on cconomie proeesses. The COmmon use of standard price indices, sucb as the Consumer

Price Index or the Produeer Priee Index, eentres our attention on the priee aspect of inflation, thus

serving to obscure the broader, maeroecenomic interaction between 'business' and 'industry' which, in

our opinion, lies at the rcot of inIIation. This basic interaction is l'ot refieeted in oisting inIIation indices

and new proxies are needed to explore iL

Taken together, these considerations seem to suggest that, before wc cao explore the empiricaI

re1ationship between corporate restructuring and stagflation, we may Iirst need to redeline the very way

in whicb wc describe inflation. A new defmition is needed for three principal rcasons: firstiy, SC wc could

focus on Iirms rathcr than industries, .ccendiy, in order to free us from the restrictive neoclassicaI

frarncwork of perfect competition and equîhèrium and, fmalIy, to help us understand the dynamic

intcraction of 'business' and 'industry' whicb lies at the rcot of inflation and stagnation.

The purpose of t1:is cbapter is to provide sucb a new defmition and then use it to devise

alternative inflation indices whicb hopefully will be more adequate for our own anaIysis. Wc begin the

Iirst section by .:ontrasting the standard 'multipriee' interpretation of inIIation with the alternative

_'vaIue-quantity' perspective. Based on this latter viewpoint, wc propose a new, dual-variable index which

\c.'1ects the inflationary interaction between 'business' and 'industry.' In the second section, WC use the
- c:::

new defmition to consider the difterenee betwecn 'abnormal' stagflation and 'simple' inIIation and assess

whether this distinction is at aU mcaningful. In the third section, wc broaden the scope of onr

examination and suggest that the inIIationary interaction betwecn 'business' and 'industry' could bc
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described in a variety of ways. using difTerent combinations of variables. The fourth section seeks to

compare the temporal beha,iour of these new indiees with the patterns reeorded by standard proxies.

Here wc demonstrate that ail difTerent approximations - standard and new - rellect the same general

proe= of inflation.

7.1 lnOa::an and the 'Business-Industry' Dimeosion

When economists talk about inOation, they commonly rcfer to a continuollS increasc in one or

more eompÇù;:lISÎve pricc indices, snch as the Consumer Pricc Index (CPl), the Produccr Pricc Index

(PPf;, ur the Impliciè GDP Dellator. Each of these indiees measures the 'average pricc' (in some base

unils) for a given ba3ket of commodities and it can be interpreted in !Wo distinct way>;. Wc can think

about this 'a,-=rage prke' as a w-:ighted average of numerous individual priees. This is the 'multipriee'

definition for a pricc index. We eanalso view the 'average pricc' as a ratio between the aggregate dollar

value and the aggregate quantity of commodities included in the basket. This is the 'value-quantity'

definition for a pricc index.' A1though these !Wo dermitions arc mathematically equivalent, their

implications for the study of inflation arc drastically different.

Aecording to the 'multipricc' interpretation, a pricc index is a wcighted average of individual

priees and, henee, the rate of inflation (at least approximately) is simply a wcighted average of the rates

of change of individual priees. The 'multipricc' definition indicates that inflation oecurs when individual

priees change but, in itself, tbis dermition provides no insight into the economie process generating those

pricc changes.2 The 'va1ue-quantity' dermition is difTerent. Herc, the 'average pricc' is not a wcighted

average of individual priees but rather a ratio between !Wo non-pricc variables: the aggregate value and

, Note that while the precise meaning of 'wcighls,' 'total value' and 'total quantity' depends on the
type of index being used (rlXCd-basc, eurrent-basc, etc.), evcry pricc index has distinct 'multipricc' and
'1I:lll1e;:quantity' interpretations.

2 The value for a eurrent-base index (Iike the Implicit GDP Dellator) eau change evcn if individui,
priees do not change at ail. This may oœur if the weighls of individual commodities with difTerent priee>.
alter from one period to the nex!. Such weight adjustmen.ls eau affect the measured rate of inflation but
their impact is commonly secondary to the combined changes in individual priees. The effect of shifting
weights on the overall rate of inflation may become substantial if pricc changes for individual
commodities proeced at difTerent rates. Yct, here too, inflation remains a weighted average of individual
pricc changes.
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the aggregate quantity of commoditics. Con'CQuently, the rate of inflation appears as the differenee

bctween the rate of change of aggregate vaIue and the rate of change of aggregate Guantity, such that

(1) (AP 1P) .. (AV 111- (AQ 1Q),

wherc A indicalcs fust diffcrencc,P is the priee index, Vis aggregate vaIue and Q is aggregate quantity.3

Vicwed from this perspective, inflation involves a dynamie interaction between IWO sphcres ofeconomie

activity -- the 'busincss' domain and the 'industrial' rcalm. The rate of change of total vaIue (AV + 11

refieets circumstanccs in the business domain, where commodities are sold and bO'.Jght; the rate of

change of tOlal quantity (A Q+ Q), On the other band, mirrors conditions which prevaiI in the industria1

<eaIm, where commodilies are produced.

ln referring'to 'busincss' and 'industry' here wc follow the terminology proposed by Veblen to

distinguish bctween the mate.rial acd teehuological iramework of capitalism, which he labclled the

'in<!ustrial system,' and the social and institutional setting which was dominated by the principles of

'busincss enterprise' (sec Chapler 6). Recall thal Vebien's distinction bctween 'busincss' and 'industry'

was not synonymol:S with the eonventional neoclassical dichotomy bctwee:l the 'nominal' and 'rea)'

seetors. Aeeording to sorne orthodox neoclassical analysis, the matenal course of a capitalist economy -~
.

is determined in the barter-Iike, 'rcal' sphere of activity. Output, employment, and relative priees are

regulated~~.':reby the interar,';nn of hedonie wants and technological know-how. The 'nominal' sphere

of the system has \iule or no bearing on 'rcal' variables. This sphere encompasses monetary and fiscal

aetivilies of govemments, the main effeets of which are Iimited to the level of absolute priees. Veblen's

framework was different. The potenlial capacity of modem capitalism was indeed determined by the

scope and technological progrcss of the industrial system, but the aetual course of economie events was

regulated by the institutions of busincss enterprise. As Veblen (1904, p. 26) succinctly put it, 'InJustry

is carried for the sake of business, and not conversely.' This did not imply, of course, that business

enterprise was somehow more 'rcal' or important !ban the industria1 system; moreover, business and

3 Because ~tc uses fust differenees rather !ban differentiaIs, Equation (1) provides only an
approximation fc>'~ the rate of inflation as measured by the rate of change of the priee index itself. As'
wc demonstrate below, tbis approximation is quite aocurate even for annual rates of change.
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industry were anything but independent from cach other. For Veblen, it W3S the contradictory int=tion

between these IWo spheres which determined the course of eeonomie events.

This dichotomy between the 'business' and 'indUSlrial' spheres is useful for our own anaIysis of

inflation. It enables us to anchor the inflationary proeess in both of these spheres: the rate of change

of total value refleds the dynamics of business ac:tivity. the rate of change of total quantity reflects

industriaI conditions, and the differenoc between them approximates the rate of inflation. Changes in

total value and totai quantity need not acate inflation, ofcourse. Wben the rate ofchange ofaggregate

value is exactly equal to the rate of c.ltange of aggregate quantity, the rate of inflation is zero. The

important point, however, is that broad prioc changes cannot occur unless there are underlying changes

in the aggregate value of commodities, ;heir aggregate quantity, or both. In other words, prioc inflation

ean arise "n/y when there are underlying changes occurring in the business and industrial spheres. This

interaction between business and industry is at the root of in!lation. Without it, the overaIl prioc levcl

wou1d not change. Moreovcr, the inflationary interaction between business and industry is neoessarily

dynamic. The fact that the rate of inflation is continuously changing means that the dilTerenoc betwccn

the rate ofchange ofaggregate value and the rate of change ofaggregate quantity is constantly changing
.. ..

too. So, while inflation ar'.ses from an interaction between business and industry. variations in the rate
,

of inflation occur beea~ the very nature of this interaction changes over time.

ln order to iIlustrate the inflationary interaction between business and industry, wc turn to

rlgutes 7-la and 7-lb. Figure 7-la describes the annual rates ofchange of nominal GDP and rcal GDP

for the United States over the period between 1948 and 1985 (data dermitions and sources for aIl

variables are provided in Appendix A). The differenoc between these IWO rates of change is ~

approximately equal to the annual rate of change of the Implicit GDP Deflator and wc label it as

'Inflation (1): (The double quotation marks are used to distinguish the 'value-quantity' family of indices

from the standard 'mu1tiprioc' measures. The number in brackets serves to distinguisb among different

indices within the 'value-quantity' family.) GraphieaIIy, this difference is depicted by the sbaded arca in

rlgute 7-1a. Tbe actual annuallevels of"Inflation (1)" are charted in Figure 7-lb. A simple comparison

of these IWO figures indieates wby a single, 'composite' index such as the rate of change of the Implicit
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Priee Index (approximatedby"Inflation (1)") is potcntially too restrictive. FIgUre 7-1b shows tbat inflation

remained re1atively Iow and stable until the mid-196Os; that it inereased during the Jate 1960s and

through the 1970s; and that, subsequently, during the early 19SOs, inflation experieneed some decline.

Yet, as it stands, Figure 7-1b tells us nothing about the underlying processes which generated this

inflation. More about these processes eau be leamt from FIgUre 7-la which 'decomposes' the summary

index into its eonstituent eomponcnts. The data indieate that the moder.!te rates of inflation expericneed

betwecn the late 19405 and the mid-l960s inl101ved re\ativdy simiIar growth patterns for the business and

industria1 spherc:s.. This apparent synchronization broke down in the Iate 1960s. During the late 1960s

and the 1970s, the rate of growth in the business sphere increased on an upward trend, while the rate

of growth in the industria1 sphere experieneed a seeular decline. As a result, the trend rate of inflation

was positive in that period. We eau aIso disecrn in that period a greater disparity in the short-run

f1uetuations of the IWO series, which serves to explain the relatively large fluctuations in the annual rate

of inflation. During the mid-198Os, the IWO series retumed to a more similar pattern of change and this

exp1ains the moderation of inflation in that period. These dynamie aspeets of inflation are obseured when

we use standard proxies, such as the rate of change of the Implicit GDP Deflator. The standard

measures 'summarizc' the business-industry interaction into a single number and, henee, serve to eoncea1

th",dual nature of the underiying process. To expiore this double sided, ever-ebanging interaction of

bbsiness and industry, we must deeompose the standard indiees into their elementary eomponents.

The signifieauee of this deeomposition eau be further clarified in referenee to Figure 7-2 which

provides an alternative presentation for the data charted in FIgUres 7-1a lÙ\d 7-1b. The vertieal axis in

FIgUre 7-2 denotes the annual rate of change of nominal GDP, which we take as a l'roxy for changes

oecurring in ,the business sphere. The seale for tbis variable is charted along the vertieal axis on the lert.
----~

The horizontal axis d.enotes the annual rate of change of re:!! GDP, which we eonsider as a proxy for

developments in the industrlal sphere. The seale for ~is variable is charted along the horizontal axis at

the bottom of the diagram. Thé third variable implicit in the diagram is the rate of "Inflation (1)." This

variable bas an imaginary diagonal seale extending from the south-cast to the north-west of the diagram.

In order not to clutter the figure. we cbarted the seale for this variable on the north-cast part of the

diagram, first up along the vertieal axis on the right and, then, aeross the top horizontal axis toward the
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left. (The numbers on the "lnl1ation- scale are ita1ièzed.) FJgUte 7-2 is c:risscrossed with horizontal,

vertical and diagonal isogrowth lines which wc now rom to exp1ain. (ln order to facilitate the

presentation, we bave darkened those observations wmch are referred to in our illustrations.) Ea:b

horizonta1line constitutes a business isogrowth. It is the locus of points representing the same rate of

change in the business-sphere variable. For example, the observations for 1955 and 1980 lay close to the

same business isogrowth of 9 percent, ....hile the observations for 1960 and 1982 are close to the business

isogrowth of 4 percent. Similarly, cach verticalline constitutes an industry isogrowth and denOles the

same rate of change in the industry-sphere variable. The observations for 1956 and 1981. for instance,

sbare the same industry isogrowth of 2 percent, ....hile those for 1963 and 1968 are just off the 4 percent

industry isogrowth. The diagonal south-west to north-east lines are priee isogroWfhs. cach of wbich

represents the same rate of "Inflation (1): The value of cach price isogrowth is simply the dilference

hetween the rate of growth of the business variable (nominal GDP) and the rate of growth ùf -t."e

industry variable (rcal GDP). For example, in 1983, the rate of growth of nominal GDP was 7.7 percent

while the rate ofgrowth of rcal GDP was 3.7 percent. Consequently, the rate of-Inflation (1)" amounted

to 4 percent and, indeed, the observation for 1983 rcsts on the priee isogrowth of 4 percent.

As FJgUte 7-2 malces clear, a given rate of inflation eau he generated by dilferent underlying

conditions in the business and industrial spheres. Consider for example the observations for 1950 and

1958. The rate of "Inflation (1)" in the two year:; was almost the same: 2.2 percent in 1950 and 2.0

percent in 1958. The underlying business and industrial conditions, however. were drastieally dilferent.

In 1950, both the business sphere and the industrial sphere experieneed vigorous growth rates, with

nominal GDP rising by 10.7 and rcal GDP increasing by 8.5 percent. The year of 1958, on the other

baJ.d, was marked by a relative stagnation in the business sphere, where nominal GDP increascd by a

mere L4 percent, and a scrious reccssion in the industrial sphere, where rcal GDP dropped by 0.6

percent. Another example is provided by examining the modcrate inIlationary cxpcrï.ence of 1951 and

1970. In 1951. both the business and industrial spbcres were boollÛllg, with nominal GDP rising at an

annual rate of 15.7 percent and rcal GDP growiDg at a pace of 10.3 percent per annum. The rcsulting

~ for "Inf1ation (1)" was 5.3 percent which is very close to the rate of 5.6 experieneed in 1970. In

1970, howcvcr, neither spherc was boomîng. Instcad, nominal GDP rose at a modcrate rate of 5.3
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percent, while rcal GDP acluaIly dcclincd by 03 percent, FmalIy, evcn a very rapid infIaûon can arise

from drasticaIly different condiûons prevailing in the business and industrial sphcres. In ms, for

cxamplc, the rate of "Inflaûon (1)" rcached 9.8 percent bccause an 8.8 percent rate of growth for

nominal GDP was accompanied by a drop of 1.0 percent in rcaI GDP.1n 1981, the rate of "Inflaûon (1)"

was aIso 9.8 percent but, this ÛMc, it arase bccause nominal GDP rose by 11.8 percent and .cal GDP

inacased by a modcst 20 percent.

Miltrn Friedman, in bis well·known assertion, proclaimed that 'infIalion is always and

evcrywhere a monetary phenomenon.' This statement, we maintain, is only partiaIly correct. 'Monetary'

phenomena accur in the business sphere and, in this sense, infIaûon is indeed always and evcrywhere

a monetary phenomenon. Yet inflation involvcs changes in the industrial sphcre as wefi, and, hence, it

must aIso be always and everywhere a 'rcal' phenomenon. In arder ta desaibe infIaûon we must

considcr 'monetary' as weil as 'rcal' variables. For instance, in bath 1955 and 1980, the US. experienced

the same rate of growth for the nominal GDP (89 percent), yct, in 1955, the rate of infIaûon was ouiy

3.4 percent, whereas in 1980 it was almast thrce times higher, at 9.1 percent. Obviously, this disparity

could not be cxplained by differenocs in the r.lte of growth of nominal GDP. Instcad, ;t W2S wholly

:lttn1luted ta the different rates of growth cxpcrienocd in the industrial sphere: in 1955, rcaI GDP grew

at a rate of 55 percent, while in 1980 it fell by 0.2 percent. As evident from FIgUre 7~2, the 'monetary'

variable of the business sphere is constantly changing, but 50 too is the 'rca1' variable of the industrial

sphere. Over the period between 1948 and 1985, the growth rate of nominal GDP f1uctuated

between -0.4 :md 15.6 percent, while the growth rate of rcaI GDP varied betweèn ·25 and lil3 percent.

In 1ight of tbis bistorical cxpcrience, the noûon that nominal changes have been 5Omehow more

'important' for infIaûon than rcal changes, appears unwarranted. Moreover, evcn when the rate of

change of one variable is Iarger than that of the other, the difference between them provides no

indication of their relaûve 'importance' for infIaûon. To illustrate this point, consider the observaûon

for 1980, when the rate of change of nominal GDP was 89 percent, while the rate of change of rcaI

GDP was -0.2. Could we argue that, on the hasis of this informaûon, infIaûon in 1980 was large1y a

'nominal' phenomenon and hardly a 'rca1' one? The answer ta this question, we believe, is negaûvc.

Inflation in 1980 amounted ta 9.1 percent, not only because nominal GDP inaeased al the rate of 89
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percent, but aJso because tbe rate of change of real GDP W3S onJy ~.2. ln this case. the rate of change

of real GDP contnoutes to inflation by being 'too low: More generally, a 'low' rcal rate ofgrowth affects

tbe rate of inflation to no lesser extent tban a 'high' nominal rate of growtb. For inflation, tbe 'physical'

magnitudes of tbe industrial sphere arc neitbcr less important nor more important tban the 'monetary'

magnitudes of tbe business sphere. Since tbe rate of inflation is equal to tbe differenee between tbe ratc

of change of a monetary variable and tbe rate of change of a real variable, botb of tbesc variables arc

essential aspects of tbe inflation process. ln tbis sense, wc cau say !bat 'inflation is always and

everywhcre a nominal as well as rcal phenomenon: There is notbing 'theoretical' about this claim. Il

is a simple logical corollary of tbe 'v2lue-quantity' perspecli>e for inflation. Taking tbis co"clusion onc

step beyond tbe narrow and perhaps misleading 'nominal-real' dichotomy, we cau state more broadly

tbat inflation is always and everywhere a dynamic interaction between business and indusay.

7.2 InRation or Stagl1ation?

A dual index which anchors inRation in both business and industry provides a convenient way

to explore tbe meaning of 'stagflation: As it tums out, cconomists who use the 'mu1tipriee' defmition

tend to characterize tbe occurrence of inRation differently from the way thcy portray the phenomenon

ofstagflation: tbe fU'St is usually descn1Jed witb a single type ofvariable (a priee index), while the second

appears to necessitate IWo types ofproxies (a price index and an indicator for industrial conditions). Thi~

taxonomical difierence disappears when we follow tbe 'value-quantity' framework for inRation. Here,

tbe dyoamics of industry are seen as an integral part of inflation and, hcnce, a description of inRation

inc1udes, by deflnition,.~description of industrial conditions - irrespeetive of whetber industry dec1ines,

stagnates, or prospe"", Un1ike the standard, 'mu1tiprice' view r·Jr inflation, the 'value-quantity' defmition

makes D:> a priori distinction between different 'kinds' of inRation and that forces us to reexamine what
::::-~_::..::<:

is meant by 'stagflation' as opposed to 'normal' inRation•.As wc demonstrate below, there may be no

simple answer to tbis question, primarily"-"eea~ib~ tiefinitions for inflation and stagflation arc

commonly biased by tbeoretical viewson tbeir separate causes•
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According ta the data prcsented in the previous section, the post-war era belWeen 1948 and 1985

wa.s eharacterized by persistent inflation. Indee<!, in every YeM - with the sole exception of 1949 - the

rate of -Inflation (1)" wa.s positive. The data a1so indieate thal, in most of thase years, inflation involved

a positive rate ofgrowth in bath the business and industrial spheres. The observations for sueh YeMS lay

to the right of the zero industty-isogrowth in F'8ure 7-2. In severa! YeMS - nOlably 1954, 1958, 1970,1974,

1975, 1980 and 1982 - inflation resuIted from an expansion in the business sphere eoupled with a

cOlllTaCtion in the industrial sphere. Observations for thase YeMS are eharted to the left of the zero

industry-isogrowth in Figure 7-2. Il is eommOn to label this second brand of inflation as 'stagflation,'

denoting a eombination of stagnation and inflation. Interestïngly, there is no special name for the fust

type of inflation, that whieh occurs during periods of reaJ growth. With the possible exeeption ofSidney

Weintraub (1978), eeonomislS rarely rcfer to this brand as 'growthl1ation.' They simply eall it inflation.

This asyrnmetry involves morc than semantic negligcnee. It seems to be rooted in the bias of mainstream

macroeeonomies toward demand-puIltheories for inflation. Aceording to sueh theories, growth inflation

is the 'nonnal' fonn of inflation and, hcnre, does not descrve any special quaJifieation. Inflation beeomes

'abnormal' only when it persislS in thc presence of stagnation. This brand of inflation is anomalous and

dcservcs a special name, stagflation.

What makes inflation in the midst of stagnation so special as to require exclusive terminology?

According to maÏDsJeam eeonomie theory, priee movemenlS are govemed by the laws of supply and

demand. In the macroeeonomie eontext, the overall priee level shouId fall when aggregate supply exeeeds

aggregate demand, in other words, when there is 'exeess aggregate supply' or 'deficient aggregate

demand.' The problem is that exeess supply or deficient demand are based on notional functions and,

henee, their magnitudes eannot be observed. One eommOn solution is to substitute the rate of growth

of reaJ GDP as a proxy for exeess supply or exeess demand and then argue tha! inflation in the midst

of stagnating output is abnonnal beeause stagnation signifies the presenee ofdeficient demand. But then

the question arises as to what is meant by~ ..;tagnation'? When cao WC say that the eeonomy is 'stagnating'

in the sense of experienclng exeess aggregate supply? Specifieally, what rate of growth indieates exeess

supply and what rate of growth is associated with exeess demand? Sinee exeess supply (or exeess

demand) eannot be observed, the answer to sucb questions-must he arbitrary.
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Parkin and Bade (1986, p. 618). for example, deline stagflation a.< a combination of <L<ing priees

and falling output. Aceording to their dermition, the United States cxperieneed stagflation only when rcal

GDP fell, that is, in 1954, 1958, 1970, 1974, 1975, 1980 and in 1982. The cboiee of zero growtb as the

tbresbold between inflation and stagflation is not unanimously aeccpled, of course. Baumol, Blinder and

Scartb, for instance, offer a diffcrent view. Aceording to <hcir basic textbook (1986, p. 83), 'stagflation

is inflation that oecurs while the economy is growing slowly ("slagnatîng") or bavîng a recession.' The

difliculty with !bis definition is that wc do not bave a clear yardstiek to distinguisb 'slow' from 'rapid'

growth. If a real rate of growtb of 2 percent is 'slow,' than 1957, 1960 and 1981 must aIso be elassified

as stagf1ationary years. Ifwc consider anything lowcr than 3 pereent as a 'slow' rate of growth wc sbould

a1s0 add 1956, 1961, 1967, 1969, 1971, 1979 and 1985 to the list of stagflationary years. The question, of

course, is where do wc stop? Should we decide On 2 percent as the proper tbreshold, or should wc pick

a higber figure like 3, 4 or perhaps 5 percent as a more appropriate benebrnark?

The issue is complieated furthcr when wc consider other proxies for 'stagnation,' sucb us the

rates of unemployment or idie eapacity. When the term 'stagflation' was rtrst coined by Samuelson (1974,

p. 801), it was used to deseribe an 'inflationary rise in priees and wag'.:s at the same time that people

are unable to lind jobs and rlftrlS are unable to find eustomers for what their plant ean produee.' Taken

literally,tbis definition means that the United States experieneedstagflation tbrougbout the post-war era!

That becomes evident when we inspeet the data cbarted in rJgllres 7-3a and 7-3b. The first of these

figures deseribes annuallevels for the overall rate of unemployment. As the data indieate, the average

rate of unemployment over tbat period was 5.7 percent and it never feU below 3 percent. A similar

pieture of persistent stagnation emerges from Figure 7-3b whieh depiets annuallevels for idie eapaeity

as a percent of total manufaeturing productive eapacity. (We use the manufaetunng series beeause data

for broadcr aggregates are available only from 1967 onward. The temporal bebaviour of these Iatcr data

is almost identieal witb that of the manufaeturing series.) The average rate of idie C3l'~city over the

1948-1985 period was 18.1 percent and only once did it fan below a level of 10 ?Creent.
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An unbiascd layrnan inspeeting FtgUfes 7-3a and 7-3b would probably conclude that the United

States indced suffered from a permanent state of stagnation. On the basis of these ",idencc, he or sbe

migbt aIso infer that inflation in the midst of unemployment and under-capacity utilization was rather

normal. There would he no nced for a special term sucb as 'stagflation' beeause there seems to he

nothing special about the concurrence of stagnation and inflation. On the other band. the layman migbt

he surprised to observe an occurrence of inflation without unemployment and ,.ne capacity. Sucb

~Qomalywould surely deserve a special name. The Iayman migbt then wish to cali it 'full-empflation' (for

full-employment inflation), or 'full-capfiation' (for full-capacity inflation).

This perspective would have heen complete1y consistent with the ,iews cxpressed by Veblen,

who argued that a eombination of stagnation and inflation in fact became the 'normal' state of the U.S.

economy a1ready by the tum of the century! Interestingly, this cIaim seems to he supported by available

data. During the decade of the 19105, for example, the Producer Price Index increased at an average

annuaI rate of S.l percent, while the official rate of unemployment fiuctuated around an average of 5

percent. By eomparison, during the 'grcat stagflation' of the 19705, the average rates for these same

variables wcre only marginally bigber, standing at S.4 percent for inflation and at 6.2 percent for

unemploymenL4 ln other word$, if wc a=pt Samuelson's original definition, wc must conclude that

'stagflation' is not ooly a 'normal' phenomenon, but aIso that it is almost a century old.

The majority of economists, howcver, would probably rcject this straigbtforward interpretation

as overly simplistic. Most would simply disagrce that the United States expcrienced over tbree decades

of uninterrupted stagflation since the late 194Os, or tbat the pbcnomenon bas made its carly debut

a1rcady atthe tom of the century. The common opinion seems to he that a combination of inflation and

low unemployment docs not constitute stagflation. In order to bave stagflation, inflation must pcrsist

tcgcther with serious unemployment. Bromenbrcnncr (1976, p. 226), for example, argues !bat stagflation

occurs when 'the price Icvel is rising despite the existence of substantia1 unemploymenL' Simi\ar

defmitions for stagflation arc found in Bowles and Edwards (1985, p. 348) and in Habcrler (1985, p. 1),

4 These ligures are computed from data publisbed by the US. Department of Commerce in
Hislorical Slalislics of the Uniled Slales, Colonial Tunes 10 1970, Part 1, SCries D86, p. 135 and Series
En, p. 199, and from Citibase (1990), Series PW, p. V-1-3 and Series LHUR, p. IX-l-6.

-274 -



•

•

•

who stress 'bigh' unemployment, in Meade (1982. p. 1) and Sherman (1986, p. 536). who empbasize that

unemployment must he 'hea,y and in Ol",n (1982. p. 3), who refers to 'unusua\' unemployment IC\'Cl,

as a precondition for stagflation. The question arising from thesc definitions eoncerns the operationaI

meaning of'serious,' 'high,' 'heary' or 'unusua\' uncmployrneut. What diffcrcntiates 'unusua\' from ....ual"

uncmployment? When do we move from a 'Iow' range of uncmployrnent into the 'high' zone? What

separates 'light' from 'heary' uncmployment? What rate of uncmployrnent is sufliciently 'serious' to

turn normal inflation into abnormal stagflation?

Here, too, t\;e answcr seems related to views about the impact of excess demand on inf1ation.

Many mainstream economists attempted to address tbis question by identifying the 'natura! rate of

uncmployment' as a border line separating low from high unemployment. Unfortunately, tbis choice is

not very practieal. As we argued in Chapter 2, the 'Datura! rate of unemploymet' depends on the theory

used to erplain stagflation and, hence, cannot he used to define the phenomenon at the same time.

Moreover, studies on the natura! rate of unemployment secm to suggest that this rate bas heen

constantly rising. This wou1d Mean the definition of stagflation must he changing as weil. For cxample,

during the 195Os, the occurrence of inflation together with a rate of unemployment of 5 percent wou1d

constitute a stagflation, because the 'natura! rate of unemployment' was reputedly lower than 5 percent.

During the 19705, however, tbis same combination of inflation with S-percent rate of unemployment

wou1d not he classified as stagflation hecause the 'natura! rate of unemployment' has presumably risec

above 5 percent. The difficulty is even greater for non-orthodox economists, since their rejection of the

'Datura! rate' thesis leaves them with no conceptua\ way of distinguishing 'normal' inOation from

'abnormal' stagflation.

The standard taxonomy of inflation appcars to he interwoven with theoretieal predispositions

concerning the causes for inf1ation which, in turn, affect our choice hetwcen the 'mu1tipriee' and

'va1ue-quantity' frameworlcs. By using the 'mu1tiprice' approaeh, we explicitly or implicitly presuppose

that changes in the industrial sphere (the so-called 'real' economy) are erog<mous factors. Inflation is

seen as a process of priee revaIuation and, in that context, changes in output, unemployment or

under.capacity utilization can only help US to erplain inOation, but not to describe iL Thus, as long as
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these industrial conditions appcar to be consistent with our theorctieal dispositions, inflation is regarded

as 'normal' and ilS description requires no referenee to industry. It is ooly when the effcet on inflation

of industry seems contrary to our theoretieal expeelations - for example, when inflation persists a1though

industrial performanee has dropped below some 'eritieal' 1eve1- !hat wc fee! compelled to complement

the inflation index with a proxy for industria\ aetivity°and label the outcome as 'stagI1ation.'

ln contrast to the 'multipriee' view, the 'value-quantity' definition states !hat inflation is a

dynamie interaction between the business and industria1 spberes. From this perspective, changes in the

industrial sphere are seen not so mueh as a potential cause for inflation bul, mOre profoundly, as part

of the inf1ationary proeess. Based on tbis view, the very narrative of inflation requires an explieit

description of industrial conditions. Thi.:; need to always desa:ibe both the industria1 and business

componenlS of inflation may lead us to conclude that 'stagflation' is in fact a rather superfluous term.

Ifwc follow Veblen and argue (as wc have done in Chapter 6) !hat the expansion ofbusiness values and

the stagnation of industry are IWo sides of the same inflationary proeess, and that this double-sided

proeess stems from the internai dynamics of'mature' capitalist economies, then there is very Iittle reason

to talk about 'stagflation' as sorne unique form of inflation. Sinee inflation always appears as stagflation,

the relevant issue is no longer the coexistence of priee inflation and industrial stagnation, but rather the

nature and magnitude of the stagnation component in the inflationary proeess. The stagnationary essenee

of inflation, whieh is sometimes blurred by the common use of output growth to approximate industrial

conditions, becomes more apparent when wc focus on input-related indices, sueh as changes in

employment, unemployment or idle capaeity. We turn to sueh proxies in the following section.

7.3 lbe InRationary Interaction Belween Business ud Industry: Alternative Perspectives

From the common 'multipriee' perspective, inflation is a narrow1y defined phenomenon of

ehanging priees. From the 'value-quantity' perspective, however, price inflation is oolya consequence

ofa broader proeess, namely, the dynamic interaelÏon ofbusiness and industry. Initia11y, wc ana1yzed this

interaction by eontrasting the rate of growth of nomina! GDP as a proxy for business conditions, with

the rate ofgrowth of rea\ GDP as an indicator for industria1 conditions. These variables wcre convenient
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because their interaction approximated the rate of change of the Implicit GDP Deflator. Yet. if our

interest is in exploring the underlying essence of inflation. namely, the interaction between business and

industry, "~'e need not confine ourselves to price-related indices and May use other variables. A broader

definition for the rate of "Inflation" could hence be gjven by

(2) "Inflation" = 'business-sphere' variable :!: 'industry-sphere' variable .

For example, instead of the rate of change of nominal GDP, wc eould use the rate of change of

eorporate sales as a proxy for business eonditions. We May similarly wish to eharacterize changes

occurring in the inàustria! sph= by using variables other than the rate of change of rcal GDP,

partieu1arly when wc want to assess the extent of stagnation in that sphere. For tbis purpose wc eould

use variables such as the rate of change of employment. the rate of unemployment, or lhe rate of id1e

capacity (under-capacity utilization). These input-related variables May provide a beUer indicalion than

output-related proxies (such as rcal groWlh) on the extent 10 which industry operates below ils full

potentia!. Note that, while pro-eyclieal 'industry' variables, such as the rate of change of rea! GDP or

the rate of change of employment, are subtracted, counter-eyclieal variables, sueh as the rate of

unemployment or the raIe of idle capacity should be added.

As suggested in the introduetion. there May be severa! advanlages in broadening lhe seope of

inflation indiees. FllSt, the substitution of olher industry variables for 'real' output enables US 10 bypass

the methodologieal diffieu1ty of quality adjustmenl. Reeall that. in order 10 derive meaningful eslimates

of 'rcal' output. wc must fllSt correct the corresponding price indices for quality - but that such

corrections ean be meaningful ouly under the very unrealistie assumptions of pure compelition and

eontinuous equilibrium. The interpretation of exiSling estimates of employmenl, unemployment, or

capacity uti1ization, on the other band, is much simpler and requires fewer assumptions aboul underlying

market mechanisms 5 Second, the new indices eould be useful in assoeiating inflation and ils

5 This assessment requires some elaboration. Employmenl indices ean be inlerpreled in different
ways. When eonsidered as an input.- employment services undergo a eontinuous qualilative change and
must be adjusted if wc are to obtain meaningfullabour-input indices. On the other band, if wc think
about employment simply as the number of einployed persans, then there is no need for any qualily
adjustmenL A similarlystraightforward numerieal inlerpretation is elearly meaningless for a 'rcal' outpul
index. The rates of unemployment and capacity utilization ean also be inlerpreled in a simple manner.
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consequences with partieu!ar firms, or groups of frrms. Data on firm sales and employment are often

available and we use them iater in our work to construct e:1lerprise-based indices for "Inflation.- A

corresponding disaggegaùon is not available for standard priee and inflation stalistics. Fmally, the new

indices enable us to explore more than one ~peetof the inflationary interaction between 'business' and

'industry,' something we cannot do with existing inflation proxies. The signifieanee of !bis last point is

considered further below.

NOle that each of these variables offers a distinc:tly different description for business or industry

conditions. No single variable ean fully capture the aggregate state of the business sphere and there is

no unique representation for overall conditions in the industrial sphere. Nominal GDP, for example,

covers only fmal sales, whereas corporate sales include revenues from the sale of both fmal and

intermediate eommodities. On the other hand, nominal GDP includes the activities of unincorporated

businesses and the govemment, as weIl as changes in firms' inventories - items which are excluded from

estimates of eorporate sales. As a proxy for broad business conditions, the rate of change of nominal

GDP is neither superior nor inferior to the rate of ebange of corporate sales. They are simply different.

For the same reason, wc sbould not interpret the rate of change of employment, the rate of

unemployment, or the rate of under-capaclty utilization as approximations for the rate of change of

. rea1 GDP. Each of these variables offers a distinct, perbaps equally significant, indication of industrial

conmtions..

The inability to capture broad business or industrîa1 conditions by the movements of a single

index i mplies that wc need more than one description for inflation. The interaction between the rate of
\:'.

change of nominal GDP and the rate of ebange of rcal GDP is one way to describe !bis process, but !bis

portrayal is neither the onlyone nor the 'best~ one for that matter. The inflationary interaction between

business and industry bas Many additional faces and wc examine some of them in the remaining of !bis

section.

Being ratios of similar variables, (unemployed as a sbare of the labour force, actual output as a sbare
of potential output), the values for the rate of unemployment or the rate ofcapaàty utilization are pure
numbers. The measurement of the underIying variables could be complicated by methodologica1
diffieu!ties, but to the CX!ent that these diffieu!ties affect the numerator and denominator in the same
way, the effect on the accuracy of the fmal ratio May be less serious.
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Our exposition involves SC\'Cral indices. Therc arc 2 \"3.riables to reprcscDt bu.<Ûncs.....; conditÎm:s

and 6 variables to TefleCl industria! conditions. These \'ariables are combined to creale 8 dilfeTent

mcasurements for inflation whieb ean be arranged in IWO broad groups: those that relaIe to the economy

as a whole (including the publie seClor), and those whieb arc restriClcd primarily to the private seClor.

The dclïn:tions for the composite indices are givcn below:

'FmnQmv-Wide~ Indices

"Inflation (1)" '" Rate of ebange of nomina! GDP - Rate of ebange of rcaI GDP
"Inflation (2)" '" Rate of ebange of nominal GDP - Rate of ebange of cmployment
"Inflation (3)" '" Rate of ebange of nomina! GDP + Rate of unemployment
"Inflation (4)" '" Rate of ebange of nominal GDP + Idle-capacity index

'Prïvate-Sedor' Indices

"Inflation (5)" '" Rate of ebange of corporate sales - Rate of ebange of rcal private GDP
"Inflation (6)" '" Rate of ebange of corporate sales - Rate of ebange of private employment
"Inflation (J)" '" Rate of ebange of corporate sales + Rate of ebange of unemployment
"Inflation (8)" '" Rate of ebange of corporate sales + Idle-capacity index

We tum first to 'economy-wide' indices. Ail "Inflation" indices in tbis group use the rate of

ebange of nomina! GDP as a proxy for business conditions. The indices dilfer from eaeb other in the

variables uscd to represent induslry conditions. "Inflation (1)" whieb uses the rate ofebange of rcal GDP

as an industty variable was already described in the previous section. The construction of the second

index is described by referenoe to Figures 7-4a and 7-4b. These traoe the interaction between the annual

rate ebange of nominal GDP and the annua! rate of ebange of employment over the period between

1948 and 1985. The top line in Figure 7043 indicates the rates of ebange for nomina! GDP as beforc:, and

the bonom line ebarts the rates of ebange for employment. Given that the first variable is a proxy for

business conditions and the second variable is a proxy for industria1 conditions, the dilference between

them provides an index for the rate of inflation whieb wc label as "Inflation (2)." The rate of

"Inflation (2)" is described by the shaded area in rJgUTe 7043 and its actual values are chartcd in

rJgUTe 7-4b•
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• Figure 7-43 Non:inal GDP growth, employment growth and
"Infla)jon (2)"
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In Figure 7-5 we characterize inflation by using the rate of change of nominal GDP as a proxy

for business conditions and the rate of unemplO)"IIlent as a proxy for industria1 conditions. Here, too.

wc employ annual data for the period hetween 1948 and 1985. ln contrast to the rate of gro\\1h of rcal

GDP and the rate of gro\\1h of employment, the rate of unemployment is an 'in\'Crse' proxy for

industria1 conditions: it rises with industria1 stagnation and fa11s with industria1 expansi.;il. Wc hence

propose that, in order to find the rate of "lnf1ation" in this conte:xt, the rate of unemployment should he

added to the rate of gro\\1h of nominal GDP. ln FJgUrC 7-5, the rate of gro\\1h of nominal GDP is

depicted by the lower shaded area, while the rate of unemployment is descrihed by the upper shaded

area. The swn of these IWO indices yield.< the rate of "Inflation (3)" which is eharted as the top line in

the ligure.

A similar index for inflation is derived in Figure 7-6, whçre wc chart the rate of grm\1h of

nominal GDP together with a special index for idle eapacity. Idle eapacity denotes the percent of unused

eapacity in manufacturing as reported by the Board of Governors of the Federal Reserve System. Wc

use the manufacturing variable beeause comparable estim~tes for the economy as a whole arc not

avai1ablc, while estimates for total industry (manufacturing, mining and utilities) are available only since

1967. (It should he noted that, over the 1967-1985 period, the idle-capacity indices for manufacturing and

total industry were a1most identical, both in their Icvels and in their temporal bchaviour. It is not

unrcasonable to conjecture that the economy-wide index for idle capacity foUowed a similar pattern.)

Like the rate of unemployment, the rate of idle capacity is aIso an 'inverse' indieator for industrial

conditions and, hence, should he added to rate of growth of nominal GDP. Yct a simple sum of a

business-sphere variable and the rate of idle capacity is perhaps inadcquate as a proxy for "Inflation:

The problem arises hecause the order of magnitude of idle capacity appears to he '100' high relative

to other variables for industry conditions.. (In generaI, the magnitude of industry variables is somewhat

lowcr than the magnitude of correspondïng business variables. The magnitude of idle capacity, howcver,

is m\;3 bigber.) An "Inflation" mdex based on a simple $umc:-:-~tate of gro\\1h of nominal GDP and
~

the rate of idle capacity would hence tend to 'overstate' the importance of industrial changes relative to

business changes, at least wben compared to other indices for "Inflation: We cao ovr:;come this diffieu1ty

by creating a modilied, 'seaied-down' index for idle capacity. Our defmilion for this new index is based
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• Figure 7-S
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on a comparison betv.'Cen idle capacity and the rate oi unemployment from 1948 untiI19S5. Ch'Cr that

period, the IWo indices where highly eorre1ated though their order.; of magnitude were difTerent: the

average rate of unemployment was 55 percent, while the average rate of idle eapacity was 33 times

higher at 18 percent. Based on these observatic:lS, wc conslIUct a special idle-eapacity index by divi;!ing

the actual rate of idle eapacity by a factor of 33. The new index retaÏDs the temporal fluctuations of

actual idle eapacity, yet ils order of magnitude is similar to that of the rate of unemployment and it no

longer 'overwhelms' variations of the business-sphere variable. (1be use of this new idle-eapacity index

as ~ proxy for industrial conditions is of course arbitrary to some extent but, for that malter, so is the

use of actual idle eapacity, the rate of unemployment, the rate of grov.th of employment, or the rate

ofgrowth ofrcal GDP.) We define "Inflation (4)" as the sum of the rate of grov.th of nominal GDP and

the idle-eapacity index as computed above. These varllibles are charted in Figure 7-<'>, where the lower

sbaded area denotes the rate of growth of nominal GDP, the upper shaded area represenls our

idle-eapacity index and the top line designates the rate of "Inflation (4)."

We now tum to the seeond set of 4 "Inflation" indices. These indices relate primarily to the

private sector and ail of them contain the rate of change -:lf eorporate salcs as a proxy for business

conditions. rlgDres 7-7a and 7-7b present annual data for the rate of change of corporate sales, the rate

of change of rcal private GDP and the rate of "Inflation (5)" over the period beIWeen 1950 and 1986.

(We use private rather than total GDP in order to better match the index of corporate sales.) ln

rlgDfe 7-7a, the rates of change of corporate sales and the rates of change of real private GDP are

charted as IWo separate \ines. The rate of "Inflation (5); delined as the difTerence between these two

variables, is depieted by the sbaded area. The actual values for ·Inflation (5)" are plotted in Figure 7·7b.

In rlgDfes 7-83 and 7-8b, we contrast the annual rates of change of corporate sales with the annual rates

of change of private employment (excluding agricu1tural) for the period bctwe-EI1-195O and 1986.

·Inflation (6)" is defmed as the difTerence bctween these two variables. As bcfore, the business and

industryvariables in rlgDfe 7-83 are denoted by distinctlines, while the rate of"Inflation (6)· is indieated

by :he' shaded area !;;:tween them. The values for the latter variable are eharted separately in

Figure 7-8b.
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• Figure 7-7a Sales growth, real private GDP growth and -Inflation (5)-
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• Ftgllre 7-sa
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The following two figures combine the raIe of change of corporale saIes with 'inverse' industry

indices. In Figure 7-9 we chart Ihe raIe of "Inflation (7); defined as the SUIn of the raIe of change of

corporale saIes (Iower shadcd area) and the raIe of unemploymenl (upper shaded area). A similar

exposition is used in FJgU1"e 7·10 for "Inflalion (8)" and its underlying components - the raIe of change

of corporale saIes and the special idle-capaciry index deseribed earlier. Here, 100, the raIe of inflation

is derived by adding lhe lower shaded area, which denotes the rate of change of corporale saIes and the

upper shaded area, which represents the idle-capaciry index.

7.4 Some Comparisons

The innalionary inleraction hetween business and industry is complex and cannol he fully

caplured by a single index. In order to properly descrihe this process, WC must approach it from different

viewpoints, as wc do with our various "Inflation" indicators. The different perspectives lead to different

temporal patterns for tbe various "Inflation" variables. The existence of such diffcrences makes each

index significant. Yet, despite variations in perspectives, the temporal bcbaviour of the various "Inflation"

indices must he similar to some exten!. This is to he expected given the ,:orre1ations which exist among

tbe underlying business variables and industry variables. In the business spbere, for example, corporate

saIes usuaUy rise and faU with nominal GDP. Similarly, in the industrial spbere, employment and real

GDP are positively correlated and both are negatively correlated with the rates of unemployment and

idle capaciry. Beyond tbeir differences, ail "Inflation" indices are derived from the same general

interaction hetween buSiness and industry, and should aU renect the broad character of that interaction.

At tbis point one may ponder bow wc could expect "Inflation" indices to he botb different and similar

at the same time, yet tbere is nothing paradoxieal in this requirement. In operational tenus, it means

that the indices should differ in absolute magnitude as wcll as in their year·to-year variatioDS. Such

disparities would renect the beterogeneiry of perspectives on the inflation process. On the other band,

because the indices approximate tbe same general process, !bey should aU exbibit common long.term

movements, for example, by baving sirmlar peaks and Irougbs•
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• Fagure 7-9
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We can examine tbis notion of 'differentiated-similarity' by comparing our "Inflation" indices

with more traditional proxies for priee inflation. The indices for "Inflation" summarize the underlyùlg

interaction he!Wccn business and industlj' and, henee, should he correlated with the consequenee of that

interaction, namely, the phenomenon of priee inflation. The yard.<tieks wc chose for our comparisons

are IWO standard measurements for inflation: the rate of change of the Implicit GDP DeDator and the

rate of change of the Produeer Priee Index. Given our earlier discussion, wc expect that the standard

indices will differ from our "1nDation" variables in bath absolute magnitude and short-term variations,

but that their long-term movements will he re1atively simi1ar. No<e that in these comparisons wc do not

seck ta rank "Inflation" indices accordïng ta their ability to 'predict' priee inflation. The interaction of

business and industlj' is the underlying cause of priee inflation, but this does not Mean that every

"InDation" index should he highly correlated with priee inflation. Our goal is only ta demonstrate that

the observed phenomenon of priee inflation reflects the underlying interaction ofbusiness and industry

and that the various faeets of that interaction are ail correlated to sorne ex/ent.

In our comparison wc have attempted ta match "Inflation" indices with correspondïng variables

for priee inflation. The frrst set of figures (7-11 ta 7-14 inclusive) compares "Inflation (1)", (2), (3) and

(4) with the rate of change ofthe Implicit Priee Deflator. The match seems adequate because these are

ail 'cconomy-wide' indices. The second set of figures (7-lS to 7-18 inclusive) eharts "Inflation (5): (6),

(7) and (8). These latter variables relate more to the private sector than to the economy as whole and,

henee, we contrast them with the rate of change of the Produeer Priee Index.

Figure 7-11 descrihes the temporal hehaviour ofthe rate ofchange ofthe Imp1icit PrieeDeDator

and of "Inflation (1)" for the period hetween 1948 and 1985. ReeaII that "Inflation (1)" is the discrete

approximation for the rate of change of the Implicit Priee DeDator, and as the figure demonstrates, this

approximation is highly aceurate cvcn when wc use annual data. In rJgure 7-12, wc contrast the rate of

change of the Implicit Priee DeDator with "Inflation (2)" over the 1948-1985 period. The order of

magnitude of the !Wo indices differs somewhat (note the dual scale), but their temporal movements are

remarkably similar (with the exception of 1950 and 1951, when some disparity is evident)•
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• FJg1Il'e 7·11 Change of GDP Denalor venus "Inflation (1)"

Change of GDP nenalol" (~) ,·tnfiallon (1)" (':';)
12 ..--'-------'------------------'-'--'r 12

10

6

6

4

1 - Ch.nge 0' GD? Der. ·"n "Inn.lion (1)" 1

Rate or Change of Nominal GDP
less Rate of Change of Real GDP

10

6

0+11--------------------------+0

• Change of GDP Denalor venus "InOation (2)"

Change of GDp Denator (%.) "Inn.tlon (2)" (%.)
12 ..-"------'-"'----------------"'-'-'--'r 12

48 !H) 52 ~ 56 58 60 62 64 66 6B 70 72 74 76 7D aD 82 64

Rate or Change or Nomlnal CDP
le:ls Rate of Change of Employmenl

2

6

6

10
•"
"' ..,

- Change 0' GD? De'. "nO "lnn.Uon (2)" ,
10

6

6

,

4

2

0

•
"289 "



• Figure 7-13 Change of GDP DeDalor venus "Inflation (3)"
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• Figure 7"14 Change of GDP DeDalor ver.rus "Inflation (4)"
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• Figure 7-15 Change of PPI ""r.<us -Inflation (5)"
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• FIgure 7-17 Change of PPI versus "Inflation (1)"
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FtgUtes 7-13 and 7-14 contrast the rate of change of the Implicit Priee Deflator with

"Inflation (3)" and "Inflation (4); respeaively, for the period between 19o18 and 19J5. The differences

in the order ofmagnitude are quite pronounccd here (values for the "Inflation" indices are approximate1y

twiee as high as those for the rate of change of the Implicity Pricc Deflator). There are aIso substantiaI

disparities in the year-to-year changes of the indices throughout the pcriod. Yet the gcncraI movements

of both "Inflation (3)" and "Inflation (4)" sccm similar to those cxhibitcd by the rate of change of the

Implicit Priee Deflator.

The rcmaining four figures (7-15 to 7-18 inclusive) compare indices rclatcd to inflation in the

private sector. In FtgUte 7-15 WC char! the annua1 values for the rate of change of the Produccr Priee

Index between 1950 and 1986, and for "Inflation (5)" between 1950 and 1985. The order of magnitude

of the two indices is very similar; the indices aIso share a very simi1ar pattern ofshort-term fluctuations

as wcll as long-term movements. Figure 7-16 contrasts annua1 data for the rate of change of the

Produeer Pricc Index with those for "Inflation (6)" over the 1950-86 period. While the range of

fluctuations of the f1l'St index is larger than that of the second, their short-term and long"term

movements are very similar (with the potential exception of 1954).

FtgUtCS 7-17 and 7-18 compare the rate of change of the Produeer Priee Index with

"Inflation (7)" and "Inflation (8); respective1y. For the period belWCCn 1950 and 1986, wc can disccrn

differences in the absolute magnitudes of values for the differcnt indices in cach figure; some variations

in short-term behaviour are aIso evident. But herc, too, the overall movements of "Inflation m" and

"Inflation (8)" are closely related to that the exhibited by the rate ofchange of the Produeer Priee Index.

7.s Looldng Ahead

Startïng from the 'va1ue-quantity' perspective for priee indices, wc argucd in !bis chapter thal

standard proxics, such as the GDP deflalor or the PPI, may be inadequale ifwc wish 10 explore inflation

as a dynamie interaction belWCCn 'business' and 'industry.' Instcad, wc proposcd a ncw family of indices

in which the separate signifieanee of cach of thesc dimensions was explicitly recognizcd. While both the
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new and standard indices reflect the same broad proccss of inflation, the new indices wcre found

preferable for a number of different rcasons. F"JrSl1y, by combining different pairs of elementary

variables, wc could examine Many different facets of the inflationary interaelÏon of 'business' and

'industry' - a proccss which is totally coneealed by the standard, one-variable inflation indices. Seeondly,

the new proxies help us evade the diffieult methodological problem of quality change and, by extension,

the inherent dependency of standard indices on the assumplÏons of consumer sovcreignty and perfectly

competitive equibèrium. F"mally, data for the e1ementary components of some of the new "Inflation"

indices are available on a clïsaggregated level In panieular, these data cao be used to deeompose broad

"Inflation" indices into sub-indices specifie to firms or groups of firms.

The new "Inflation" indices are partieularly suitable for the broad therne of this work, namely,

!hal, in the modem system of business enterprïse, inflation and restrueturing are in ract IWO sides of the

same proeess. On the one hand, the dual nature of these indices captures the dynamie interaelÏon

between business and industry. On the other band, the fact that these indices could be defined a10ng

ownership criteria (as opposed to product lines) enables us to look into the underlying proccss of

corporate restructuring. Wc tum to examine these interrelated transformations now.
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CHAPTER8

mE INFLATIONARY DYNAMICS OF CORE AND PERIPHERY:

A STRUCTJJRAL DECOMPOsmnN OF INFLATION IN A DUAL ECONOMY

The relationship between inflation and aggregate concentration has not been systematically

explored by economists. The prevalent view is that changes in aggregate concentration may affect the

inflationary process but the effect is only indirect, working main1y througb the impact of aggregate

concentration on the structure and behaviour of individual industries. Furthermore, most economists

view the relationship between the IWO phenomena as essentially one-sided. The contention is that, while

aggregate concentration cao affect inflation, there is no backward link through whieh inflation affects

the process of aggregate concentration.

ln this ehapter we propose an alternative perspective on the relationship beIWeen the IWo

phenomena. Specifically, wc argue that inflation and aggregate concentration are IWo sides of the samc

dynamie process. Focusing on the V.S. manufacturing and mining sector, wc demonstrate that, over the

las! three deeades, the 'business' and 'industrial' experience typica1to the largest firms in that sector was

drastieally different from the comparable experience of smaller fmns. In the 'business' sphere, salcs

revenues for the IWo groups expanded at different rates, while in the 'industrial' sphere, employment of

the IWo groups not only ehanged at different rates, but usually moved in opposite directions! This

heterogeneity unfolded in IWo related ways. rll'St, wc revea1 how the different inflationary experiences

of the largest and smaller fmns determined the overall rate of inflation in the manufacturing and mining

seetor and, second, WC demonstrate how the differences created systematic ehanges in the rates of

aggregate concentration for that sector.

This view on the relationship between inflation and the aggregate concentration process is part

ofour basic framework whieh seeks to examine inflation as a dynamic process oflfIS/fUcturing. Note !hal,
,'=

in contrast to common approaehes, wc focus specifically On restructuring rather than on structure. In
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Most inflation thecrics, 'structure' denotes the overaII statie framework in which economie agents

operate. Theorists would commonly stan by assuming a certain structure and then proceed to explore

how that structure affected the infIationary behaviour of econode agents. For example, the effect on

inflation of a perfea1y competitive structure May differ from the effect of monopo1istie competition and

further differ from the effects of unbalanced oligopoly and monopoly. Other structural considerations

(such the extent of unionization, the scope of military spending. the size of the national debt, the nature

of industria1 policy, or the degree of tariff protection) mayalso he crucial for inflation. These structural

factors are evidently different from each other, but they aIso have one thing in common: they are an
taken as given for the purpose of analysis. Of course, this does not Mean that structures do not c:hangc.

For instance, seme industries May he transformed from a monopolistically competitive to an oligopolistic

structure and this could affect their inflationary experience. Simùarly, a change May oceur in the ,

functional relationship between union memhersbip and wage demands. Or, the impact of military

spending on inflationary expectations could change. These and simüar changes oceur ail the lime but,

for Most inflation theorics, they simply Mean that wc move from one given framework to another.

Here wc come to a crucial point which diffcrentiates our own analysis from numerous other

altempts to explore inflation. For Most tbeorists, 'structural change' is ~. singular, exogenous1y

dctermincd 'event' which affects inflation only because it transforms the system from one statie structure

to the next. We, on the other band, begin from the a priori assumption that economie structure is

inherenl/y unslable. For us, 'structural change' is not an isolated 'incident,' but rather a continuous

process, and inflation is related not to statie structures but to adynamieprocess ofrestrueturing. Note that

wc do not argue bere that market structure and institutional arrangements are insignificant for inflation

analysis. On the contrary, in our opinion, structures and institutions provide the key toward

understanding the infIationary process but, in arresting these into a statie framework, wc work to conceal

the dynamie essence of inflation. If inflation is indeed a process of structural change, wc must focus on

strucrure but aIso on how il changes.t

t This c!!stinction between statie structures and dynamie structura1 change resembles in seme way
the comp\ementarity between particles and waves in quantum physics. Louis de Broglie, who lirst
formulated the basie principles ofquantum mecbanics, was profoundly infiuencedbyl!erpln's idea that,
in describing the movement of an abject as a collection of successive static positions, WC in fact vio1ate
the very essence of movement (sec Feuer, 1974, pp. 219-20). Similarly, if inflatiOD is a process of
continuous dynamic restructuring, wc cannot fuIly describe this change as a successio'1 of static
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• Our anaIysis proceeds in severa! stages. We begin with the framework developed in Chapler 7,

in whicb we proposed a new family of dual-variable "Inflation" indiees designed !o capture Ihe dynamic

inleraclÏon belWeen 'business' and 'industry: In the first section,wc use Ibis selup 10 distinguish belWeen

the standard industry-based approacb to inflalion and the alternative framework of'cnterprise-inflation:

The second section provides a simple taxonomy for three dynamic regimes of inflationary restructuring.

Based on Ibis taxonomy, wc develop in the third section the 'Heterogeneity Principle ofInflalion,' staling

!hat, wbile iuflation may be struetura1ly 'neutral' in principle, sucb neutra1ity cou1d no! cxist in praclÏce.

In the fourth section, wc lcave the genera! discussion of restrueturing and f~s on the specific process

ofaggregate concentration. Our empirica1 analysis pcrtains to the U.S. manufacturing and mining sector.

In the firth section, wc set the basis for Ibis analysis by differenliating belWeen the largest and smallcr

6rms in that sector; here wc a1so defme the differcnt variabl'"S and assess the available data. The

empinca1 resu1ts are rcported in the sixth seclÏon. Our fmdings seem to indicate that inflation is indeed

~;:c adynamie process of restrueturing, involving systematic changes in aggregate concentration. Hence, any

attempt to get to the root of inflation must'~-;late to the underlying causes of aggregate concentration.

• We set the stage for sucb inquiry in the !inal section.

8.1 Enterprïse "InDation"

The 'mu1tiprice' and 'value-quantity' (or 'business-industry') perspectives for price indiees lcad

to different views on the relevant framework for inflation ana!ysis. When viewcd as an overall increase

in the priees of commodities, inflation appears as an industry-hascd phenomenon. The coDVCntiona!

cIassilication of commodities according to their physica1 characteristics lcads to a comparablc

cIassilication ofprice indices. For cxample, the priees ofMarlboro, W"mston and Salem cigarette brands

are CUSlomarily grouped as elements of the price index for tobacco products; the priees of Mustang,

Cadillac, Pontiac and Taurus automobile models contnoote to the price index for passenger cars; the

priees of The New Yoric Tunes, The Washington Post and Tune Magazine are part of the price index for

ncwspapers; a'1d the priees ofMacintosh and PS/2 persona! compulers are inc1uded in the genera! price

• structures.
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index ofcomputers. in cach of thcsc cases, the price is sccn as an altnoute of the commodity and, hence,

of the industry in which the commodity is produccd. Il is then only naturalto vicw the rate of inflation

as bcing an industry-bascd variable too. Most anaIyscs of inflation (macroeconomie as weIl as structural)

scck to cxplain it as a proccss of changing prices and, not surprisingJy, they take the industry as thcir

basie framcwork.

Note, however, that the adequacy of the industry framework is largely contingent on our basic

interpretation of what inflation is. When we focus on price changes only, the industry May sccm as the

appropriate context for ana1ysis, but when we vicw inflation as a broad proccss of interaction bctween

the 'business' and 'industrial' spheres ofeconomie activity, the Standard Industria1 Classification bccomes

an insuflident and even mislcading analytica1 framework.2 From the 'business-industry' perspective,

inflation is an enteJPrise-based, not an industry-based phenomenon.Iil the context of modern capita1ism,

econc."ie activity is carried out for the u1timate purpose of pecuniary gain. The fundamental institution

guiding this activity is business enterprise, the eJementary building bloc ofwhich is the corporation. The

essence of the corporate mode of organization is the pursuit of profit, and it is this essence which 1inks

the 'business' and 'industrial' spheres ofeconomie activity.3 The production ofany particu1ar commodity

May bc associated with a certain industry classification, but it is the corporation, not the industry, which

u1timately guides and directs this production activity. If the production of some commodity works to

2 Our notion of the 'industria1 sphere' is not synonymous with the customary concept of 'an industry.'
When WC talk about an industry, we uSuaIly refer to the entire range of economic activities relevant for
a particular product or groups of products. A reference to the 'steel industry,' for instance, May
encompass diverse activities such as the buying of iron ore, the negotiations with the United
Steelworkers Union, rescarch and development ofproduction techniques, the aetual production ofsteel,
the pricing of steel produCls, the distnoution of steel prodUCls to buyers, the dea\ing with creditors and
the relation with governments. On the other band, when wc refer to the industria1 sphere, wc focus
exclusively on the material and technologica1 aspects of economie activity. For example, the 'industria1
sphere' for USX includes aIl the physica1 and teehnologica1 aspects ofproducing steel, but not ooly steel.
Since USX is aIso in\lOlved in oil and gas, chemicals, manufaeturing goods, financial services and
transportation equipment, ils industria1 5phere includes the teehnologica1 and materia\ aspects of aIl of
these arcas too. The 'industria1 sphere' of US.'l{ does not include, however, activities sncb as the buying
of iron ore, the negotiation of a labour contraet, the pricing of steel produCls, the borrowing of money
or attempts to influence government tariff po6des. Although aIl of these activities are re\ated to steel,
they occur in the 'business,' not 'industria1' sphere.

3 Note the usage of terms here. Economists often debate whether corporations scck to 'maximize
profits,' 'satisfy profit,' 'achieve a target rate of return,' 'maximize revenues,' 'satisfy the private goals of
its executivcs,' or, as wc daim in Chapter 9, 'altain a differentia1 rate of accumulation.' In cach of these
cases, however, the punuit ofprofit remains a fundamental prerequisite for the long-term existence of
the corporation.
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significantly undermine the general business goal of prolit-ma1cing. that production willlikely be altered

or stopped. In general, industrial production and business activity are the instruments of making prolits

for corporations and, hencc, the inflationary interaction between 'business' and 'industry' is flfSt and

foremost an encetpnSe-based phenomenon.

Our primary focus on the inflationary cxpcrienee of [ums requires that wc dea1 with

enterprise-based inflation indices but, unfortunately, these are not rcadily available. Furthermore, given

the extent of corporate diversification, we eannot use standard, industry-bascd indices of inflation as

approximations for enterprise-based inflation.4 The mismatch between existing and desirable data is

evident. For example, we have comprehensive priee indices for industries producing automobiles,

financial services, aircraft, locomotives, or guidcd missiles, but we do not have all-encompassing price

indices for General Motors or Ford which produce ail those commodities; we have priee indices for

tobacco produclS, cosmetic products, diary produets or suitcases, yet we do not have a broad priee index

for RJ.R. Nabisco or Philip Morris which manufacture and seU them; we have priee indices for jet

engines, mediea1 equipnooent, leasing serviees and radar equipment, but we do not have a general priee

index for one of their malli:;>roducers, General Electric. Thus, although corporations may be the most

appropriate building blocs in the study of inflation, we have no systematie information on thdr particular

inflationary cxpcrienee.

Our own "Inflation" indices can offer a partial solution for this problem. RecaU that the rate of

"Inflation" is defined as the differenee between a 'business' variable and a corresponding 'industry'

variable. By choosing the rate of change of corporate sales as a proxy for 'business' conditions, and the

rate ofchange ofemployment as an indication for 'industrial' conditions, WC can devise a comprehensive,

enterprise·based index for "Inflation." For examplc, the rate of "Inflation" for General Motors wil1 be

defincd as the difference between the rates of growth of sales and employment of that corporation.

Similarly, the rate of "Inflation" for ail corporations with assets excecding $250 million wil1 be defIDed

4 Seherer and Ross (1990, p. 418) note that our ability to classify firms on the basis of the 'primary'
industry in which they operate has been critical1y impaircd by the drive for diversification sinee the 19605.
They conclude in a rather delinite tone !hat '[i)t is hardly an exaggeration to say tbat any sludy using
data for the ycars since the carly 19605 classified by the primary industry method, without elaborate
quality controls, is virtual1y worthless.'
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as the difference between the rates of growth of their aggregate sales and employment. Such indices

could sometimes be computed from readily avai1able data.

Enterprise·based "Inflation" indices are specifie to firms, not to what they produec. Sinec ail

sales, regardless of their origin, are denominated in monetary nuits snch as dollars, and sinec ail

employment, irrespective of its productive purpose, is denominated in employees, the specifie product

mix of the company (or group of companies) bas no bearing on the meaning of the index itself. Of

course, changes in product mix or lines of business May have a significant impact on the temporal

behaviour of enterprise·based "Inflation" indices. For instance, a transformation invo1ving a reduction

in the share of automobile manufacturing coupled with an increase in the share of military business May

alter General Motors' rate of"Inflation," by having a different effect on the growth rate of the companys

aggregate sales than on the growth rate of its overall employment. Or, the rate of "Inflation" for a group

of large finns will be altered by a shift from consumer to produecr goods, if !bis change in emphasis

affects the rate ofgrowth ofsales and the rate ofgrowth ofemploy:nent in markedly different ways. But

although the nature of economie aetivity may be of utmost importan'ee when wc co;,{ê to examine why

the indices change, it has no bearing on who! the indices represent. An enterprise-based index for

"Inflation" refleets the broad interaction !lelWeen the 'business' and 'industria1' domains of the firm. It

seeks to eneompass the finn's entire range of activities and, hence, it must abstract from the particu1ar

nature of thase aetivities.

The implications of Viewing inflation as an enterprise-based phenomenon arc far reaching. Wc

can no longer retain the Standard Industrial C~cation as an adequate franÎcwork for ana1ysis, sinec

inflation arises in the domain of finns, not industries. Our focus is no longer on commodities but on

institutions. Our u1timate conecm is no longer the prices of goods and services, but the economie

relarions bebind them. In order to get to the root of inflation wc must explore the dynamie interaction

between 'business' and 'industry' as a structural interaction between firms. We begin !bis examination

in the following section by developing a simple structural taxonomy for alternative inflationary regimes.
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InflatiOnaI)' &egjmes: A Structural Taxoaomy

Consider a unr.-erse of 6rms, sucb as al! the corporations in the economy or in a panicuIar

sector. We <an deline the rate of "Inflation" se for this unr.-ersc of fu-ms as:

(1) se'" ASIS- AEIE,

whereA denotes first differcnœ, S is aggregate sales andE is the aggregate employment for the UDÏvcrsc

of firms. Funher assume that we <an identify n distinct groups of corporations, classified according to

One or more aiteria sucb as sizc, type of economic activity, mcmbership in distn1lutional coalitions, etc:.

We <an then rewrite Equation (1) with specifie referencc to cacb.cifouP of 6rms, sucb that:

or

wereAS;fSj is the rate ofgrowth ofsales for the ith group, S;lS is the share orthe ith group in aggregate

sales, AE;fEj is the rate of growth of employment for the ith group and Ej/E is the share of the jth

group in aggregate employmenL The elemènts in the fmt square brac:kets denote the business

contn1lution 10 "Inflation" of the ith group, while thosc in the second square brac:kets dcsignate its

corrcspondïng industrial contn1lution. This equation could aIso be re-arranged, sucb thal

~ - .'

whcre the elements in, the square brac:kets DOW denole the combincd business and employment".~,-----:,I
contn1lUtiOD of the ith group'of 6rms 10 the overa11 rate of "Inflation."
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• Tbcse decompositioos are significant in that they enabJe us ta view inflation and restrueturing

as [Wo sides of the same dynamic process. Equations (3) and (4) mm it c1ear that, for the aggregate

rate of "Inflation" se ta vary, there must he changes occurring in the individual contrllutions of the

underlying groups. Focusing on the individual groups, wc ean sec that the business and industry

contn1Jutions of any one of them are determined by two types of factors: firstIy by the short"term

fluctuations in the group's own sales (1::05;/51) and employment (t:>.EI/Ei> and, secondly, by the group's

respective distn1Jutive shares in aggregate sales (5;/S) and aggregate employment (EllE). Moreover,

there is a definite temporal relationship hetween these two types of factors: over lime, the relative

pattern of the groups' rates of growtb affects their respective distn1Jutive shares. There are henee bath

direct and indirect JinJcs hetween rates of growth,. distn1Jutive shares and "Inflation," as described

schematieally by the fol1owing diagram:

Group Rates of Change
(Sales)

Group Rates of Change
(Employment)

Distn1Jutive Sbares
(Employment)

-------->_~:. "Inflation" ~,:-------. Distn1Jutive Shares
(Sales)

•

Tbese relatiooships could he c1assified as occurring under one of three distinct inlIationary regimes listed

in Table 8-1 and which wc now turn ta examine.
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• For the purpose of our subsequent presentation. it is eonvcnient to substitute ,,,riable names

for the standard mathematieal expressions, sucb that

s'" l!.S/S (rate of growth of aggregate sales)

c'" l!.E/E (rate cf growth of aggregate employment)

Si'" l!.S;fS; (rate of growth of sales for the ith group)

ci'" l!.E;fEj (rate of growth of employment for the ith group)

SSi'" S;fS (distn"butivc share of the ith group in aggregate sales)

ES; '" E;fE (distn"butive share of the ith group in aggregate employment)

Strongly Neutral "Inflation"

"Inflation" is said to he srrongly neutral if, over a certain time intervaI T, there are no cbanges

in distn"butive shares. Symbolically, sucb slTUctural invariancc means that

• (5)

and

(6)

l!.SSi,t = 0

l!.ES'l =0, for ail i and for ail lime pcriods t =1, ... ,T
"

Continuous structuraI invariance requires that the respective rates of growth of sales and employment

he always equal aeross ail groups, sucb !ha!:

(7) si,l = Sj,l

and

• (8) Ci,l =cj,l ' for ail i, j and for ail t =1, .•. ,T.
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Weakly Neutral "'nnalion"

An intervaI of weakly neu1ral "Inflation" occurs when there are short-term but no long-term

variations in distnoutivc shares of sales and employmeoL During Ibis period,

(9) t:SSi,1 t- 0

and/or

(10) !:>.ESi,lt- 0, for some i and for some t,

yet, over the entire lime intervaI T, these are merely random fluctuations whicb do not lcad to any

systematic change in the overa11 structure of distnoutive shares.

As defmed above, sucb random res/TUeturing mcaos that there must he some temporal

differeoces hetween the growth patterns of sales and/or employmeot for the various groups, so

(11)

and/or

S,It- s'Il, J,

•

(12) el,l'" eU • for some i, j and for some L

At the same lime, the fact that there is no systematic restructuring in distnoutive shares requires that

the average rates of growth of sales and employmeot he equal aaoss aI1 groups; in other words, that

botb 1;~ 1sl,l and 1;~1el,l he indepeodeot of i for the same T.
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Non-Neutral "Inflation"

A time intervaI ofnon-neutraJ"Inflation" oecurs when there are discernable trends in distnoutn't:

shares for sales and/or for employment. This happens whenever

(13) ~SSi.t '" 0

and/or

(14) ~ESi,t'" 0, for some i and for some t ,

so!hat over the entire intervaI ofT, there are clear rising or falling trends in the share ofaggregate sales

and/or aggregate employment aceounted for by at least some groups of finns.

As in the case ofweaIdy neutral "Inflation," the restrueturing ofsome distnoutive shares requires

!hat

(15)

•

and/or

(16) ei,t'" eJ,t ' for some i # j and for some t ,

but un1iIce in the weaIdy neutraI case, a non-neutraI "Inflation"leads to systematic n:st1Ucturing and !hat

neœssitates !hat the average rates of change for these variables must he different for at least some

groups of firms. SymbolicaIly, this latter condition means that Ei.t Si,t '"

~~lSJ,t and/or~~lel,t# E~lej,t for at least some i# j for the same T•
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To summarizc, the structural nature of aggregate "Inflation" depends aueially on the

disaggregate business and industrial experienee of the underlying groups of finns. If ail groups

experienee the same raIes of growth for sales and for employment, theu the inflationary regime is

Slrongly neutraI in the sense of creating no changes in the relative structure of distnl>utive shares for

these IWO variables. On the other hand, if"Inflation" occurs amid some inter-group variations in the rates

ofchange for sales or employment, then these differentiaIs have a contemporaneous effect on the overaII

structure ofdistnl>utive shares. When the variations betwcen the groups are merely random fluctuations

around a common average, their effeet on distributive shares is only transitory and, in that sense, the

structural nature of "Inflation' could he seen as being wealdy neutraI. When the inter-group differentia!s

are persistent, however, their impact on distnl>utive shares is no longer random. In this case, "Inflation"

is non-neutral and is accompanied by a proeess of systematie restructuring.

To furlher explore the structural aspects of "Inflation,' it is convenient to consider a simple

scenario, where wc focus on a single group of fmns (Group 1) and lump ail the remaining companies

into a second group (Group 2). Il could then he shown lhat, for bath sales and employment, changes

in the distnl>utive share of any one group would depend on ils raIe ofgrowth relative to that of the other

group. Speàfieally, the distnl>utive share for a group will rise, remain the same or falI, depending on

whelher ils rate of growth cxeeeds, equals or falls short of the comparable rate for the other group,

respeetively. These relationships are summarized in Table 8-2.

Table 8-2 Effect of gr0wth-rate differentia!s on distnl>utive shares

Distnl>utive Shares Distnl>utive Shares
Growth Rates (Group 1) (Group 2)

Business Sphere ~, ~2

s, > s2 Rising FaI1ing
s, = s2 Constant Constant
s, < s2 FaI1ing Rising

Industrial Sphere ~, ~2

1:, > 1:2 Rising FaI1ing
1:, = 1:2 Constant Constant• 1:, < 1:2 Falling Rising
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The relationships beIWeen rates of growth and distnbutive shares in turn bear on the

eontnbutions of eaeh group to the overall rate of "Inflation: For a two-group division, the rate of

"Inflation" se is given by

(17) se'" s- e

'" [s,' 55, + s2' 5521- [e,' E5, + e2 ' ES21,

'" [s, • 55, + s2' 5521 + re,· ES, - e2 ' ES21,

where the overa11 business eontnbution to "Inflation" (s) is simply the sum of the individual business

eontnbutions of the IWO groups tEï~,si' 55j), while the overall industrial eontribution to "Inflation" (-e)

is the sum of the individual industry eontributions of the IWo groups tEï~ ,-ej • ES1). Beginning with the

business sphere, we ean assess the relative eontnbution of Group l, by eomparing the overall business

eontnbutions to "Inflation" under IWo distinct eireumstanees: one where 1;;<..iI ~'oups are included in the

universe of fmus, so the overall business eontnbution to "Inflation" is given by the groups' individual

rates of growth for sales, weighed by their respective distnbutive shares, and another in whieh Group 1

is excluded, 50 the overall business contribution is given by the rate of growth of sales for Group 20nly.

The 'business difference' (BD) beIWeen the overall contributions under these IWO situations is givcn by

Equation (18):

(18) BD", [s,· 55, + s2· 552)- s2

=s, . 55, + s2 (552- 1)

= s, • 55, - s2· 55,

=55, (s, - s2) .

When the rate of growth of sales for Group 1 (s,) exceeds that of the second (s2)' the value for BD is

positive, whieh means !hat the business eontribution ofGroup 1 tend.. to augment the rate of"InOation."

Furthermore, over lime, the positive differential in growth rates will augment the distnbutive share of

Group 1 (55,), thus accentuating its business effect on "Inflation: The eonsequences of the rate of
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• growth of saIes for Group 1 being lower !han that of Group 2 are exaetly opposite. In this case, the

negative value for BD implies that the business contrlèution of Group 1 tends to :zbate the rate of

'Inflation' and We also know that. over time, the distributive share of the group declines, hence reducing

the relative significance of the group's business contribution. F'mally, when the rates of growth of saIes

are equal for the two groups, the value for BD is zero, indicating !hat the business contribution to

'inflation' of eacb group is neutral. Also, the equality of growth rates means that the associated wcigbts

(distnbutive shares) remain unaltered.

Similar considerations apply when we examine the relative industry contributions of individual

groups. Comparing the overall industry contnbution to 'inflation" when both groups are included in the

universe of firms, to the overall contnbution when the fust group is excluded, wc get the 'industry

difference' (ID) given by Equation (19):

•
(19) ID" f-e,' ES, - e2 ' ES2J- f-e21

= -e,' ES,- e2 (ES2 - 1)

= -el' ES, + e2 ' ES,

= -ES, (e,- e2)

•

The logic here is identical to the business case but. given that positive growth rates for employment work

to reduce the rate of "Inflation: the conclusions are different. When the rate of growtb of employment

for Group 1 is larger than the rate for the second, the value for ID is negative, wbicb in this case means

that Group 1 tends not to augment, but rather to abale the rate of"inflation." Moreover, the sigDificance

of this abating effect will tend to increase over time, since the growtb-rate differential raiscs the

distributive sbare of Group 1 (ES,). Similarly, when employment for Group 1 changes at a siowcr rate

than employment for Group 2, ID is positive, wbicb in tutu implies that the relative industry contribution

ofGroup 1 tends to augment inflation; furtbermore, the sign;6cance ofthis positive contribution will tend

to decrease with time beeause the differential growtb rates reduce the group's distributive sbare. F'UIa11y.

when the rates of growth of employment for both groups are equa1, the relative industry contribution

of eacb one of them is neutrrzJ. The effects of growth·rate differentials on relative contributions te

"inflation" are summarized in Table 8-3.
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Effect of growth-rate differentials on relative eontnoutions to "Inflation"• Table 8-3

Growth Rates

Business Sphere

s, > s2
s, = s2
s, < s2

Industrial Sphere

e, > e2
e, = e2
e, < e2

Contribution to "Inflation"
(Group 1)

Augmenting
Neutra!
Abating

AbalÏng
Neutra!
Augmenting

Contribution 10 "Inflation"
(Group 2)

AbalÏng
Neutra!
Augmenting

Augmenting
Neutra!
Abating

•

•

In order to assess the combined business and industry contnoution -to "Inflation" of a given

group, we cau examine the value of the 'business and industry difference' (BID) whieh measures the

differenee between the rate of "Inflation" when the group is ineluded in the universe of firms, and the

rate of "Inflation" when it is exeluded. For Group l, this difference is given by Equation (20):

(20) BID", se - se2

= (s, • SS, + s2' SS2) - (e,' ES, + e2' ES2)]- [s2 - e2]

= (s, . SS, + s2 (SS2 - 1)]- [(e,' ES, + e2 (ES2 - 1)]

= (s, . SS, - s2' SS,) - (e, • ES, - e2' ES,)

=SS, (s, - s2)- ES, (e,- e2)

= BD + ID.

The combined business and industry contribution of Group 1 could then be e1assified as being

inflation-augmenting, inflation-neutral, or inf)ation-abating, depending on whether BID is positive, zero

or negative, respectively. The va!ue for BID would in tum depend on the sum of BD and ID.
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8.3 The Principle of Her.erogenelty: InOation as Restructuriog

The inflalionary inleraction heIWecn sales and employmenl (or, helWCCn 'busincss' and 'induslIy'

in general) cao arise under threc differenl regimes. (1) ln a period of 'structural invariance,' "Inflation"

proeeeds amid a perfcet stability of distnoutive shares. The pcrcentage of sales and cmployment

aeeounled for by any partieu1ar group of fmns remains 6xcd througboUl the pcriod. This inflationary

period is one of strong neutrality. (2) Under 'raodom rcstrueturing,' there arc some changes in

distnoutive shares, but thesc cbanges arc traository. Over the period as a whol.. there arc no mcaoingful

trends in distributive shares for eilher sales or employmcot. This pcriod of inflation is one of weak

neutrality. (3) Finally, with 'systematie restrueturing,' inflation is aeeompaoied by some enduring changes

in distnoutive shares. In sucb a period, inflation is non-neutral.

In reality, the occurrence ofstrongly neutrai "Inflation" is highly unIikely. To illustrate !bis point,

consider a mosl simple classification for the corporate scetor of the US. ceonomy, in whicb cvery 6rm

is randomly alloeated to one of IWO groups. Even here, where we have on1y IWO, presumably similar

groups, the probability that, at any point in time, both of thesc groups will cxpcrience identiea1 rates of

growth for sales and for employment, must he very sma1l. In generai, the likelihood of slrong neutra\ity

will diminish as wc extend the length of the period consideree!, or inerease the numher of groups in our

classification. Furthermor.. if instead of using a random classification, wc group firms aeeording to some

specifie criteria, the likelihood of strong neutrality beeomes cven sma1ler (there are numerous ways to

classify any given universe of flTlDs and wc cao he reasonably sure that al least sorne of these

classificationswm unveil certain heterogeneities in the inflationary cxpcrience ofdifferentgroups). These

apriori considerations suggestthat, aithough possible in principl.. a regime of strongly neutral inflation

is bound to he of litt1e practiea1 significaoce. Conscquent1y, we arc led to conclude that, in reality,

inflation must he either wca1dy neutral or non-neutral. Put somcwhat different1y, !bis conclusion mcaos

that, to a Icsser or greater cxtent, inflation is a/ways aprocess ofrestructuring. We label !bis laUer tcoet

as the 'Heterogeneity Principle of Inflation.'
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The Heterogeneity Principle of Inflation stems direct!y from our very elementary

decompositions. We began by decomposing inflation into a dynamic interaction belWeen 'business' and

'industry,' and then furtber decomposed it into the more elementary interactions experienced by

individuaI groups of fums. Next, wc argued !hat the 'business' and 'industria!' expericnces of thesc

groups are hound to be heterogeneous and, hence !hat they must lead to a restructuring of distn1>utive

sbares. Now, since the general process of "Inflation" is defined as a weigbted average of the morc

elementary 'business' and 'industry' experiences of underlying groups of firms, and since thesc individual

experiences are necessarily dissimilar and hence structural, it follows !hat inflation ilSClf must be a

process of restructuring. Note. again, that heterogeneity in the experiences of different groups need not

lead to overall inflation. The Heterogeneity Principle of Inflation mcre1y states that, if thesc

heterogeneous experiences lead to inflation, they must a1so lead to restructuring.

The Heterogeneity Principle of Inflation suggests that in order to anaIyzc inflation we must

focus on the underlying processes of restructuring. The central issue is no longer whether inflation is

struetura1 or not, but rather whether the inflationary process of restructuring is random or systematic;

!hat is, whether inflation is weakly neutral or non-neutral. Note that the Heterogeneity Principle of

Inflation - the view of inflation as a process of restructuring - is essentially deductive. "Inflation" is

deemed to he restructurai simply hecause, statistically, we cannot expect it to he otherwise. The concrete

nature of restructuring, howcver, cannot he specilied by a pn'ori deductions and must he explored

empirically. Economie restructuring is a complex historical process. The driving forces of restructuring

are inherently non-stationary and 50 is their impact on inflation. Structural change may he quantitative

as weil as qualitative and it may proceed smoothly or in quantum lcaps. AIl of this suggests thal we

cannot and need not look for a catch-ail, 'universa\' theory for inflation. If inflation is indeed the

manifestation of an on-going economic restrueturing, il, too, must he anaIyzcd as an historicaJ process.

In Chapter 6, wc followed Oison and Veblen and argued !hat the carly emergence of

'stagflation' during the turn of the century was closely related to the rise of distributional coalitions, and

!hat the subsequent evolution of thesc coalitions provide the main key toward understanding the modem

history of stagnation and inflation. Wc nOW tum to approach this link hetween corporate restrueturing
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and macroeconomic performance in IWo related steps. Beginning in this chapter, WC fOOlS on the process

of aggregale concentration and explore the inllatiOIl2IY dynamics of core and periphery in a dual

economy. Theo, in Cbapler 9, wc turn to the mutuaI causes ofinllation and restructuring as theyemerge

from 'differentia1 pecuniary accumulation.'

8.4 Aggngate Conc:entratioD: The InflatiOlllllY D,namks or. Dual Ecoaomy

One of the most imponant transformations underlying the dcvcIopment of modem capitalism

since the mid·l9th ccntury bas been the proeess of aggregate concentration, or the graduai temporal

increase in the share of total activity accounted for by the largeS! firms in the economy. The potentia1

significance of that proeess was already pointed out by Marx, Hilferding and Veblen, but it became a

major fOOlS for research ooly after the merger wave of the 1920s.5 Following the publication of Berle

and Means' The Modem CorpolTllion andPrivate Property in 1932, many writers hegan to identify a new

'dual·economy' structure, consisting of a 'core' of a few hundred large oligopolies, surrounded by a

'periphery' of numerons, relatively small fmns with Iittle or no market power. The relative size of these

IWo sectors have not remained stable, of course, and kep! cbanging witb the process of aggregate

concentration. Most students of the subject have tended to perccive this proeess as baving an indirect

effect on inflation. The common view of price as an 'industry variable' implies !hat the level ofaggregate

concentration affects inflation ooly inasmuch as it influences the structure and hehaviour of individual

industries. The primary foeus of attention is on the degree of 'competition.' For example, if the proeess

of aggregate concentration increases the concentration ratios in specific industries, there may he a

reduction in the intensity of price competition wbicb, in turn, may affect the nature of inflation in the

relevant markets. Or, if the proeess of aggregate concentration involves an increased diversification for

large firms, the reciprocity of relations among them may induce a Iive·and-let-Iive strategy, lessen the

degree of intra·indn>try competition and, hencc, affect the nature of inflation in some markets. It should

he noted that while the proeess of aggregate concentration may reduce the extent of industrial

competition, this, in itself, need not lead to higber inflation. Wbile there is some agreement among

5 For review and selected bibliography on aggregate concentration, sec for example Scberer and
Ross (1990, ch. 3) and Weiss (1983).
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economists that reduced competition raises price-cost margins, there is wide disagreement regarding ils

effect on inflation (sec Chapter 4).

For our own purpose, however, the signifieance of existing anaJyses in !bis arca stems not so

much from their different conclusions, but more from their common methodologiealassurnptions. Sincc

the 193Os, most researchers have tended to consider economic structure (including aggregatc

concentration) as an independent variable, an~ factor which merely aITects the process of

inflation. Mainstream macroeconomists, for example, prefer to focus on a perfeetly competitive structure

and anaIyze the effect of supply and demand on the infIationary mechanism. Structural theorists, on the

other hand, emphasize the eITects on inflation of non-competitive institutions such as oligopolistic

interdependency, markup prieing, or 'pull-push' interactions. But in both of these general approaches,

economic structure remains essentially an independent, given factor. There is no denial, of course, thal

structures ean and do change. Moreover, some economists would readily concede that changes in

structure may themselves be affected by the on-going process of inflation. Vet these aspects are

extraneous to the analysis of inflation itself. When there is a 'structural change' (usually interpreted as

an isoiated qualitative shift in functional relationships), the eITects of that change on inl1ation need to

be evaluated, but the source of the change itself cau be left outside the scope of analysis.

Our own view on the reiationship betwcen structure and inflation is radically diITerent. For us,

inflation is not 'inl1uenced' by changes in structures, but is rather a manifestation of those changes. We

do not seek to identify the 'eITeet' of structural change on inflation, nor do wc look for the 'impact'

inflation has On structure. Instead of considering these as IWO distinct (though interrelated) processes,

WC view inflation and structural change as being IWO sides ofthe same process: the process of inflation

is a process of restructuring. From Ibis perspective, aggregate concentration is no longer an external

'factor' which may or may not affect inflation.lnstead, WC propose the view that aggregate concentration

is an inflationary process, or, conversely, that inflation is, in itself, a manifestation of aggregate

concentration processes. Let US explore this proposition in some detai].
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Wben wc refer to level of aggregate conccntration, wc customary focus on some key variable

sucb as sales, value added, assets o. employmenL For example, the degree of aggregate concentration

in the universe ofnon-fmancial corporations May be approximated by the share of total assets aeeounted

for by the Iargest 1,000 non-financial firms.. ::lr, the Ievel of aggregate concentration among industrial

companies may be estimated by the sbare ~: total sales aeeounted for by the SOO Iargest industrial

corporations. Similarly, the extent of aggregate concentration in manufaeturing c:an be indicated by the

share of total employment aeeounted IG:"· by the Iargest 200 manufaeturing corporations. An

aggregate-conccntration ratio is customarily delined as:

whereACRxis the aggrcgate concentration ratio for the kcyvariable (sucb as sales or cmployment),XL

denotes the key variable for a given group of the Iargest corporations and X is the key variable for ail

corporations in the relevant universe. Given !bis delinition for the level of aggrcgate concentration, WC

c:an similarly defme an alternative index indicating the degree of 'aggregate dispersion,' sucb that

(22) ADRx" XoIX,

where ADRx denotes the aggregate-dispersion ratio for the key variable, Xc is the kcy variable for ail

corporations other than the Iargest ones and X is the kcy variable for ail corporations in the relevant

unïverse. The cboice of 'aggregate dispersion' as a label for this ratio secms appropriate mcc it is simply

the complement of the aggregate-conccntration ratio (ADRx = 1- ACRx)' Because the 'ether' firms

are by defmition smaller than the \argest, an inaease in the rate of aggregate dispersion (a deaease in

the rate of aggregate conccntration) implies that X is more equally distributed between the IWO types

of lirms.

Note that the levels of aggregate concentratiOQ and aggrcgate dispersion are nothing but the

relevant distnllutive shares associated with the group of Iargest firms and the group of 'ether' 6rms,

respectively. Foeusing our inquiry specifieally on aggrcgate sales (S) and aggregate employment (E) as
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the two kcy variables for a given universe of firms, wc can wntc:

(22a) ADRS = SoiS,

and

(22b) ADRE = EoIE.

whereACRS andADRS denote the respective aggregate concentration and dispersion ratios for sales,

ACRE and ADRE denote the corresponding aggregate concentration and dispersion ratios for

employment, the subsaipt L refers to a specified group of the largest corporations and the suhsaipt 0

denotes ail 'other' companies. These aggregate concentration and dispersion ratios could he readily used

in our structural decomposition of "Inflation" as descrihed hy Equation (4) in Section 8-2. Tbere wc

defined the rate of"Inflation" in a specifie universe as a weighted average of the separate contnDutions

a:ade hy n different groups of.firms, sucb that

or

\were SI wu the rate ofgrowth of sales for the ith group (ASI/S~.5S, denoted the share of the ith group

!in aggregate sales (SlS). ~ignatedthe rate ofgrowth of employment for the ith group (AE,IE~aad

ES, stood for the share of the ith group in aggregate employment (EliE). Wlth only IWO Wlderlying
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groups of corporations, we ean substitute L for i=l (denoting the Iargest corporations) and 0 for i=2

(denoting the 'other' companies) and obtain the following definition for "Inflation":

This could be also rewritten with explicit referenee to aggregate coneentration and dispersion ratios, sueb

that

Aecording to Equation (23a), the rate of "Inflation" is determined by IWO different 'business-industry'

interactions: one oceurring in the realm of the largest corporations and the other oeeurring in the

domain of 'other,' smaller fmns. Furthermore, the Heterogeneity Principle of Inflation suggests that,

over lime, the rates of growth of bath sales and employment will undoubtedly differ between the two

groups, causing ebanges in the corresponding aggregate coneentration and dispersion ratios. Viewed

from this partieular perspective, "Inflation" and the dynamies of a dual corporate structure are inlimately

related processes: to the extent that differenees between the rates of growth of sales and employment

for Iarger and smaller firms do lead to overall "Inflation,' !bey also work to ebange the aggregate

coneentration ratios for these two variables.

The crucial question, again, is whether these structural dynamies are random or systematic. In

a regime of random restructuring, where there are no clear long-term ebanges in distn"butive shares, it

is bard to view the process of aggregate concentration as a crucial inflationary foree. A regime of

systematic restructuring, on the other hand, means the distn"butive shares of either sales, employment,

or both, are subject to long-term ebanges and, hence, that inflation may be driven, at Ieast partiaIIy, by

underlying ebanges in aggregate coneentration. Il is those systematic, 'non"neutra1' structural

transformations whieb we seek to explore. In the remaining part of Ibis ebapter wc examine the

infiationary restructuring of the US. Manufacturing and Mining sector during the three deeades

extending from the mid-1950s until the mid·l980s.
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• 8.S The Manufaeturing and Mining Sector: Definitions and Data

Our empiricaI analysis focuses on the U.S. Manuracturing and Mining sector which wc label

;

•

• ..

M&M for conveniencc. We derme the M&M sector as the universe of aD U.S.-based corporations for

which the largest single line of activity in terms of sales is either in manuracturing or in mining. M&M

firms may be involved in ad1itional, non-M&M areas; furthermore, the combined sales revenues from

IWO or more of those other lines of activity may exceed those coming from manuracturing or mining

proper. The sole criterion for includîng a corporation in Ibis universe is !hat manuracturing or mining

conlnoute to its sales more than any other single type of business. Our focus On M&M corporations

(which roughly corresponds to the so-caIIed 'industrial sector' of the us. economy) cau be justified on

IWO grounds. rlrst, a1though the relative size of tbe manuracturing and mining bas declined in rcccnt

decades, it is still tbe largest sector in tbe US. economy, accounting for over 25 percent of tbe GDP.

Second, much of the rcsearch On aggregate concentration foe::.<t::l on the 'industrial sector' (particularly

manuracturing) and it would bencc be interesting to explore the inflationary aspects of tbis specific

concentration process.

We deline tbe rate of 'Inflation' in tbe M&M sector as tbe differencc betwcen tbe rate of
~.

change of aggregate sales and tbe,r:.tÎeof change of aggregate employment of ail M&M companies.

Because M&M 'Inflation' is an enterprise-based process, tbe basic series of aggregate sales and

aggregate employment sbould encompass tbe entirc domain of M&M activities. Tbese variables must

reflect manuracturing and mining, as weil as other areas in which M&M corporations bappen to be

involved; furthermore, in addition to domestic activity, the variables must aIso include aD foreign

operations of M&M companies. From our perspective, tben, the rate of M&M 'Inflation' is a

comprebensive index, describing the infIationary interaction between the entire, worldwide 'business' and

'industrial' domains of aD M&M corporations.

Given tbis framework, our task is to decompose M&M ·Inflation· to the separate contributions

of the large and smaDer rums, in the manner suggested by equations (23) and (23a) of the previous
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section. This empiricaI deeomposition seems 10 requite only several simple selS of dala. Ideally, wc

would begin wilh lime-series for aggregale saIes and aggregale employmenl of the M&M seclor. These

data would be furlher elassified by corporale size, with separale series for the largest and 'other'

corporalions. For example, wc May have saIes and employment lime-series for, say, the largest 50,100,

200, SOO and 1,000 corporations in the M&M universe. Each of these lime-series corresponds, ofcourse,

to a differenl defmition of the 'core' group of largest firms. The series for the eomplementary groups

of 'other,' 'pcriphery' corporalions eould then be ealeulated as the difference between the aggregate

M&M series and the appropriate series for the largest firms. For instance, if wc chose the SOO largest

corporations as our group of large flnDs, the saIes of the 'other' corporations would amount to aggregate

M&M sales less the saIes revenues aecounted for by the Iargest SOO firms. The existence of alternative

size-breakdowns for the data would enable us to analyze the inflationary dynamies of core and perîphery

in eonsiderable detail. We would be able to explore the temporal dynamies oeeurring in the rates of

change of sales and employment for the largest and 'other' corporations, the reIated changes in

distn"butive sbares and the consequent evolution of the overaIl rate of "Inflation" in the M&M

seclor - and this wc could do for each of the different cutoff levels between the largest and 'other'

corporations. By examining the resullS emerging from such alterative size-breakdowns, wc could better

discem systematie aspcel5 of inflationary restrueturing.6

The time-series necessary for !bis type of analysis seem simple enough, but unfortunately, such

data are not readily available. In the United States, official statisties on saIes and employment are

reported under separate and ofien ineompatible classifications. Corporate saIes data are available, for

example, from Sraristics ofIncome, Corporations Income Tar Rerums, publisbed by the InternaI Revenue

SeMce, or from Quarlerly FinancialReponsforManufacruring, MlIIingand Trade Corporations, publisbed

by the Bureau of the Census. These data are classified aceording to major industry and size of reporting

unit. The above publications do not provide any employment statisties, however. Those latter data are

6 A decomposition of "Inflation" based on a single cutoff level May fail to reveal important aspects
of restrueturing. For example, suppose the inflationary experience typïeal to the SOO largest corporations
is markedly different from the experience charaeterizing the remaining 'other' firms. Now, assume !hat
instead of choosing SOO as our appropriate cutoff number for the largest eorporations, wc choose 50.
This will surely 'contaminate'the indices of the 'other' flnDS with the different experience of large firms
and, if tbis data contamination is sufficiently significant, it May mislead us to eonclude !hat there was
no systematic restrueturlng.
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coUated by estab1ishment s=ys and ==and are reported on the basis of industriaI rathcr than

corporate classifications. Some of these employment figures, sucb as the ones reported in the County

Business Patterns of the US. Bureau of the Census, are broken down by plant size, but there is no

simple relationship hetween this estab1ishment-based classification and available sizc breakdowns for

corporations.7 Given these incompatibilities, it seems evident that e>isting statistics are far from being

fully adequate for our pnrposc. At the same time, these data are not altogether usc1ess. As wc

demonsttate below, it is possible to combine information from =aI sources, wbich although not

perfeet, may stil1 help us unveil seme important aspects in the dynamie interaetÏon of inflation and

aggregate concentration.

As noted earlier, the cboice of the M&M sector as the subject of analysis was affected by the

relative sizc of that sector in the economy and by its apparent significance for research on aggregate

concentration. A third important reason for this cboice was the relatîvc accessibility of 1arge-6rm data.

The M&M sector seems to he the ooly sector in the Us. economy for wbich wc bave readily available,

coherent and uninterrupted data series for the sales and employment of the largest corporations. Sucb

information is available from the annual 'Fortune SOO' directory. This listing, wbich includes the SOO

largest industriaI 6rms in the US~ bas been publisbed by FOItunt: Magazine since 1954.8 The fact that

the 'Fortune SOO' directoty provides the oaly easily accessible set of data for the sales and employment

of 1arge M&M 6rms means that, for the purpose of this worle, wc bave no llexibility in cboosing the

'appropriate' cutoffhetween the largest and 'other' corporations; given these data, then, wc provisional1y

de6ne the 'core' as coosisting of the Fortune-SOO 6rms and the 'periphery' as including all remaining

M&M corporations.

7 An exception is the study by Cbnrcbill (1954) who ana1yzed the sizc distribution ofail US. private,
nonfarm enterprises (exœpt professioaal services) hetween 1945 and 1951. Unfortunatc1y, ber analysis
focused solc1y on cmployment and did not contain any information on other variables such as sales, or
value added.

8 Fortune Magazine publisbes se=a1 additioaal directories for 1arge 6nnsoperating in otber sectan,
suchasbanlâng, rctaiI, uh1ities, transportation,orservices. Unfortunatcly, tbesc directoriesarcsomewhal
deJicient for our pnrposc. Fust, the sizc of the 1arge group bas orteil beeII modified (for czample, from
50 to 100 in the case ofboth commercial banks and diYcrsified service companies). Sccoad, ail of thesc
otber directories contain a c:onsiderabIc time pp in thcir cmploymcnt series (ao cmpJoyment data wcre
rcported between 1957 and 1964, inclasiw:). or course, tbesc listings c:ouJd stil1 bc ascd for studics
cowcring a shortcr lime span.
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With these comments, wc have completcd the gcncral sctup ofour cmpirical framcwork. Haw,g

outlincd the broad boundaries of the M&M scctor and the dividing line bctwccn largcst and 'othcr' firms

composing this univcrsc, wc cau DOW tom to a more precise diso,ssioQ of the variables and data sources.

Our anaIysis rcquircs 6 basie lime-series: 3 sales series (for the M&M scctor, for the Fortune 500 and

for the 'Others') and 3 corrcsponding cmployment series (again, for the M&M scctor, the Fortune 500

and the 'Others'). Let us examine the definition and sources for cach of these variables.

M&M Sales consist ofgross worldwide opcrating rccciplS of all US.-bascd manufacturing and

mining corporations. Scparate annual data for manufacturing and for mining are publishcd by the

Intcmal Revenue Service (IRS) of the US. Dep<qtment of the TrcasUlj' in ils S/atistics of Income,

Corporations Income Tar Retums. The IRS dcfines manufacturing corporations as ones for which the

Iargcst single line of activity is in manufacturing, while mining corporations are those for which mining

operations constitute the largest line of business. By combining the data for these two groups, wc get

the total sales of all US.-based corporations for wbich manufacturing or mining are the largcst single

source of revenues.

Fortune-5OQ Sales include the aggregate worldwide sales of the 500 largest industrial

corporations based in the United States. These data are published annually by the Fortune Magazine in

ils 'Fortune 500' listings. Fortune dermes industrial corporations as those wbich derive 50 percent or

more of their sales from manufacturing and/or mining activity. This de6nition is more rcstricted than

our own in that it excludes tbose rlrDlS for wbich manufacturing and mining - thougb the largcst single

line of activity - still aecount for Jess than 50 percent of total sales.

'Others' Sales denote the total worldwide sales of all US.-bascd manufacturing and mining

corporations, excluding the sales ofFortune-5OO corporations.Thisvariable is computcd as the differcnce

betwccn M&M sales and the sales revenues obtaincd by the Fortune 500. Il may thus reOect the sales

of \arge M&M corporations wbich were nevertheless excludcd from the Fortune-5OO 1istingbecause less

than 50 percent of thcir sales revenues came from manufacturing and/or mining
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M&M Employment is defmed as the som ofdomestic employment in manufacturing and mining

industries and the imputed employment of foreign afIi1iates of U.S.-based M&M fmns. In principlc,

M&M employment should denote the total worldwide employment of M&M corporations but, as wc

explained carlier, such data are not readily avai1able. E.yjsting data are delicient for two principal

rcasons. F1I'Stly, domestic employment ligures are avai1able On an industry-based classification only and,

secondly, data on the employment of foreign afIi1iates of U.s.-based companies became avai1able only

since 1982. These restrictions force US to use some approximations and imputations. For the domestie

component of M&M employment we use the employment ligures for manufacturing and mining

industries as published by the Bureau ofLabor Statistics of the U.S. Department of Labor (BLS) in The

Employment Situation - Establishment Survey Employment and Eamings [data were retrieved from

Citibase (1990), series LPEM and LPMI, p. IX-2-1]. These are industry-based series and, hence. they

exclude aU domestie M&M employment in areas other than manufacturing and mining. On the other

band, the series include the manufaeturing and mining employment of non-M&M fmns (linos for

which manufacturing or mining are not the largest single line of business).9 The foreign component of

M&M employment (namely, employment by foreign affiliates of M&M corporations) is imputed on the

basis of data on multinational companies published by the U.S. Bureau of Economie Analysis in the

Survey ofCurrent Business. (The exact methoc! of imputation and its rationale are explained in Appendix

B.) Unlike the domestie data, the imputed ligures for foreign employment reOect aU foreign employees

of M&M fmns, including those who work in industries other than manufacturing or mining. Together,

these considerations indicate tbat the variable of M&M Employment is likely to be inaccurate to some

extenl. We feelthatthe exclusion ofdomestie employees working in areas other than manufacturing and

mining is Iikely tooutweigh the improper inclusion of non-M&M employees and, hence, that our fmal

nombers will tend to underestimate the actua1 employment of M&M corporations. Unfortunately, it is

bard to assess the extent of this potential bias without additional evidence. The imputation of foreign

9 Note that establishment-based employment statistics published by the BLS include, in addition to
corporate employment, aIso the employment of proprietorships and partnerships. This does not present
any serious problem for our purpose here, because the extent of non-corporate employment in
manufacturing and mining is only marginal.
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M&M employment May also be imprccisc, but here, too, we have no additional data to assess the scope

of potential bias.

Fortune-5OQ Emplovment represents the total worldwide labour force employed by the 500

Iargest industrial corporations based in the United States. The data are derived from the 'Fortune 500'

listings discussed above. They differ from the overall M&M emp10yment figures in that they include

domestie M&M employment in fields other !han manufacturing and mining but exc\ude domestic

manufacturing and mining employment by non-M&M Iirms. Furthermore, the data exc\ude the

employment of M&M firms for whicb manufacturing and mining account for less than 50 percent of

overall sales. Again, the extent of these inaccuracies is hopefully Iimited, but this is hard to ascertain with

available information.

'Others' Emplovment is computed as the difference between M&M Employment and

Fortune-5OO Employment. Given the incompatibilities between the definitions of these latter variables

and given the potential inaccuracies in their estimation, the variable for 'Others' Employment must he

talten as only a rough approximation for employment by smaller M&M corporations.10

The significance of inaceuracies in these sales and employment series should not he

over-emphasized, however. In analyzing the inIlationary aspects of aggregate concentration, our primary

focus is not 50 mucb on the absolute levels of sales or employmenl, but rather on their rates of growth

and distnbutive shares. These latter ratios are likely to be less sensitive to potential inaccuracies than

the raw data are. Furthermore, in examining rates of change, distnbutive shares and even the raw data

themselves, wc are not eoncemed with exact levels, but only with general trends and overnlltendencies.

This maltes any data imprecision less significant. Indeed, as wc demonstrate below, the cxïstence ofsucb

10 Note that smaller M&M firms are likely to be more confined to manufacturing or mining !han
are the larger diversified Fortune·5OO corporations. Note also that Most ofthese smaller firms are bound
to concentrate primarily on domcstic activity and to have relatively small foreign operations. ln principle,
then, 'Others' Employment is likely to be a subset ofdomestic employment in manufacturing and mining
industries. Yel, because of data deficiencies, wc must paradoxieally approximate this variable as a
rcsidual between the worldwide employment of M&M and Fortune-5OO fmns.
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• inaccuracies would matter \ittle to the questions we seek to answcr and to the conclusions at which we

arrive.

8.6 Aggregate Concentration and InDation ln the Manufacturlng and Mlnlng Sector

To facilitate our presentation, wc adopt the following notations for variables pertaining to the

M&M universe, the Fortune 500 and the 'Others:

Table lI-4 Variable definitions and names for the M&M seolor

Variable Name

Variable Defmition M&M Fortune 500 ·Otbcrs-

Sales ($ billion) MS FS OS
SI

Sales Growth (annual rate of change, percent) ms fs os
AS/SI

• Distn"butive Share in Aggregate Sales FSS OSS
SilS

Employment (millions) ME FE OE
El

Employment Growth (annual rate of change, percent) me fe oc
AEIIEI

Distn"butive Share in Aggregate Employment FES OES
EliE

"Inflation" (annual rate of change, percent) mse fse ose
sel

Contn"bution to "Inflation" (percentage points) FCON OCON
(ASI/SI)(SI/S)- (AEI/E1)(E/E)

•

We begin our empirical analysis with a simple graphical presentation of M&M "Inflation"

between 1955 and 1986. (This is tbe lime span for which WC bave a complete data set. Data for some

variables extend beyond that period and are reported whenever they are available.) Figure 8-la desaibes

the basic interaction between 'business' and 'industry' in the M&M seetor, as proposed ear\ier in

Cbapter 7. There are IWO lines in the figure, one denoting the annual rate of growlh of sales ms, and
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• Figure 8-18 A deromposition of M&M "Inflation"
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the other describing the annual rate of growth of employment me. The rate of "Inflation" mse is defmed

as the differenee between these two rates ofgrowth and, graphica11y, it is designated by the area between

the two Iines in the diagram. Note that the "Inflation" area between the two Iines is either shaded or

white. Intervals for which the "Inflation" area is completely shaded denote periods in which both sales

and employment wcre growing; intervals for which the "Inflation" area is complete1y white designate

periods in which both sales and employment were falling; final1y, interva1s for the "Inflation" area i.

partly shaded and partly white, describe periods in which sales were rising and employment was fa11ing.

(The year of 1986, when both "Inflation" and the rate ofgrowth ofemployment wcre negative, constitutes

an exoeption to these rules). In Figure 8-1b wc char! the aetual values for the rate of M&M "Inflation"

and contrast them with the annual rates of change of the Producer Price Index for industrial

commodities.11 This latter comparison demonstrates the validity of our claim in Chapter 7 on the

underlying Iink between "Inflation" and more traditional, price-based indices for inflation. The close

positive correlation between M&M "Inflation" and the rate of change of the PPI for industrial

commodities seems to support the view that both indices reflect the same dynamic interaction between

'business' and 'industry.'12 In Table 8-5 we supply summary slatistics for the data charted in the figures.

Table 8-S Average rates f<lor sales growth, employment growth and "Inflation" in the M&M
sector (percent)

•

Sales Growth Employment Growth "Inflation"
Period (ms) (me) (mse)

1955-69 6.6 (42) 1.7 (2.0) 4.9 (4.9)

1970-86 8.5 (8.6) 0.4 (3.7) 8.1 (7.0)

1955-86 7.6 (6.9) 1.0 (3.4) 6.6 (5.5)

• Standard deviations (in percentage points) are denoted in brackets.

11 Data on the Producer Price Index for industria1 commodities are from Cilibase (1990), series
PWIc, p. V-1-3,1982= 1.00. These data are originaJ1y pub1ished by the Bureau of Labot Statistics of the
US. Department of Commerce, in Produeer Priee Inderes.,

12 The bigh correlation is even more interesting when wc note that M&M "Inflation" covers
worldwide activities ofM&M fllDls (includiDg areas other than manufaeturing and mining) while the rate
of change of the PPI index for industrial commodities is restricted only to manufaeturing and mining
commodities sold in the United States.
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ln cxamining FlgUtes 8-1a and 8-1b together with the summary data provided in Table 8-5, we

cao roughly distinguish between two main periods: one beginning in the Mid 1950s and ending in the late

19605 and, another, starling in the carly 19705 and extending untiI the mid 198Os. (In Table 8-5 wc

choose 1969/1970 as the point of 'transition' between the IWO period. This partieular choice is ofcourse

arbitrary to some extent and a somewhat carlier or latter date May be equally valid.) In the first period,

the rates of growth of sales and employment wcre re1ativeIy close to cach other and their temporal

behaviour was quite simiIar. This pattern of interaction gencrated a relatively low and stable rate of

"Inflation" for the M&M sector (the degree of stability or volatility for cach variable could he assessed

in rcference to standard deviations reported in Table 8-5). The temporal relationsbip between the

variables seems to have changed in the subsequent period aCter 1970. There was an inerease in the

average rate of growth of sales, coupled with a marked deeline in the average rate of growth of

employment whieh, together, caused a rise in average rate of"Inflation." AIso, the carlier synebronization

between the rates of groWlh of sales and employment broke down, with a resulting inerease in the

volatility of "Inflation." (Il would appear thal, during the carly 198Os, there was a relurn to the carlier

pattern of inleraclion bul, as wc show below, there are slrong rcasons 10 keep thase latter years as part

of lhe poSI-I970 period.) This hislorical shift from a low and stable "Inflation" in the pre-1970 period,

10 a higher and more volalüe "Inflalion" in the subsequent period, is intimately linked 10 underlying

proeesses of aggregale concenlralion which wc now tom to explore.

Based on Equations (23) in Section 8-4, the rate of M&M "Inflation" (mse) could be written,

such !hat

(24) mse'" ifs· FSS - Je· FES) + (os' OSS - oe· OES)

'" FCON + OCON,

where the elements in the first brackets denote the percent-point contn1>ution to inflation of the

Fortune-SOO group of corporations (FCON), while thase in the second brackets designate the

corresponding contn1>ution of the 'Others' (OCON). Following the taxonomy developed in Section 8-2,
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we cxpect!hat the course ofM&M "Inflation" be affected by two factors: (1) the rates of growtb of sales

and employment unique to caeb group (and hence the group-specifie rates of "Inflation"), and (2) the

aggregate concentration and dispersion ratios (or distributive shares) for sales and employment. We

examine the related evolution of these two factors in reference to rJgU1"es 8-2a and 8-2h.

rJgU1"e 8-2a ebarts the annual rate of "Inflation" for the Fortune 500 ([se) between 1955 and

1989, and the annual rate of "Inflation" for the 'Others' (ose) between 1955 and 1986. Two other

variables are ploued in rlgll1"e 8-2h. The first is the aggregate concentration ratio for sales, measured

by the share of M&M sales aeeounted for by the Fortune SOO (FSS). Values for tbis variable are

available for the period between 1954 and 1986. The second variable is the aggregate concentration ratio

for employment, ealeu1ated as the share of these fmns in M&M employment (FES). Data for this

variable are available for the 1954-1988 periocl. Based On these two figures, WC ean provisionally

distinguish between two main inflationary regimes separated by a short interval of time. rll'Sl, there was

a long period of systematic restructuring, occurring between 1954 and 1970; tbis phase was followcd by

brief transitionary interval of random restructuring, taking place between 1971 and 1974; fmally, therc

was another long period of systematic restructuring, extending between 1975 and 1986. Summary

slatistics for these tmee periods are given in Table 8-6.

Table 8-6 Inflationary regimes in the M&M sector: summary slatistics

Average Rate of "Inflation" (percent) Aggregate Concentration

Period of Fortune SOO 'Others' Sales Employment
Restrueturing ((se) (ose) (FSS) (FES)

Systematic
1954-70 4.0 5.7 Rising Rising

Radom
1971"74 14.8 15.7 Stable Stable

Systcmatic
1975-86 75 3.8 Stable FaI1ing
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• FIgUre 8-23 "Inflation": Fonune 500 :;ersus the 'Others'
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Note that while the precise demareation of the periods is necessarily arbitrary, the existence of

at least two (and possibly threc) distinetly different inflationary regimes seems evident. The first period.

between 1954 and 1970, was marked by an almost continuous inc:rease in the aggregate concentration

ratios for both sales and employment. The Fortune-500 firms raised their share of aggregate M&M sales

from 50 percent in 1954, to 65 percent in 1970. The inaease in the aggregate concentration ratio for

employment was even faster, with the share of Fortune-500 corporations in total M&M employment

rising from 43 percent in 1954, to 65 percent in 1970. The fact that the share of Fortune-500 companies

in M&M employment rose faster than their share in M&M sales acted to mitigate their own rate of

"Inflation" when compared with that of the 'other' firms.13 This disparity between the two rates of

"Inflation" eau be seen in Figure 8'-2a. (As indieated in Table 8-6, over the entire 1955-1970 period. the

average rate of "Inflation" for the 'Others' was 5.7 percent, while the corresponding rate for the

Fortune 500 was only 4.0.)

The short intervai between 1971 and 1974 eau be viewed as a separate transitory period. During

those years, the M&M sector experienced very Unie cbanges in aggregate concentration ratios for either

sales or employment, both of whicb lIuctuated mildly around the 6S-perccnt mark. Moreover, the

moderate variations in the two variables wcre almost identieai to cacb other. The relative stability and

simiIarity of these aggregate concentration ratios was assoc:iated with a parallcl similarity between the

rates oi"iniiation" for Fortune 500 and the 'Others,' as eau be secn in Figure 8'-2a.14 (Over tbis period,

the average rate of "Inflation" was 14.8 percent for the Fortune 500 and 15.7 for the 'Others:)

13 To explain this relationship, let u~ derme the 'sales ratio' SR, as the ratio between the sales of the
Fortune 500 and the 'Others,' sucb that SR .. FS/OS. Simi1arly, let the 'employment ratio' ER be cquai
to the ratio between the employment of the two groups, su ER R FE/OE. It could then be shown that
when the rate of change for aggregate concentration in the business sphere FSS is lowcr than the rate
of change ofaggregate concentration in the industrial sphereFES, sucb that6.FSS/FSS < 6.FES/FES,
the rate of cbange of the 'sales ratio' must aIso be lowcr than the rate of change of the 'employment
ratio,' su 6.SR/SR < 6.Efl/ER. Given the dcfmitions for SR and ER, this Iast incquality impUes that
(ft - os) < (Je - oe), whicb in tom means that (Js - le) < (os- oe), su that Ise < ose. We eau thus
conc1ude that, in order for the rate ofgrowth of asgrcgate concentration for employment to c:xceed the
rate of growth of aggregate concentration for sales, as happened during the 19505 and 196Os, the rate
of "Inflation" for the Fortune 500 must be lower than the comparable rate for the 'other' finns.

14 FoÛowing the, argument presented in the prcceding footnotc, wc know that, when the asgrcgate
concentration ratios th the business and industrial sphere are apprOllimately cquai, sucb thatFSS Al FES,
wc eau aIso write that (Js - os) '" (Je - oe), or Ise'" ose. In other words, for the rates of aggregate
concentration in the two spheres to move more or less together, the two groups must expcrience simi1ar
rates of "Inflation."
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The fmal period between 1975 and 1986 was, again, marked by systematic restructuring. The

aggregate concentration ratio for sales appears to have been relatively stable. The aggregate

concentration ratio for employment, on the other band, cxpcrienced a cIear pattern ofcontinuous decline

between 1975 and 1988. The effeets of these two related developments on the group-specific rates of

"Inflation" were quite cIear. The Cact that Fortune-500 firms maintained their relative share of M&M

sales at a lime when their share of M&M employment was fa1ling, implies that their rate of ~&Dflation"

was necessari1y bigber than the comparable rate for the 'ether' firms in that sector.15 The consistent

difference between the two rates of "Inflation" is evident from the data eharted in FJgUre 8-2a. (l'he

summary statistics in Table 8-6 indicate that, over the 1975-86 period, the average rate of "Inflation" for

the 'Others' was 3.8 percent, while the comparable average for the Fortune-500 flmls was almost double,

at 75 percenL)

In summary, these observations reveal that beneath the simple appearance of price inflation in

the M&M sector thcre is indeed another, perhaps more fundamental, process of dynamic restructuring.

Furthermore, it seems that, over the past three decades, this process of inflationary restructuring was

remarkably sys/ema/ïe in nature. With the possible exception of a short transitory phase, the infIationary

process of restructuring foUowed two distinctly different patterns.16 The lirst part of this period,

extending between the mid 1950s and the late 196Os, was marked by a relatively low and stable

"Inflation," with the rates for the large Fortune-500 firms being generaUy lower than the comparable

rates for the 'other' smaUer flmls. The systematic restructuring underlying this infIationary pattern

invo1ved a continuous increase in the aggregate concentration ratio for sales, coupled with an even faster

rise in the aggregate concentration ratio for employmenL The second part of the perlod, beginning in

the carly 19105 and continuing into the Iate 198Os, was marked by a much bigber and more volatile

"Inflation." In addition, the relative infIationary experience of each group of firms now seemed to have

15 When FSS is approximately stable wbile FES is actuaUy faDing (or, in genera1, whèn
t.FSS/FSS > t.FES/FES), weknowthat(fs- os) > (fe- ce), whichinturnimpliesthat(fs- Je) > (os
- ce). or that Ise > ose, 50 "Inf\ation" for the Fortune 500 must exceed that of the 'OtherS.'

16 Nole that il is not necessary 10 identify the 1971-1974 period as a separate phase. Based on
FIgIlre 8-2b, it is aIso plausible to consider the entire post-I970 period· as single phase of systematie
restructuring. .

".::::f
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been reversed. After a short transitory phase (1971-1974) in which the rates of "Inflation" for both large

and smaller firms were more or less equal, the Fortune-500 companies started to experienee

systematically higher rates than their smaller counterparts. Much Iike the carlier experienee, "Inflation"

in this period too was propelled by an underlying proeess of systematie restrueturing, but the specifie

nature of this restrueturing differed from the pre-1970 pattern. The rapid inerease in the oggregate

concentration ratio for sales has ended and the ratio remained reIatively stable. The focus of

restrueturing shifted to the employment arena, where the carlier rapid inCfeases in oggregate

concentration were now replaced by a systematie dee1ine in the share of total M&M employment

aeeounted for by the Fortune-500 fll1lls.

So far, the data SUggC3t that M&M "Inflation" is intimately related to the dynamie proeess of

oggregate concentration. Yet these data on "Inflation" and distnllutive shares for the large and small

groups do not tell us enough about heterogeneities and similarities in the experience of these IWo

groups. For instance, a higher rate of "Inflation" for the Fortune-500 may arise when both groups

experience inereases in sales and employment, but aIso when these two variables are fa1ling, provided

the difference between the rate of decline of sales and the rate of decline of employment is larger for

the Fortune-500 than for the 'Others.' Or, an inerease in the oggregate concentration ratio for sales cao

oeeur when both groups raise their sales at different rates, when the Fortune-500 group experienees an

inerease while the 'Others' go through a decline, or when the two groups eut their sales, provided that

::- the 'Others' do it more quicldy. To explore such potential differenees, wc tum now to a more detailed

examination, focusing flfSt on sales data and then on the employment numbers.

Information on the sales arena (or the 'business' sphere) is.given in the four separate charts of

rJgUl'e 8-3. rJgUl'e 8-30 plots the levels of sales for the FO,!une-500 and the 'Others' for the 1954-1989

and 1954-1986 periods, respeetively. In Figure 8-3b, wc chart the same information somewbat differently,

contrastïng the Fortune·500 sales on the vertical axis with the 'Others' sales on the horizontal axis.
---,,-.:::::--.:._-~

rJgUl'e 8-~des data on the annua1 rates of growth of sales for the IWo groups, eovering the

1955-1989 period for the Fortune 500 and the 1955-1986 period for the ·Others.' This same information

is given in Figure 8-3<1, with the Fortune-500 seale charted on the vertical axis and the 'Others' seale

charted on the horizontal axis.
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Figure 8-3a sales: Fortune SOO and the 'Others' Figure 8-3e Sales: rates of growlh for

Fortune SOO and the 'Olhers'
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As can be seen from FtgUI"e 8-3a. sales rC\'eDUes for boIh groups have been inc:reasing more or

less throughout the entire period examined: the Fortune-5OO group inereased its sales from S137 billion

in 1954, to Sl,723 billion in 1986, to $2,164 billion in 1989, whi1e sales of the 'O!bers' rose from S136

billion in 1954, to S878 billion in 1986. In genera1, then, changes in the aggregate concentration ratio for

sales arase primarily from clifferenees between the positive pace of expansion of the IWO groups. This

can be observed more clearly from the presentation of Figure 8-3b. Nole !hat any ray beginning from

the origin of this ehart represents a fœd ratio for aggregate concentration and, benee. can be IabeUed

an isoconcentration ray. Here WC have IWO sueh isoeoneentration Iines, representing the lowest and

bigbest boundaries for aggregate concentration ratios experieneed during the 1954-1986 period. Turning

to the data, wc can see bow, until the carly 19705, Fortune-5OO sales grew faster tban the sales of the

'Others,' eausing the aggregale concentration ratio to increase from 50 10 65 percent, and, bow, in tbe

subsequent period, the sales of the IWO groups grew more or less at the same rate, eausing tbe aggrcgate

concentration ratio 10 remain stable, approximately around the 65-percent mark.

The proeess is presented from a somewbat clifferenl perspective in FtgUI"es 8-3e and 8-3d, wbcre

wc substitute raIes of change for levels. Summary statistics for sales growtb are given in Table 8-7.

Table 8-7 Sales in the M&M scctor: average raIes of growtb (percenl)

Period

1955-70

1971-86

Fortune 500
(ft)

8.1

8.9

'Olbers'
(os)

4.0

9.2

•

In FtgUI"e 8-3e wc can see !hat, untill970, the raIes of growtb of sales for the Fortune-5OO group wcre

persïstenlly bigber!han thase for the 'other' fmns (with the sole exception of 1958). ln the subsequent,

post-l97O period, there was no systematic disparity and the sales of the IWO groups grew al a similar

pace. This clifference between the IWO periods.is beigblened in FtgUI"e 8-3d. The 45-degree line going

through the origin of this ehart denotes the isogrowth for sales of the IWO groups. Observations lying on

this isogrowth represenllbe same raIe ofgrowth ofsales for the IWO groups. The fartber an observation
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is from this isogrowth linc, the grcatcr is the disparity bctwccn the growth cxpcricnce of the IWo groups.

FJgW"e 8-3<1 is aIso dividcd into 4 quadrants. The north-east and south-west quadrants include

observations of cqual signs (positive and negativc, rcspcctivcly). The north-west and south-cast

quadrants, on the othcr band, include observations ofoppositesigns (the north-west quadrant rcprcscnts

a positive rate ofgrowth for Fortune-SOO sales and a ncgative rate for the 'Others,' while the south-east

quadrant rcprcscnts ncgative growth for the Fortune SOO and positive growth for the 'Others'). Given

this division of FJgW"e 8-3<1, wc cau sec how, untill97O, all but one observation (for 1957) Jay abovc the

45-dcgrec isogrowth, while the observations for the subsequent period wcre more or Jess scattcrcd

around !hat diagonal. It is aIso intcresting to note that, while during most of the 1955-1986 period, the

IWo sub-scctors grew in the same direction, thcre wcre still six years (or 19 percent of the total) in which

dcvclopmcnts in the IWo sub-scctors procccded in opposite directions.

The differencc bctwcen the cxpcrience of the IWo groups is much more pronounced in regards

to the 'industriaJ' spherc. The development of empJoymcnt in the IWo sub-scctors is describcd by the 4

charts in Figure 8-4. The structure and arrangement of thesc charts is similar to thase includcd in

FJgW"e 8-3, with Figures 8-4a and 8-4h depicting Jevcls, and FJgW"CS 8-4c and 8-4d portraying rates of

change.

The historicaJ pattern of rcstructuring in the 'industriaJ' spherc was different !han !hat of the

'business' sphere. In examining Figure 8-4a, wc eau provisionally distinguish bctwcen threc distinct

periods. In the Orst of thesc periods, cxtending bctwcen 1955 and 1969, there was a rapid and continuous

incrcasc in the numbcr of employces working for the Fortune-SOO corporations from 79 million in 1954

to 14.8 million in 1969. EmpJoyment in smaller fums, on the other band, cxpcrienced an actual declinc,

falling from 10.5 million in 1955 and to 8.6 million in 1969. This rclationship changcd during the 1971J.

1980 periocl. The pace of incrcasc for the Fortune SOO scemed to have bcen rcducccl, while the previous

declines cxpcrienced by the 'Others' wcrc now rcverscd into moderate incrcascs. Contrary 10 the inverse

performance cxpcrienced in the earlier period, empJoymenl JevcJs for both groups wcrc DOW moving

more or Jess togclher, with some cyclicaJ fluctuations around a positive trend. Betwcen 1970 and 1980,

employment ofFortune-SOO fll'lllS rose from 14.6 million 10 159 million, whiJe empJoymenl by the 'othcr'
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Figure 8-48 Employment: Fortune 500 and

the 'Others'
Figure 8-4c Employment: rates of growth for

Fortune 500 and the 'Others'
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firms increased from 8.0 million to 9.9 million. The situation changed again by the carly 1980s. During

this last period, employment by the 'Others' continued to expand from 10.6 million in 1981 to 11.8 by

1988, while Fortune-500 employment was systematieally falling from 15.6 million in 1981 to 12.5 million

in 1989.

These historieal changes are aIso depicted in rJgU1"e 8-4b, where we plot the annual employment

fJgU1"es of the IWo sectors against caeb other, rather!han against lime. The ebart contaÏDs three different

isoeoncentration rays. Two of them represent the lower and upper boundaries for the aggregate

concentration ratio rcaebed over the 1954-1988 period, while a third one denotes the benebmark ratio

of 50 pereent. The three restructuring phases are apparent here. rITst, the Tise in Fortune-500

employment and the concurrent decline in employment of the 'Others,' then the reduction in the rate

ofexpansion of Fortune-500 employment atthe same lime that the 'Others' began to expand their labour

force and, finaIly, the drop in employment ofFortune-500 ftrms when 'other' firms continued to increase

their employment numbers.

Unlike the case of saies, ebanges in the aggregate concentration ratio for employment were

dominated by drastieally different developments in the IWO sectors. Indeed, during most of the period,

cmployment of the IWO groups seemed to have moved in opposite directions. (For that matter, the 1970

1980 interva1 could reasonably be interpreted as a transitory phase in whieb employment in larger

companies levellcd offbefore its imminent decIine, while employment in smaller firms ebanged its course

from a long-term decline toward a period of sustained growth.) At a risk ofsome oversimpIifieation, we

cau say that the positive trend in aggregate concentration for employment oeeurring in the pre.1970

period was primarily affected by rising Fortune-500 employment and falling employment for the 'Others,'

while the generaI reduetion in aggregate concentration experienced during the subsequent, post-ma
period, was brougbt about main1y by a downward treod for employment of Fortune-500 corporations,

coupled with an upward tendency in the number of employees working for the 'other' firms.

These marked differences in the experience of the IWO sectors are further deseribed in

rlgUres 8-4<: and 8-4<1 and are summarized in Table 8-8.
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• Table 8-8

Period

1955-69

1970-80

1981-88

Employment in the M&M sector: average rates of growth (perccnt)

Fortune 500 'Otbcrs'
(fe) (oe)

4.4 -1.3

0.7 1.5

-2.7 2.2

•

•

In Figure 8-4e we can sec how, be(Ween 1955 and 1969, the rate of groWlh of employment in

Fortune-5QO fmns was systematically positive (excluding 1958), while the comparable rate for the 'other'

firms was much lower and, on average, negative. The transition occurring during the 1970-1980 phase

is aIso c1ear in this figure. We can see the graduai increase in the rate of groWlh of employrnent in

'other' fmns and a progressive dec1ine in the comparable rate for the Fortune-5OO corporations. Thi.

transition has been completed &fter 1980, when the rates of groWlh of employment for the Fortune·5OO

group became negative (with the exception of 1984), while the rates of groWlh for the 'Others' were

higher and, on average, positive. These groWlh data arc contrasted in Figure 8-4d. The general

impression arising from this chart is the lack of homogeneity in the cxpcrience of the (WO groups. Most

observations lie far from the 45-degree isogroWlh and in 13 out of the 34 years of the sample (38

percent), the rates of groWlh of the (WO groups have opposite signs. This heterogeneity is particulary

pronounced in the first period, for which ail but one observation arc above the 45-degree ÎsogroWlh, and

during the last period when ail but one observation are below tbis isogrowth. During the transitionary
,'.,

period, the observations were flfst above the isogrowth line and then below il.

Let US now combine developments in the 'business' and 'industria1' spheres in order to draw

separate pictures of the "Inflation" process occurring in the (WO groups of fmns. The four charts in

F"JgUlC 8-5 contrast the rate of groWlh of sales on the vertical sea1e, with the rate of growth of

employment on the horizontal scale. Each of thcse individual charts focuscs on the cxpcrience of one

group in a specified sub-period. The charts on the left (Figures 8-5a and 8-Sb) are for the Fortune-5OO

group, and those on the right (Figures 8-5e and 8-5d) are for the 'Others: The top (WO charts refer to
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Figure 8-5a A business-industry decomposition of

Fortune-SOO "Inflation," 1955-69
Figure 8-5c A business-induslry decomposition

of 'Others' "Inflation," 1955- 71
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the period of the 1950s and 196Os, while the lower graphs focus on the period of the 19705 and 19S0s.

(The precise eutoff years for the sub-periods correspond to 'turning points' apparent in FlgU1"e 8-6a

below.) In analyzing these charts it is useful to identify three referenoe lines. The horizontalline going

through the origin of cach graph represents a zero business isogrowth. Observations Jying above it

designate a positive rate of growth for sales, while those Jying below il denote falling sales. Similarly,

the vertica1line geing through the orlgin is the zero industry isogrowth. Observations lying to the right

of this isogrowth denote rising employment, while those lying to ils left represent fa11ing employment.

Fmally, the diagonal (45-degree) line is a zero isogrowth for the rate of "Inflation." Observations lying

above this diagonal denote a positive rate of "Inflation" and those Jying below it represent a negative

rate.

Turning to the data, we can see that in the fmt sub-period, during the 1950s and 196Os, the

Fortune 500 firms displayed a relatively low rate of "Inflation," slemming from a combination of rising

sales and employment (the zero "Inflation" in 1958 arose from identical rates of decline for sales and

employment). The experienoe of the 'Others' during that period was different. Their average rate of

"Inflation" was slightly higher than the one experienced t·y the Fortune 500 (their observations are

generally higher above the diagonal isogrowth than thase of the Fortune 5(0) and this higher "InOation"

resulted from relatively lower rates of growth for sales combined with mainly negative rates of growth

for employment. In the second sub-period, that of the 19705 and 198Os, the 'business-industry'

interactions for the IWo groups have changed. The average rate of"InOation" of the Fortune-500 was now

higher than that of the 'Others.' The rates of growth of sales for the IWo groups were roughly the same

and the main source of difference came from the 'industrial' sphere: while employment growth for the

'Others' was generally positive, it was mainly negative for the Fortune·500 flnlls, partieularly during the

198Os.

The separate analyses presented in Figure 8-5 reafflnll !hat the interaction belWeen the

'business' and 'industrial' spheres of the M&M sector was indeed dynamie in nature and changed over

lime. They further demonstrate thatthe "Inflation" experience of the IWo groups of flnlls was not at ail

similar. In fael, the 'business-industry' interaction for the Fortune 500 looked more like the inverse,
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mitror-image of the comparable interaction expcrienced by the 'Others'! This is iIIustraled even more

c1early in Figure 8-6a, where we chari the sales-employment relationship for both the Fortune 500 and

for the 'Others.' (The diagram is uscful in comparing Dot only the direction of change, but also the

absolute levels of the variables.) During the 1950s and 196Os, the Fortune-5OO exhibited a1most a linear

positive relationship bctwcen their sales and employmenL For the 'other' firms, howcver, the genera1

relalionship bclWeen sales and employment in that period appeared to have been negative! !n the

following decadcs of the 19705 and 198Os, the expcrience of the IWo groups seemed to have bcen

reversed. The 'other' firms now embarked on what was tantamount to a brisk 'growth-in1Iatioo,' while

the Fortune-5OO entered a pcriod of stagnating employment despite the growing sales. Fmally, during

the 198Os, when the 'Others' conlÏDued their dual expansion of sales and employmenl, the relationship

bctwcen these variables for the Fortune 500 tumed negative, with rising sales and fal1ing employment.

Consider DOW FJgufe 8-6b, where wc trace the relationship bctwcen sales and employment for

the entire M&M sector over the 1954-1986 pcriod. This latter chart indicatcs a general positive

relationship in the 1950s and 1960s, a positive - though much less tighter - rclationship during the

1970s, and a mixture of positive and negative interactions during the 198Os. A comparison bctwcen

FJgufe 8-6a and Figure 8-6b points to the hazard of over-aggregation. It is c1ear that, atleast since the

mid-1950, the overall maaoeconomie interaction bctwcen 'business' and 'industry' in the M&M sector

involved DOt parallel, but conf/ic/mg developments for the underlying groups of flfl11s. The apparent

'growth-inflation' of the 1950s and 19605 involved rising employment for the Fortune-5OO, but !al/mg

employment for the 'Others: The aeeping 'stagflation' of the 19705 and the severe 'stagflation' of the

19805 were brought primarily by the Fortune 500, for employment by the 'Others' bas maeased

throughout that pcriod! If wc wcre to rely only on the overall numbcrs, WC would have completely

missed this remarkable diseordancy in the expcrience of the IWO groups.

The significance of this latter point could not bc overstated. As our empL"ÏcaI anaI)~'is indicates,

"Inflation" in the M&M sector arase from the different expcrience ofthe Iargest firms as opposed to that

of smaller flfl11s. This disparity also led to systematie proeesses of rcstructuring in both the 'business'

and 'industrial' spheres of the M&M seClor. Spccifically, the 'growth-inflation' of the 1950s and 1960s
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involvcd rising aggrcgate concentration ratios for both sales and employment, while the S(K3.!led

'stagflation' of the 19705 and 1980s was associated with a stable aggregate coneentration ratio for sales

and a declining ratio for employm enl. From a macroeconomic perspective, however, these restrueturing

processes would have been whoUy invisible. A strietly aggregate approach is equïvalentto;;uggestir.g that

"lnfIation" is structuraUy 'neutral,' or if it is 'non-neutral,' that the consequent restrueturing is simply

immaterial; in other words, a macroeconomic framework implies that wc could safely ignore the very

structural reots underlying the inIlationary process!

The systematic differences bctween the inIlationary experiences of the large as opposed to

smaUer ftrms have a1tered the relative significaocc ofcach ofthose groups for the aggregate inIlationary

process in the M&M sector. These changes could bc examined in a number of different ways and wc

bcgin by exploring the effect of the Fortune 500 group on the direction of 'Inflation.' FoUowing the

taxonomy presented in Section 8-2 of this chapter, wc cao derme the 'business differencc' (BD), the

'industry differencc' (ID) and the combined 'business and industry difference' (BID) for the Fortune 500,

as given by equations (25), (26) and (27), respectively:

(25) BD", FSS (fs - os)

(26) ID", -FES (fe- oe)

(27) BID", BD + ID.

rJgUre 8-7a charts the annual values of BD bctween 1955 and 1986, and of ID for the period bctween .'
,c

1955 and 1988. In Figure 8-7b we plot the annual values of BID over the 1955-86 period.

In examining these ligures, wc cao discem certain systemati~:temswhïch differentiate the
:: ---..,

experiencc of the 19505 and 1960s from that of the subseq....nt period of the 1970s and 198Os. During

the fll'Sl period, the business contnDution of the Fortune 500 was inflation-âùgmen!ing, as indicated by

the generaUy positive values ofBD (the average value for BD over the 1955-70 period was 2.4 percent).
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• FtgUre 8-7a
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The business contribution of the Fortune-500 group tendcd to augment the rate of "Inflation" becausc

the rate of growth of sales for the Fortune 500 was genera1ly higber !han the comparable rate for the

·Others.' This positive dilTerentiaI in growth rates also workcd to raiscd the rate of aggregate

concentration in the business sphere (FSS), thus inereasing the inflation-augmenting effect of the

Fortune-500 fmns. The industry contnèution of the Fortune-500 group, on the other band, was

inflation·abating throughout most of !bis period, as indicatcd by the negativc values for ID (over the

1955-70 interva!, the average value for ID was -3.1 percent). This tendency to lower the rate of

"Inflation" was generatcd becausc employment for the Fortune 500 grew f351er !han the comparable

numbers for the smaller fmns. The growth-rate differeutiaI also inteusificd the inflation-abating effect

of the Fortune-500 group by raising the level of aggregate concentration in !bis sphere (FES). Overall,

the combincd business and industry contnèution ofFortune-SOQ fmns duriug the 19505 and 19605 tended

to be inflation-abating. Given that, On average, the inflation-abating effect in the industriaI sphere

excecded the inflation-augmenting impact in the business sphere, their sum, BID, tendcd to be negative

(the average value of BID for the period was-0.7 percent). Wc cau also discem a downward trend in

the BID series, which serves to indicate that the combined inflation.abating impact of the Fortune 500

tended to increasc over lime.

Ali of this changed in the subsequent period. During the 19705 and 198Os, the business

contnèution of the Fortune 500 was close to being inflation-neutraI (over the 1971-86 period, the average

value for BD was -0.2). The industry contnèution. on the other band, became inflation-augmenting

(fluctuat;ng around an average value of 1.7 percent for the 1971-86 period). Hence, on balance, the

combined business and industry contribution of the Fortune 500 was generally inflation-augmenlÏDg

(betwci:n 1971 and 1986, the average value for BID was 15 percent).

The data charted in rJgW'es 8-7a and 8-7b tell us whether the Fortune 500 pusbcd up the rate

of"i.;!Jation" or pulled it down relative to what it would have becn in the hypothetical absence of that
- :. :::~

group. These data dO.I'$'t indicate, however, the relative magnitude of!hat impact. That wc could see

from Figures 8-& and 8-8b below. In the flfSt of these charts, wc contrast the actuaI percent-point
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contnoutions to M&M "Inflation" (mse) made by the Iargest corporations (FCON), and by the smaller

firms (OCON), where,

(28) mse'" FCON + OCON .

The data portray a highly interesting pieture. During the 1950s and 196Os, the percent-point

'contnoutions' of the two groups were very simiJar; indeed, over the 1955-69 interval, the average

contnoutions to "Inflation" of bath the Fortune 500 and the 'Others' were 25 percent. In the subsequent

period, however, things looked drastieally different. Between 1971 and 1986, the average contnoution

of the 'Others' fell to 2.3 percent, whiIe, in contrast, the average contribution of the Fortune 500 jumped

to 6.0 percent!17

In Figure 8-8b we present an alternative index for the groups' relative contnoutions to M&M

"Inflation." This index, labelledFCONR, is computed as the percentage share ofM&M "Inflation" (mse)

attnouted to the Fortune-500 firms, such that

(29) FCONR", (FCON/mse)' 100.

The graphical interpretation of tbis index in Figure 808b is straightforward. We take the annual rate of

"Inflation" as always being equal to 100 percent, and chart the contn1>ution of the Fortune 500 as a share

of that total. (The relative contnoution orthe 'Others' is simply 100 - FCONR.) Note that the FCONR

indeX'fuuld have two different meanings, depending on whether the overall rate of M&M "Inflation" is

positive or negative. In the former case, a positive or negativevalue for FCONR denotes a corresponding
';"'-,

~---------
17 The data for subsequent years are still incomplete 50 it is not yet possible to compute the

percent-point contn1>utions of cach group after 1987. It is nevertheless plausible that the wide
dilferentials in the contn1>utions of cach group persisted and even widened during the Iate 1980s. Sales
for the Fortune 500 rose by 9.1 percent in 1987, by 7.7 percent in 1988 and by 7.0 percent in 1989.:
Employment, on the other band, continued to dec1ine, falling by 1.6 percent in 1987, by 3.3 percent in ;,
1988 and by 1.3 percent in 1989. (The consequent rates of "Inflation" for the Fortune 500 in thase years
were 10.7, 11.0 and 8.3 percent, respectively.) We aIso have reason to believe (although accurate
evidence are stil1 unavailable) that the aggregate concentration ratio for sales inereased in those years
and the aggregate concentration ratio for employment conlinued ils dec1ine. If these Iat!::r cvnjectures
are correct, then much of the recent resurgence in manufacturing "Inflation" was originated from the
Iargest flnlls in that seetor. .
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• Percent-point contn"butions of Fortun: 500 and
the 'Others' to M&M "Inflation"
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positive or negative 'eontnoution' by the Fortune 500. !:: <lie latter case, howe\'er, FCONR bas an

opposite meaning, namely, that a negative wlue denotes a rositive eontnoution, while a positi,'C wlue

represents a negati\'e eontnoution. During 30 out of the 32 years between 1955 and 1986, the rate of

M&M "Inflation" was positive, so, for most of the period, the first interpretation is approprlate.ln 1982

and 1986, howcver, the rate of "Inflation" was negative and for those years wc must interpret FCONR

in an opposite way. In order to a\'Oid eonfusion, wc deeided to omit these IWO observations from the

chart.18 ln addition to the actual wlues ofFCONR, FJgU1"e 8-8b a1so contains a thick curve representing

a smoother path for the temporal behaviour of this variable.19

The IWO periods identified in Figure 8-8a are a1so apparent in Figure 8-8b. During the 1950s

and 196Os, the relative contnoutions of both the Fortune 500 and the 'Others' osci11ated around the 50

perce"t mark. The fluctuations wcre parlieularly pronouneed during the 195Os, after whieh their

amplitudes seemed to have declined. In tbis fU"Sl period, the Fortune 500 were expanding their

distnoutive share of M&M sales, but since the aggregate eoncentration ratio for employment rose even

faster, their relative eontnoution to "Inflation" remained stable. In the early 1970s, as the rate of

"lnlIation" starled to increase, the relative eontnoution ofthe Fortune-500 fU'llls began to rise too. Since

the mid-l97Os, "Inflation" starled to decline but, given the systematic nature of the earlier inflationary

restruCluring, the Fortune·500 Iirms were now the predominant inflationary force. aceountingon average

for more than 75 percent of its annual rate. The distributive shares of both sales and employment

aceounted for by the Fortune 500 reaehed their peak during the early 1970s. Since then, the largest

corporations have more or less maintained their sbare in M&M sales; the increase in their relative

eontnoution to "Inflation" stemmed almost exclusively from a fall in their sbare of M&M employment

driven by a continuons eontraction of their labour force.

18 As evident from Figure 807b, the eombined business and industry eontnoution of Fortune 500
firms was inOation-augmenting in both 1982 and 1986. The data in FJgU1"'C 8-8a indicate that, in 1982, the
rate ofM&M "Inflation" was - 0.17 percent, but the contnoution of the Fortune 500 group (FCON) was
positive, amounting to 1.08 percenL In 1986, the rate of M&M "Inflation" was - 2.3 percent, whi1e the
contnoution of the Fortune 500 fU'llls was only - 033 percent•

19 Smoothing was generated with the Har\IllI"d Graphies software package. The precise smoothing
formula is DOt SO important, given that wc only seek to eonvey the generaJ path of the variable.
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• 8.7 Inllaliooary Restructuring: Why?
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Diffcrenees in the performance of large anc! small firms have been documented extensively in

the dual-eeonomy Iiterature. Economists sucb as Sleindl (1945), Averin (1968), Edwards (1975) and

Bowring (1986), among others, have demODStraled that firms in the 'big economy' enjoyed higber rates

of relum !han their smaller counterparts in the 'small economy' and that their performance in terms of

key fmanciaJ indicalors was mucb more stable and far less risky. The dual-economy distinction bas also

alIected the structurallileralure on inf1ation. Writers sncb as Galbraith (1957), Ac1dey (1959), Nordhaus

and Godley (lm), Eichner (1973), Blair (1974), BeaIs (1975), Kaldor (1976) and Okun (1981), for

example, distinguished between inf1alion in the flXCd-priee coneentrated sector, and inf1ation in the

flcx-price seclor of competilÏvc industries. But, for these wrilers too, differenees in the inf1ationary

cxperienee of the IWosectors were largely a malter ofdegree. It has onen been argued, for instance, !hat

competilive priees cxperienee strong fluctuations, where oligopoly priees osei11ate ooly mildIyaround a

steady inflationary trend, but the generaI conviction has been !hat, in bath cases, prices move in more

or less the same direction (see Chapler 4).20

This apparent similarity breaks down when wc go beyond standard inflation indices. In this

cbapler wc proposed !hat instead of focusing on priee cbanges as 3 proxy for inf1ation, wc shouId follow

the framework developed in Chapter 7 and decompose the inf1ationary process into ils underiying

componenls. Specifically, we redefined "Inflation" as a dynamic interaction belWeen the rates of change

of sales and employment, or, in gcneral, between the 'business' and 'industrial' spheres of economic

activity. From tbis perspective, the inflationary cxperienee of 1arge and small fmus is not at ail simi\ar.

In the U.S. manufacturing and mining sector, differenees between the rate of "Inflation" for the IWO

groups wcre indeed largely a malter of degree, but the 'business' and 'industrial' forees driving the

inf1ationary process in eacb group wcre drastically differenL The disparity was primariIy pronoimced in

the industrial sphere, where empIoyment of the IWO groups usually moved in opposite directions.

20 Some, Iike Blair, argued!hat during recessions, oligopolistic"firms tended to raise their priees at
a lime when competilÏvc market priees were falling. This inverse paltern disappeared with the ovcrall
rise in the rate of inflation in the 1970..
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The dual-=nomy perspective is particu1arly illuminating when we consider inflation as a

proccss of restrueturing. Even when the sales and employment of large firms move in the same direction

as those of smaller companies, they do not change at the same rate, and this means that inflation

necessaruy involves a continuous reslrUcturing of distn"butive shares for the !wo groups. Over the past

three decades, "Inflation" in the US. manufacturing and mining sector was propeUed by !Wo main

restructurai regimes - first, by rising aggregate coneentration ratios for bath sales and employment and,

then, by falling coneentration ratios for employment. Until the late 196Os, the share of the 500 largest

firms in aggregate sales grew rapidly, but, sinee their share of employment rose even faster, their

contn"bution ta inflation was relatively low. The adverse ramifications for inflation of these rapid

advances in coneentration appeared ooly in the subsequent perla<\. After 1970, the share of sales and

employment accounted for by the 500 largest corporations reached an unpreeedented lcvel of65 pereent,

and this substantially raised the impact of these firms on the overall inflationary experlenee of their

corporate universe. During the 19705 and 19SOs, the large firms maintained their share of sales, but

started ta reduce their employment Ievels. These reientless cuts in employment created severe S:~gflation

in the 'big economy' and, given that the aggregate concentration ratios were now much higher than

carlier, the stagflation in this sub-sector led ta an overall stagflation in the manufacturing and mining

sector as a whole.

The view of inflation as a proccss of restrueturing opens fascinating areas for research. If the

inflationary interaction belWeen 'business' and 'industry' is driven by underlying processes of

restructuring, then the causes of inflation must lie wïth these restructuring processes themselves. Thus,

in order ta explain the low and reiatively stable 'growth-inflation' of the 19505 and 196Os, we must

exp1ain what causee! sales in the big economy ta rise faster !han sales of smaller' firms and why

employment in the smal1 economy was falling when it was rapidly rising for the big firms. Simi\arly, ta

have a bener understanding of reeent stagflation, wc should be able ta exp1ain why, as small firms

expanded their employment numbers, 1arge firms worked ta drastical1y reduoed them. The question,
.~

'-'
then, is wiry did the baundaries separating the core and periphery changed in the manner described in

this cbapter? This 'why' is the Iast step of our journey and wc turn ta it now.
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CHAP'l'ER9

DlFFERENTIAL PECUNIARY ACCUMULATION

AND THE INFLATIONARY DYNAMICS OF CORPORATE SIZE

The carly 19705 mark an important watershed in the post-war experience of the US. M&M

sector: the happy eombination of low inflation and low unemploymenl, which characterized much of the

19505 and 19605, gave way to a far less appealing mixture of bigb inflation and severe stagnation, which

lasted through much of the 19705 and the carly 1980s. Howcver, as the analysis in Chapter 8 indieated,

this experience was not a eommonly-sbared one. Taking the inf1ationary proeess as a dynamic interaction

between 'business' and 'industry,' wc sbowed that the pattern of Fortune-500 "Inflation" was

fundamentally different from that experienced by the 'Others.' If we Iimit ourseIves to an aggregate

perspective, the difference appcars main1y quantitative: during the pre-l970 period, the 'Others"

"Inflation" was higher, whereas after 1970, Fortune-500 "Inflation" took the lead. From a disaggregate

perspective, however, the difference was aIso qualitative. In the fllSt period, Fortune-500 "Inflation" was

genérated by a eombination of rapid increases in sales aceompanied by somewhat lowcr increases in

employment, while for the 'Others,' "Inflation" arose from a very moderate increase in sales eoupled with

an actual deeline in employment. After 1970, the situation has rcverscd. Both groups continued to

increase their sales but, while 'Others' employment was rising, Fortune-500 employment was now falling.

This disparity is highly perplcxing. How eould thcse IWO groups, whosc activities span the entirc

range of manufacturing and mining, exhibit such opposite temporal patterns? Indccd, why sbould the

inflationary interaction between business and industry for large corporations be qua1itativcly different

from the one gcnerated by small firms? In our opinion, the key to thcse questions lies in the structural

nature of "Inflation." The fact that sales and employment in cach group rose at differmt rates (the

'Hetcrogcneity Principle') is c10scly related to the underlyïng processes of aggregate concentration. As

WC sbowcd in Chapler 8, between th.: carly 19505 and late 196Os, the Fortune-500 group managcd to

raisc both its sales and employment faster (han the 'Others,' thus leading to eontinuous increases in the
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corresponding rates of aggregate concentration for these two variables. At the sanie lime, since the rise

in the aggregate concentration for employment was faster !han that for sales, the rate of "Inflation" for

the Fortune 500 during that period remained lower than the corresponding rate for the 'Others.' The

post-l970 period marked a change of course. During the 1970s and 198Os, the rate of aggregate

concentration for sales remaincd relatively stable, but the corresponding rate for employment feU

sbarply, causing Fortune-500 "Inflation" to rise above that of the 'Others.'

Given this inlimate relationship hetween inflation and corporate restrueturlng, is it possible that

they were both driven by the sanie cause? More specilically, is :he disparity hetween the rates of

"Inflation" for large and smaU firms rooted in the sanie proeess whicb alters the aggregate concentration

for sales and employment? If there is sucb a mutual cause, what is it? How does it operate? ln our view,

infiationary restrueturing stems from the fundamental proeess of large-scaIe capital accumulation, and

the purpose of this cbapter is to examine the analytical and empirical bases of tbis dependency.

Considering the detailed nature of our analysis, a brief overview may he in order. The cbapter

is divided into 10 sections. The first !bree sections develop our analytical framework, while the remaining

seven examine the concrete expcrience of the M&M sector. We hegin with the modus operandi of large

fl1"lIls. If large-scale capital accumulation is indeed the root cause of inflation and rcstrueturing, wc must

fU'St explore what it means: What exactly do large ftrlOS try to accumulate? What are the unilS of

accumulation? And most imponantly, what is the key yardstick for 'succcss'? These questions are

addressed in the first section. Wc argue that, in the contexl of Iarge-scaIe business enterprise, ftrlOs are

driven by the quest for differential pecunituy ~crunu/Dlion. In other words, what is heing accumulated

is not congeries of physical capital gonds, but a pecuniary sum of discounted future earnings.

Furthermore, the main aim is not simply to accumulate, but to accumulate faster !han the 'average.'

Using a series of simple approximations, WC deline the 'differential rate of accumulation' as the

differencc between the firm's OWD rate of accumulation and the 'average' rate of accumulation in ils

corporate universe. Wlth this as our key variable of inleresl, wc then move to explore the widcr

implications of iarge-scaIe ac:oim"uJation. In the second section, wc sbow that a positive differential rate

ofaccumulation commonly means rising aggregale concentration; in other words, !hal in seeking to 'beat
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the average,' large f1r1DS are in fact trying to alter the business structure in which they opcrate. In the

third section, we cany our anaIysis one step forward. By what mcans, we asIc, could the large firms

aehieve this double-sidcd goal of differential gain tbrough structural change, and how do their

restructw-ing ventures affect the macrocconomic patterns of inflation and stagnation? Since the pccuniary

value of a corporation depcnds on expccted carnings and rislc, attempts to augment the differential rate

of accumulation need to focus on the differential growth of profit and risk. Two strategie choiccs are

cxplored. (1) The large firms could augment their differential breadth of accumulation by raising their

employment pcr lirm faster than the average, or (2) they could incrcase their diffcrcntial depth of

accumulation by boosting their profit pcr employee faster than the average lirm in their universe. The

fU"st strategy is onen canied out via mergers and acquisitions which tends to stabilize the growth of

profits for the large lirms, reduce risk and augment the differential rate of accumulation even further.

This favourable context of rapid but stable differential pccuniary accumulation induccs the large firms

to maintain their rate of "Inflation" at a relatively low leveL The second strategy is reverted to when

ther. is a decline in merger activity. In this latter context, with only a limited expansion in their brcadth

of accumulation, the large lirms must turn to their depth of accumulation and try to raisc their profit

pcr employee faster than the average. Their ehief method of doing 50 is by raising their differential

growth of sales pcr employee - that is, by increasing their own rate of "Inflation" faster than the average.

This is not a favoured strategy, however. First, it tends to destabilize the growth of profit and augment

risk; second, it commonly culminates in an overall inflationary spiral which makes the redistn"butional

outcome highly ùucertain; and, third, the rcsulting inflation redistn"butes income From labour to capital,

thus limiting the volume of mass consumption and enhancing the tendeney toward industrial stagnation.

Based on this rcasoning, wc arg'~e that differential pccuniary accumulation gives rise to two basic

pattcrns of inflationary restructuring: one characterized by rapid, merger-induced incrcascs in aggregate

concentration accompanied by relatively low inflation and unemployment, and another, typified byslower

changes in aggregate concentration coupled with higber inflation and a more severe stagnation.

ACter outlining thesc broad anaIytical considerations, wc examine their validity for the M&M

sector. ln the fourth section, wc descn"be our basic data and outline the ovcrall course of differential

pccuniary accumulation for the Fortune-5(JO group. ln the lifth section, wc focus our attentiODOD the
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main factors a.lfeeting the differentiaI rate of accumulation - profit and risk - and tIy [0 understand

their historical interaction. Given the paramount role of profit in this interaction, wc then tum in the

sixth section to the factors affeeting the growth of camings, Iooking on the separate devc10pmcnts

occurring in the brcadth and depth of accumulation. Each of thcse arcas is then cxamined indhidu:illy

in the seventh and eight sections. The rcsults of this empirical ana1ysis beip explain the dispariEy hetwcen

the inflationary cxpcrienœ of large and smalllinns rcvea1ed in Cbapter 8. They show !bat the opposite

evolution of employmcnt for the two groups was rooted in the underlying pattern of merger and

acquisitions. Furtbermorc, the analysis clcarly indicatcs tbat "lnfIation- for the Fortune-SOO was indced

n~gatively related to their merger.related expansions in the brcadth of accumulation. Was this a

deliberate Fortune-SOO sU3tegy? The data seem to suggest il was. In the nineth section, we examine

the redislnDutiona! consequences of inflation and sbow, fll'St1y, that there was indeed a positive

relationship hetwcen inflation and the sbare of profil in sales and, secondly, !bal this associalion

henefiled the large firms more than the small ones. The lenth section brings us 10 the end of our

journey, wbcre wc summarize our findings and draw our conclusions.

A word of caulion is necessary. Allbougb our empirical analysis of the M&M sector tends 10

confirm our broad theorelical bypolbeses, wc should he eareful nollo over·generalizc our fmdings. Wc

are dealing bere with bistorical, non-slalionary proœsscs wbich, in our view, do nol reOect any immanenl

laws of molion. Ullimateiy, our concern is 10 raisc queslions more than 10 provide conclusive answers,

so the evidence in this chapler sbould bcst he inlerpreled as suggestive, nol defmilive.

9.1 DifferentiaI Pecuniary Aœumulation

Following our analysis in Chapler 6, wc hegin with the proposilion thal the basic guiding

principle of big business is differentiol pecuniaty m:cunw/alion. Specifieally, this mcaus (1) !bal the

ullimale goal of 1arge-scale business enlcrprîse is the on-goïng accumulation of capital values, (2) !bal

businessmen tbinIt about snch accumulalion soIeIy in nominal tenDS, and (3) that they eva\uale !heir

snceess or failure on a purely diffcrenlia1 sealc, that is, relative 10 othcr firms. Our conccrn bere is net

with persona! motives but rather with customary habits of lbinking which bave s1ow1y becilme !he
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'objective' rulcs of large·seaJe business enterprise. The effective eontrollcrs ofgiant fums (profcssional

cxccutïves or dominant abscntcc owncrs) may he animatcd by a variety of psycbolOZ:~drives, sucb as

the qucst for conspieuous consumption. publie cslccm, politieal influence, or bureaucratie authority. Yet

thesc businessmcn rarcly pcrecive thcir individuaJ goals as bcing inconsistcnt with thc ovcrriding

ur.iver.ra/ tcncls of 'diffcrcntiaI pcnmiary accumulation.' Thc principlc of 'diffcrcntiaI pceuniary

accumulation' has rar.rcaehing implications for thc process of inflationary restrueturing. Our purpose

in this and thc following two sections is to dcvclop an analytieal framcwork within whicb these

implications ean he cxplorcd.

In the modcm systcm of largc busincss cntcrprise, capital accumulation rcfcrs to thc temporal

inercasc in thc pceuniary valuc of thc corporation. This, howcver, is still an ambiguous statemcnL What

cxaetly is heing aeeumulatcd? What preciscly do wc mcar: by thc 'vaIuc' of a corporation? In praetice,

thc corporation has,!,t lcast thrcc obscrvcd values: thc 'aceounting valuc' of total asscls reportcd in thc,
financial statements, thc 'markct valuc' of cquity and dcbt as dctcrmincd by thc current priees ofstocks

and bonds and, fmally, thc 'transaction valuc' whicb cmcrgcs occasionally whcn thcre is a changc of

effcctivc ownership through a mergcr or acquisition. Howcvcr, thesc magnitudes arc rarely seen as

de~oting the valuc orthc corporation. Instcad, they are usually takcn as indicators, or approximations

of a more fundamcntal variable - the so-caIIed underlying or true value of the corporation.

The 'true' value of a corporation is a business convention. From the businessman's standpoint,

thc corporation is valuable hecause of ils presumed capacity to appropriate future income, and ils 'true'

value is simply the present capitaIization ofthese anticipated earnings. For simplicity, suppose WC define

this 'true' valuc AI of a corporation i as cqualto ils capitaIized earning capacity sucb tbat, for a given

discounting pcriod,

•
(1)
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where ECi is SOme measure of the corporation's 'earning capacity' refleeting the nominal income the

corporation is expeered to earn, ri is a multiplicative 'risIc premium' for the presumahle uneertainty

associated with these future eamings, and N is the pereeived 'norma!' rate--d return for the economy.l

Clearly, the corporation's 'true' ,-alue is not an 'objective' variable. From the perspective of an

individuai businessman,Ai depends on how!bat businessman ,iews the corporation's future earning; and

risk, on what he a=pts as the normal rate of return and, finally, on bis preferred time·frame for these

conjeet'.Ires (the 'diseounting period'). Thus, diffcrent businessman or impartial observers may come up

with different values for Ai and, from their own individuai standpoints, cacb of these valuations would

he 'correct.' As wc interpret it here, the 'correetness' ofA has nothing to do with the a post accuracy

of anticipated income. A1though the future may reveal our errors, it could not alter the present and,

sinee the 'true' value of a corporation is a =t magnitude, it could he based oely on our present

heliefs, not on their evenrua/ aeeuracy. Furthermore, the multiplicir). "f'correct' valuations would persist

even if we considered oely those based on an aCCUlate anticipation of earnings, simply bccausc AI

depends not oely on ECj, but aIso on the arbitrary values ofN andr l' In other words, the same accurate

prediction of future earnings could lead to more than one value for AI' depending on what is deemed

to he the 'normal' rate of return and the 'adequate' provision for 'risk: For example, an accurate

prediction of $100 million for ECj, together with a value of 8 percent for N and 1.25 for r l' would yicld

$1 billion as the 'truc' value of the corporation. However, a eombination of this same eOrtect prediction

for earnings, but with a normal rate of return of 10 pereent and multiplicative 'risk' premium of 1.5,

would imply a capitalized earning capacity of oely $667 million. Simi\ar variations in AI May arise wben

WC apply different diseounting periods to a non-uniform flow of anticipated eamings.

In light ofthis.inherent subjectivity and the resulting multiplicity ofindividual valuations, should

wc abandon the notion of an 'underlying' value? Not at ail. Our main coneem here is nOl with the

'objective' correetness of corporate values, but with their sÎgllÜÏeanee for the social proeess of capital

accumulation. From this broader perspective, the 'underlying' value of the corporation is simply !bat

1.In the 6naneialliterature, il is customary to use an additive provision for risk. Using the notations
of Equation (1) and 01 for the additive risk premiwn, wc ean write Ai lE ECI / (N + 0i)' where
01 = N cr l - 1). _
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which is the most consequentùlI for the dynamie working of business enterprïsc. Since capitalized earning

capacity is uitimateIy a matter of convention, it follows that the most important value of the corporation

is ils mast conventianal one - that is, the value dietated by the 'dominant' perceptions prevailing in the

business community. Given the interactive contCXl of modern investment markets, wc may reasonably

argue thal, at any point in lime, the individuaI views of businessmen regarding EC1, N, ri and the

'appropriate' discounting period will he clustered around some 'conventiona1' or 'aeeepted' norms.

A1though these are no more objective than the individuaI convictions from which they uIlimately arise,

such 'dominant' views assume - through the forees of conformity - 31' omnipotent existence.

Consequently, wc suggest that the corporation's 'true' value Ai depends specifieally on the 'dominant'

business views regarding EC1, N, ri - ail in referenee to the 'most commonly aeeepted' discounting

period.

Note that Ai is a composite artiract. It is a wcighted average of 'dominant' conventions and

hence could differ from the 'dominant' view on what the corporation is worth. While the choice hetween

theo;e distinct interpretations may have \ittle praetieal significauce (after aIl, wc are dealing here \Vith

rather imprecise magnitudes), it is important for our analytieal inquity here. The businessman's uIlimate

concern may he \Vith the corporation's 'true' underlying value, but bis actions derive from and' seek to

affect the basic detenninants of that value. In trying to augment its pace of accumulation, the modern

corporation will focus specifieally on raising earning capacity and redueing risk so as to affect what the

'business community' thinks about these variables. Similarly, in coming to evaluate different

undertakin~, investors will he 100king for these same determinants. It is this preoccupation \Vith the

right.band side eomponents of Equation (1) which makes this composite definition ofAi central to our

discussion.

The relationship hetween the corporation's 'true' vaiue and its observed values cau he examined

on IWO separate levels. The value of Ai would usualIy differ from its observed proxieo;. This is most

obvious when wc examine the accounting value of 'total assets' as reported in the corporation's hal:mce

sheet. Aeeepted accounting principles dietate that assets he quoted at bistorieal eost, so the aggrega!e

value of those assets would relleet a complex set of temporal valuations. Other diffieulties arise ..hen
.~ ,
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wc consider the 'current "alue' of a corporation as given by the combined market ,.uue of its equity and

debt. A1though stock and bond priees supposedly reflect the contemporaneous 'market opinion' on the

various elements of Equation (1), they are in fact heavily 'contaminated' by speculation. Even when a

corporation is acquired by another firm, it is still bard to establish any meaningful relationship between

the 'transaction value' and the prevailing capitalized earning capacily. A merger is usuaUy coneeÏ\'Cd,

negotiated and executed by a Iimited group of individuals, with a specifie set of perceptions, operating

under a unique set of circumstances. Given the singuIar nature of this process, there is Iittle reason for

the resulting transaction value to be similar to the contemporaneous AI'

These dïscrepancies, perhaps. become less significant when wc move from 1=15 to patterns of

change. Thus, if Ai has been eonsistenti)' rising, we could reasonahh.ex:>c.ct_that the corporation's

obser\"Cd values would tend to increase as weil. Similarly, if Ai has bec.. ~o:.ms on a continuo","

downward trend, it would be highly unIikely for the accounting, market and transaction values not to

follow suit. The magnitudes of these variables will certainly he different from one another, but their

generaI movement will follow that ofAi' In faet, it May he no severe exaggeration to say that, in the fmal

anaIysis, the fate ofa mOdem corporation hinges primarily On tbis composite artifact of 'prevalent' views.

For example, if the 'business community' foresees a healthy increase in the future now of low-risk profits

for Microsoft, the company will fmd it casier to mise additional equily and debt, the price of its stock

will tend to rise and, if tbis corporation were to bceome a target for merger or acquisition, .its

transaction priee would Iikely increase. On the other hand, if the generaI business outlook for a company

Iike Chrys)er is grim, its creditors may eall in sorne loans, the price of its sbares may plummet and, if

this negative outlook persistee!, Chrysler could simply go out of business. In these and =ry other case,

the 'dominant' business view aets as the primary compass sbowing the direction whicb the corporation's·:

observed values tend to follow.

From this perspective,. the process of 'capital accumulation' is really an 'amalgamation of

business conventions.' Business capital is a social institution, and mucb Iike any other social institution

- sucb as 'money,' 'free contraet,' 'democratie govemment,' or =n 'divine kingship' - it, too, must he

u1timately based on customary habits of thinking. In that sense, the corporation's capitalized eaming
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capacity A is a ''Cry 'rcal' var:aUe: despile its fundamental inlangibility, il is the majorpreoccupation of

bu;iness enlerJ'rise. For this reason il may he argued thal, in the conten of a 1arge·sca!e business

enlerprise, the goal ofcapital accumulation is synonymous wilh an ongoing inoease ofAi'

1::'" "en question is how does onc evaluate the pace of accumulation? What is the principal

yar~cJc for fmanciAI success? One com",on praetice is to argue that the ultimate goal of accumt:lation

is the quest for hedonic consumption, and then su1>lract from the rate ofc:haDge ofA; the rate of c:haDge

of an appropriale price inde.~ to ob'.ain the so-called 'rcaI' rate of accumulation. As wc sec il, however,

the primary essence .0f1arge-sc.,)e accumulation is not the purchtlsingpower of accumulated capital, but

rather the businesspower convey~<i by that capital. 'Power' is always a differential relationship and could

he evalualed only in differentiallerms. Wimin the antagonistic/emulative culture of'free enterprise,' the

ultimale issue is nol merely how many more yacbts the <lWI:er could buy, ouI the pace at whicb bis

nominal holdings grow relative 10 those ofother ownm. Thus, to the extent that capital accumulation is

indeed the mcans and end of business power~_il should he measured Dot against a basket of

commodities, bUI in relation 10 other frrms. The most significant fmancial standard for sncb comparison

is the average performance for the corporale universe in whicb the individuallirm operates. We tum

to an examination of this yarclsticJc DOW.

By analogy 10 Equation (1), suppose we defme the 'average' corporate value A. in a specific

universe of corporalions, sucb that

where EC. is:;vhallhe 'business community' considers as the average eaming capacity in the corporate

universe, r. is the dominant perception regarding the average risk premium and N is the cornmoniy

~accepted value for the cconomy's normal ra:!.e of return. As a composite variable, the 'average' corporate

valueA. would generally differ from the arithmetic average oftheA;'s. From an analytieal perspective,

the~ormer artifact is perbaps more adequale because it refers explicitly to the underlying perceived
~~. .
.~

'averages' for eaming capacity and risk, thal is, to the operationai reference points of accumulation.
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MO\ing from levels to rates of change. we can now defme the differential ralc ofaccumulation

DRA i for an individual eorporation i as the dilTerenee bctween ils own individual raIe of accumulation

ai and the 'average' rate of accumulation aa for the eorporate univcrse in which it operalcs:

(3) DRA i '" a i - aa

1'< [cci - (n + 1i»)- [pca - (n + 1a»)

"" (cci- eca)- <1i -1a),

where ai ",,<} aa are the respective rates of growth ofAi and Aa, eCi and eCa are the rates of change of

earning capacity EC; and ECa,11 and 1 a are the rates of change of the risk prcmiar 1and r a' and n is

the rate of chang: of tiJenormal rate of rcturn.2 This dilTerential rate of accumulation, wc argue. is the

principaltarget of large-sca1e business enterprisc; to the extcnt that large eorporations indeed strive

toward some universal end, their prime focus is not some 'objective' profit or wcalth function, but rather

Ùlc degre~ /0 which Ùlcy =ccd Ùle average pace ofaccumulation.

The quest for dilTercntia1 pecuniarJ accumu1ati"n is fundamentally dilTercnt from customary

notions about 'profit maximization.' F"ltStly, unIike the classical and neoclassical emphasis on ma/erial

aeeumulation which is bound by sorne physical eonstraints, dilTerential pecuniary accumulation is

denominated in nominal units. Seeondly, dilTerential pecuniary aeeumulation focuscs on relative

performance. Even when a large flml succceds in affecting its own rate of accumulation, its negligible

influenee on the 'average' rate of accumulation lcaves its DRA indeterminate. F"mal1y, eorporate values

arc a matter ofsubjective eonjectures. They depend on anticipations for earnin~unclcar notions of risk,

customary bcliers about a normal rate of rcturn and arbitrary choiees of diseounting periods - ail of

which tend to shift and swing independently of the so-calIcd 'objective' circumstanees. As it stands, then,

the"i:OrPQration's dilTercntia1 rate of accumulation DRA1bas no 'wcU-defmcd' properties and cannat bc

'maximized.'

2 Sinee the normal rate of return appcars in both equations (1) and (2), its rate of change is
eliminated from the fmal expression. On 'risk classes' as usual1y associatcd with the carlier
Modigliani-Miller Iiterature, sec Archer and d'Ambrosio (1967).
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• But how could the quest for differential peOlniary accumulation tell us something abou:

infIationary restruduring if Equation (3) has no well-defined properties andi:>RA j eannot he optimized?

Is tbis e1usiveness not detrimental to our inquiry? Not at ail With the growth of large distn"butionaJ

coalitions and collective action, the e1ement ofchoice assumes a crucial signifieance, leavirog the e'o'e1IlJUl1

course ofevenls inherently uncertain. In tbishistorical context, finding 'optimal solutions' for determinate

logieaJ systems May not he very helpfuL Consequently, we seek not ta prediet business behaviour but

rather ta assess the evolution of business strategies; we do not wish to exp1ain equilibrium and structural

stability but rather to explore the dynamics of structural change. In short, wc look for the unfolding of

IUstorical alternatives. If wc are right and economie deveIopment is not predetermine<!, the notion of

differential pecuniary accumulation hecomes a very useful analytieaJ tool As we argue below, the

.!elatiol!sbip hetv.'::en inflation and restrueturing is multidimensional and tbis is precise1y what the

prinàple cf differential pecuniary accumulation helps us unveil Instead of misleading us toward looking

for the inevitl!ble, it points out the possible.

• 9.2 Oill"erential Pecuniary Accumulation and Aggregate Concentration

•

The cmphasis on differential pecuniary accumulation has IWo far-reaching implications. It

implies, flrstly, thatthe goal of large-seaJe business aetivity is inherently dynamic and, secondiy, that the

successfui\ealization of trns:·. Jal is commensurate to continuous business res/TUcturing. Let ns examine

these implications more closely. We started in the previons seetion by suggesting that large corporations

were concerned not with the 'rea\' purchasing power of their assets, but with their nominal position

relative ta other fmns. We then argued thal, in a dynamic 'forward-looking' context, the main issue is

not how the corporation's holdings compare with those of other firms, but rather how much faster they

tend to expand. In other words, that the chief preoccupation of big business is not so much with re1Iltive

levels as with relative rates ofchange. Now, iftbis emphasis on relative dynamics is warrante<!, il calls into

question the traditionaJ praetice of building macroeconomic models on inherently stalÏc microeconomic

founllations. The problem is fairly simple. In trying ta exceed the 'average' pace ofaccumulation oftheir

corporate uni~, large fJrlllS are in effect seelcing ta increase their relative share in the aggregate<
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=lS of tbat universe. In otner words, their prime goal of difTerential peeuniary a=uIation is akin

to a continuous restrueturing ofbusiness Tf!/ations and instiJuIions. But if this is indeed the modus opmzndi

of the dominanl fums in our economy, how couid we assume thal sucb an :eonomy functions ",ilhin a

stable mieroeconomic Slrocture?

These methodologicai issues are particuiarly significanl ~<:ause the 'drive to restruelure' is, in

effect, par! of the business creed itself. We bave aIready emphasized in Chapler 6 that, under the new

arder of malure eapilalism, business sueeess depends on eeaseless restrueluring. Here, wc go even

furthcr, suggesting thal continuous Slroelural change is not only the means of large-seale a=uIation,

bul aise ilS mast fwuiœnental goaJ.~ Large flints do nol operale within a stable economie environmcnl,

nor do they trcal their environmenl as given. On lhe conlrary, the broad consequences of their aelions

and, most importantly, their very aims, could be underslood only in terms of incessant Slroelural change.

Indeed, as wc have illustraled in lhe previous cbapler and demoDslrale further below, dynamie

restrueturing is the prineipailink between mieroeconomie bebaviour and maeroeeonomic phenomena.

To assume that, 'for lhe purposc of ll'lalysis,' struelllre is somehow slalie, is 10 divorce thal analysis from

one of the most crucial fealures of modem eapilalism.

The most importanl struClurai manifestalion ofdifTercntiai pecuniarya=uIalion is theprocers

ofaggregate concentration. The nalure of lhis link beeomes cvidenl as wc broaden our focus from lhe

single gianl corporalion to the 'big economy' as a whole. Suppose wc adopl an operalional defmition for

the 'core' of a given corporate universe as comprising the L Iargest flrnls in thal universe, sucb as the

SOO largest flIntS of the 'indci.lria!' seelor. The aggregate concenlralion ratio for this universe couid then

be given by the proportion of total asselS controUed by the L core fums, sucb that

(4)

• 3 This view is closer to Veblen, who saw the large corporation as an active destabllizing force, than
to Oison, who interpreled the actions of sucb firms as passive responses 10 changing eïrcumstances.
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where AL is the tOla! value of the L core corporations and A is the aggregate vaIue of the entire

eorporate universe. This ratio can he approximated by Equation (5):

(5) AeRA" (AI· L) / (Aa· NUM) ,

where AI is the value of a 'lypicaI' core firm, L is the Iix::d numher of core firms, A a is the 'average'

corporate vaIue, and NUM is the numher of firms in the eorporate universc. (The vaIue of a 'lypicar

core firm is anaI0g0us to that of the 'average' corporation as defined in Equation (2).) Moving D-;)W from

the level of aggregate concentration to the process of aggregate concentration wc get

or

(7)

where acrA is the rate of aggrcgate concentration (t:.ACRA/ACR) and num is the rate of change of the

number of fJ.."'IIls (A NUM/NUM). The rate of aggrcgate concentration, then, is approximately equal to

the differentiai rate of accumulation for a 'typicaI' core firm less the relative change in the ovcrall

numher of fmns. If wc rewrite Equation (7), such that

wc can see that the differential rate of accumulation for a 'typica? core firm depcnds positivc1y on both

the increasc in aggrcgate concentration, as wcll as on the risc in the tOla! numher of 6rms. Since core

firms have Iittle control over the total numher of firms in thcir lôIIÏvcrse, thcir effort to 'out-pcrform' the

average would tend to.raisc the rate of aggrcgate concentralÎ.>D. Thus, to the c:xtcnt that largc firms arc

indeed drivcn by the prinâple of differential pcamiary accumu1atioo, thcir composite goal wou1d caU

for an ever-increasing rate ofaggrrgate COllCentraticn!
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If these conjectures are vaIid, they imply that, contrary to common conceptions, the process of

aggregate concentration is not mere1y a consequence of modem economic devclopment but, indeed, its

very raison d'être. What we daim here, is that the on-going increase in the share of assets controUed by

the Iargest firms in our economy is neither a strategie :neans of aceumulating 'rea1' wealth, nor a

Darwinian coroUary resulting from the competitive pursuit of that hedonie end. Instcad, we submit that

the or':er of signifieanoe must he reversee!: the inaeases in the amount of 'rea1' wealth controUed by the

large corporations should he viewed as coincidental to the u1timate redistnoutional goal of increasing

aggregate concentration.

This shift of focus from the statie rcalm of tangJole variables to the dynamie arena of nominal

distnoution mises severa! fundamental questions. Given the primacy of differential pecuuiary

aceumulation, we must now ask what determine the differential rate ofaceumulation DRA, for a 'typiea1'

core fmn? Under what circumstances will tbis rate he positive, zero or negalive? What could large fmns

do to increase tbis rate? And most signilieantly, what are the consequences of differential peeuniary

aceumulation for the macroeconomie dynamics of inflation and stagn;.tion? We tum to addr:ss the.",

q'l~stion DOW.

9.3 The Core's Differentiai Rate of Accumulation and Macroeconomie: Dynamics

To reiterate, as defmed in Equation (3), the differentia1 rate ofaceumulation for a 'typiea1' core

firm 1is given by

(3) DRA, '" a,- a.
'" (ccl- cc.)- (11- 1 .).

The levcl of DRA, thus depends on the differentia1 grow'.h of eaming capacity (ccl- cc.), as weU as on

the differentia1 growth of the risk pr::mia (1,- 1.). These IWO differences are not independent of cach

other, of course. Both expected eaming capacity as weU as its associated 'risk' premium depend on what
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happcns 10 actual carnings and, givcn tbis link, we may cxpect that there aIso be some reiationship

between (e'l- "al and (71- 7 al. Let us examine thesc interreiated components more c1osely, beginning

with the differenlial growth of earning capacily.

As defined in the first section, carning capacity EC rcfcrs to anticipated corporate income 

inc1uding both intercst on dcbt and net profit on cquity. While the magnitude of this variable dcpends

on pas! and current conditions, the exact nature of that dcpcndency is unfOltunatc\y obscure and

probably quite unstablc. We can rcasonably conjecture, howevcr, that the most important factor affeeting

caming capacity EC is the corporation's actual net profit TI and that, over a sufficientJy longperiod of

lime, the IWo variables will tend to movc more or less in the sante direction. Indccd, a rising trend for

net profit is usually accompanied by cxpcctations that the trend will continue and aIso that this will

cnabie the corporation to scrvioe a larger debt load. Simi1arly, an ongoing decline for net profit

commonly raiscs fcars for further deereascs and it aIso tends to downgrade cxpectations about the

corporation's debt·scrvioe capaeity. Businessmen could, of course, anticipate an uptum or a downtum

in camings before it aetually oeeurs 50, for a while, EC and TI would movc in opposite directions. This,

howevcr, would constitute only a short·term aberration. Sooner or later, net profit TI would change

direction, or, if that failed to happcn, there would be a revcrsaI in the course of carning capacity EC.

Over an extended pcriod of lime, the IWO magnitudes are still likely to follow the same gcncral path.

Suppose, then, that for both a 'typieal' large corporation l, as well as for the 'average' firm a,

caming capacity EC and net pr~ofitTI movc together, and suppose further that the ratio of their caming
"<.: ~,

capacilies ECI/ECa movcs togcthèr with the ratio of their Det profit TI1/IIa, so

where'" is a Don.stationary positivc parameter. In CODVCDtiOnal business terms, EquatiOD (9) mcans

simply that the faster the cxpansïOD of the fIrm's Det profit relative to the average, the more rapidiy will

ils cxpected carning capacity grow relative to the average. This Dced Dot a1ways be the case, of course,

but it is the 'commoD scnse' whieh guides business action: future cxpectations are affeeted by current
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dcvelopments and. in order to raise the differentiaJ growth of eaming C'3pacity, you must strive to

increase the differential growth of current profits.

In what ways eould the corporation affect !bis latter differentia1? Conccplually, the net profit

ofa firm Q:I) eould be viewed as depending on both the breadth ofaccunwlalion, denoted by the number

of employees working for the fmu, and the depllt ofaccumu1alion, designated by the level of net profit

per employee, sucb that

(10a) II = E' IlE,

where E is the number of employees, and IlE is net profit per employce as given by the ratio IllE. This

eould be deeomposed further by writing the depth of accumulation IlE as a produet of sales per

employee SE and the markup K, sucb that

(lOb) II =E·SE·K,

where SE is the ratio of sales revenues to employment (SIE) and K is the ratio of net profit to sales

revenues Q:I IS).

If, by analogy, we use these equations to describe the sources of net profit both for a 'typical'

core firm as weil as for the 'average' flrll1, we cao then approximate the differentiai rate of growth of net

profit (r1- r.) for a 'typica1' core flrll1. sucb !bat,

or
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where, for caeh type of fIrm, e is the rate of growth of employment pcr fIrm,1re is the rate of growth

of net profIt pcr employee, se is the rate of growth of sales pcr employee and k is the rate of change

of the markup. Thus, the extent to whieh the net profIt of a 'typieal' core fIrm grows faster !han the

'average' depends on IWO principal factors: (i) the differential inerease in the breadth of accumulation

given by (el - ea), and (2) the differential inerease in the depth of accumulation denoted by (u1- 1rea).

This laller magnitude is, in tom, the approximate Sum OflWO separate differenees: (13) the differential

rate of groWlh of sales pcr employee (se,- sea) (which is simply the differenee hetween the respective

rates of "Inflation" for the large and 'average' fIrm), and (2b) the differential rate of change for the

markup (kl - ka)'

ln order to assess the signilieanee of this decomposition, wc assume for the rest of this ehapter

that ail variables pcrtainins to the 'average' and typieal 'large' denote simple arithmetic averages for the

corporate universe and ils core, respcctively. Because ofaggregation problems, these approximations May

not he very accurate bul, sinee our concem here is only with very general trends, the ~~ential
.'

imprecision need not he a major maller for coneem.

The Breadth of Aççumulation. Core fIrms ean expand their breadth of accumulation cither

intemally, by ereating new industrial capacity and hiring new workers to opcrate il, or extemally, by

buying other companies and taking over their existing capacity and labour foree. While the effeet of both

methods on el is identieal, their impact on ea - and, hence, on the differenlial iner-...ase in the breadth

ofaccumulation (el- ea) - is different. To explain this difference, consider the rate ofgrowth ofaverage

employment ea as given by Equation (12)

(12) ea ", e - num ,

where e is the rate of growth of overall employment in the corporate universe and num is the rate of

change of the total numher of fIrms. By inspccting this relationship, it is clear !hat both internai and

external groWlh for core fIrms have a positive impact on ea• Internai growth raises e but bas nO effect

on num. Extemal growth via Mergers and acquisitions, on the other band, lowcrs num but leaves e
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unchanged. CWe refer here only to intra-universe Mergers and acquisitions which merc1y transfcr

employees between different flllIlS of the samc universe. The effect on e. of acquiring firms from outsidc

the corporate universe is identica1 to that of internai growth.) Nole, however, that while the impact on

ca of both methods of expansion is positive, there is an important difference in magnitudes: since core

firms tend to acquire relatively large firms, the effect of their external growth on num will tend to be

significantly smaller than the impact of a compa:'3ble internai growth on e. Now, in praetice, the specifie

choice of any inclivitillal firm betwcen internai or external expansion bas only a negligible impact on

(cl- ca) simply because, in a large universe of corporations, even the biggest firm is still too small to

significant1y affect ca' That could not be said, however, for the experience ofthe entire core. Everything

cise remaining the same, if most large fmns chose to expand extemally by buying othcr fmns, the

differential increase in their breadth of accumulation would be higher than if they decided to expand

intemally by creating new capacity.4

The Depth of Accumulation. Net profit per employee IlE could be augmented by cutting cost

per employee which raises K, by generating "Inflation" which increases sales per employee and boosts

SE as weil as K, or through some combination of both. These two mcthods arc neverthc1ess different

in that cost-cutting could be achieved independent1y by the individual firm, while raising sales revenues

per employee throUgh "Inflation" usually necessitates the cooperation of othcr fmns. Specifieally, since

the ability to increase productivity and reduce factor cost is often indcpendent of corporate size, we May

reasonablyargue that cost-CUlting alone could have only a limited impact on (kl - k.). The simultaneous

augmeitting ofSE and K .'fa "IrJlation," on the otber band, requires collective action and bence depend~
"

largely on tbe initiative oflarge firms. Unlike cost.cutting, tben, tbe coneutrenl risc ofSE and K must starl

4 To illustrate the potential significance of tbes.:,!fuTerences, consider a universe of 200,000 filmS
and 40,000,000 employees in which tbere"ise'" core of SIlO large corporations, each employing 40,000
workers. Suppose fll'St that a single core firms raises its employment by 50 percent to 60,000. If the
expansion takes place intemaliy, it will increase the average employment by 0.05 percent (from 200 to
200.1), 50 the (cl - ca) differential will be 49.95 percent. If the fmn chooses to expand extemally by
acquiring anoLller fmu with 20,000 employecs, there will be a reduction of 0.0005 percent in the number
of firms (from 200,000 to 199,999), 50 the (CI -c ) difference will be marginally higher, at 49.9995
percent. Suppose now that every core fmn addS 2O,&Jo employees and that alI of them do it in the same
way. Achieving tbis througb internai growth will raise average employment by 25 percent (from 200 to
250),50 the (cl- ca) differential wm be only 25 percent. Adding tbe same number of employees througb
external growih, on tbe otber band, will reduce the number of fmns by 0.25 percent (from 200,000 to
199,soo), 50 the differential expansion (CI - ca) for core fi,;",s will be almost twice as big"., at 49.75
percent. '
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at the core. Thcsc initial inflationary increases may be subscquently followed by smaller firms.

Furth~rmore, workers may respond by demanding and receiving higher wages, 50 cost will cise as well.

Yet, the initial spark would usually stem from the big economy and, al that point in rime, since the depth

of a<.cumulation for large fU"11ls is rising faster thao the average, the "InJlation" impetus would bave the

effeet of raising (u1- 1rea). In the modem contexl of mature capitalism. with an already ongoing

inflation. the mere increase in SE is of course no longer suffieient to assure a distnbutiooal gain. Dnder

these latter eireumstanees, the key toward raising the differentiaJ depth of accumulation sI:ifts from the

rate of"Inflation" itself, to changes in the rate of"Inflation." Thus, within the inflation-prone envirooment

of iarge·seaJe business enterprise, the 'inflatiooary spark' from the core means not simply a higher SE,

but a higher se.

Thcse considerations may help explain certain patterns in the historicaJ interaction hetween

corporate restrueturing and Macroeconomie stagflation. To begin with, note that core firms are Slroogly

disposed toward exlemal groWlh. As we elaborated in Chapter 6, the evolution of u.s. capitalism since

the end of the 191h century was charaeterized by the chrome .spectre of excess capaeily. With

technological progress conlinuously outpacing population growtb, profits depended crucially on the

'strategie limitation of industry.' Exisling industrial operations bad to he ceaselessly ratiooalized which

meant that, for the largc fU"11ls, increascs in thc breadth of acc-.unulation had to depend mainly on

exlcmal groWlh through mergcrs and acquisitions. Moreover, business amalgamation was in many cases

a primary prercquisite for industrial rationalization which made large firms even morc inclined toward

exlcmal expansion.

Now, as long as corc fU"11ls continue to expaod exlcmally, their breadth of accumulation is Iikely

to grow faster than the average, 50 (el- ea) will tend to he positive. That means !bat, even if their profits

per employee grow ooly as fast as the avemge -!bat is, even if (lrel- 1rea) is approximatelyzero - these

corporations will still be able to expand their overall net profit faster than the avei-age firm in their

universe, and maintain a positive value for (ecl - ec.). Large firms are not prevented, of course, from
-',

aIso trying to exceed the average groWlh of sales per empl0Yee but, as long as (el- e.) is deet::. :; to he

'sufficiently' high, that additiooal course of action is not very Iikely.
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The rationale hehind this strategic choice is fairly simple. The u1limate goal of large-sca1c

business enterprïse is the differential accumulation of capital and, as can he sccn from Equation (3). this

depends not only on earning capacity, but a1so on risk. External growth through Mergers and acquisitions

consolidates the power of corporate coalitions. which facilitates cooperation and stabilizes the groWlh

of profit. In Many cases, cxternal growth a1so leads to higber product diversification which tends to

stabilize the growth of profit even furthcr. The strategy is high1y beneficiaI for it enables the large

corporation not only to exceed the average growth of profit. but a1so to curtail its relative risk premium.

It is under these advantageous cÎrcumstances of cxternal growth -- and usually only under these

cÎrcumstances - thatlarge f= find it feasible to estab1isb a so-ealled 'target' rate of return and foUow

'markup pricing' to achieve it. As we argue below, allempting to boast the differential growth of profit

with higher "Inflation" tends to destabilize the growth of profit and adversely affect the assocÎated risk

premium. With 'healthy' increases in the differential breadth of accumulation, however, there is no need

to 'rock the boat.' Net profit and, hence, earning capacity tend to grow faster than t:.e average. while

the stability of net profit reduces the relative risk premium which a'Jgments the differential raIe of

accumulation ev::n fanhcr.

External growth May not always he feasible or cven desirablc, however. Mergers and

acquisitions depend on a host of factors - such as the prospects of enhanced monopolistic contro~

speculative gains. tax savings, overhead rationa1ization, and changing attitudes of policy makers and

reguiators - and when these or similar factors rcduce the external growth of core fmns, they also tend

to lower the corresponding value of (el - ea). In faet. even if mergers and acquisitions were to continue

unabated, adding every year to the ranIcs of each large fmn a given numher of relocated employees, the

impact of these transfers on the rate of growth el would graduaUy diminish with the growing magnitude

of El'

When their breadth of accumulatinn no longer grows faster than the average, core firms
:::.-.~

reluctantly try to alter their depth of accumula~\A.tsuch limes, the apparcntly passive practices of

markup pricing are no longer useful and must give way to inflationary initiatives toward raising IlE. The
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eventual benefit for core firms from perusing tbis alternati\'C strategy is uncerrain. ho",'C\'Cr. An

inflationary spark emanating from the core creates a ripple elfect of rising priees and wages thronghout

the economy. This raises costs per emplo)'Ce for the core firms, as ",'CU as the a\'Crage net profit per

employce in the corporate universe, which. together, tend to r<duce the initial differential gains of large

firms. Furthermore, the heightened instability incrcases the relative risk premium associaled wilh the

earnings of large firms, which tends to adversely affect their overall raIe of accumulation. FmaUy, and

perhaps Most imporrantly, in the contex1 of a 'closcd' market ",ith little population gro"'th, expanding

the depth of accumulation commonly means stagf1ation - that is, not only inflationary increascs in sales.

but a1so stagnating or even fa1ling employment and output (sec below). These considerations explain

some of the self-exprcsscd 'dislike' of large fmns for inflation. They would much rather rdy on ex1ernal

employment growth but, when that is infeasible, raising sales per employce remains their only altemati\'C

option.

In the contex1 of large-seale business enterprlse, there is then an intimate link between

stagflation and the differential pecuniary accumulation of core firms. As wc have argued in Chapter 6,

persisting excess capacity and growing profits could coexist only with managed stagnation and ongoing

inflation, and that necessitates the coUective action ofcorporate coalitions. The role of large firms in the

inflation process is crucial. Inflation could cerrainly arise without the coUective action of large

corporations but it could rarely last without it. Under the 'unforrunate' combination of rapid

technologieal advanees and limited population growth, an ongoing increase in priees could not be

maintained without the strategie limitation of industrial output, and that could be administered only by

the large eorporate coalitions. In this sense, wc could say that the large corporations are the modern

inflation makers, while the smaUer fums operate as inflation taken. This dichotomy docs not imply that

periphery firms must somehow 'abide' by the core's rate of inflation. Indecd, as our analyses in the

previous chapter suggested, smaU fums raised their priees faster than the large corporations during mueh

of the 19505 and 196Os, and then increased them more s10wly during the 19705 and 1980s. The crucial

point here is not that one group of fums experiences a more rapid inflation than the other, but rather

that'without the strategie cooperation among the large fums, mature capitalism would have very little

inflation to begin with. FtrStly, there is a certain minimum rate of inflation which emanates from the very
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process of coalition formation: the incrcasing capitalization of progressively larger business allianees has

to he 'supported' by higher profits whieh, in the context of excess capaèty, cao he aehieved only with

rising priees. Secondly, substantial changes in the overall1eve1 of inflation could he sustained only with

the 'consent' of the large core coalitions. Inflation, then, is an integra! part of the growth and

restrueturing of large-seale business enterprise. It emanates from the big economy and that is why we

view the large core fmns as 'inflation makers.'

Given this paramount role of 'inflation makers,' WC cao say that the overall rate of inflation

prevailing in any corporate universe depends flrSt and foremost on the inflation consensus at the core

of that universe. On the face of il, the inflation consensus seems a rather innocent variable: it is simply

whatthe largest corporate coalitions regard as an 'adequate' rate of inflation under the èrcumstanees.

Since the 196Os, economists have paid considerable attention to the notion of inflationary expeetations.

ln our opinion, it is mostly in the corporate core, among the effective controllers of the large 'inflation

makers,' that these expeetations hecome a signi1icaot inflationary force. For the small, inf1ation-taking

fmns, inflationary expectation are at most a guide for reaetion. In the core, on the other hand, such

expectations constitute a plan ofaclion. For core ftrms, the main question is not only how to survive in

a changing world, but also how to alter il. For these companics, the rcal issue is not how to mointain

their relative position despite the oncoming inflation, but how they should use inflation to improve that

position. To do that, however, they must aet colleetively and that requires that they share similar

inflationary expectations. In other words, the core's rate of inflation depends not simply on the

inflationary plans of individual large fmns, but on their common inflation consensus.

A1though tbis consensus rate could not be predieted with any sèentifie aceuracy, it is probably

related _. though only in a very rough way - to the distn'butional path chosen bY the large corporate

coalitions. A positive differential rate of accumulation for these groups could be achieved in one of IWO

ways: either direcùy through a redistn'bution of profit between large and small business firms, or

indireetly through a redistn'bution of income from labour to business. By raising their differentia1 breadlh

of accumulation - usually during a merger wave - core fmns aehieve their differentia1 goal direclly,

without altering the overall distn'bution belWeen labour and capital income. This business·to-business
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redistribution is likcly to limit the inflation consensus at the core and. thus. the o\'Crail rate of inflation

in the corporate universe. Without mcrgcrs and acqui'\Îtions, howcver. dircd busincs..co·t~bu.~e..'\..'"

bccomcs insignificant, thus drhing core firms t"ward incrcasing their differential depth of accumulation.

This latter strategy works indir<:etly, hinging on the ability of core firms to rcdistn1>ute labour income

faster than the average fmn in their \lIlÏvcrsc. To achicvc this end. the large fmns usually need to rai""

their inflaùon above the average. The conscnsüS rate of inflaùon incrcascs and an inflationary spiral gels

under way.

Clcarly, tbis rclationship hetwccn inflation and corporate rcstrueturing could not he reduccd

to any mathematical or statistical expression. Erst, while the inflation eonsensus may binge on the aetual

value of (el-ea), il also depends on what the large firms deem 'satisfaetory' or 'appropriate' - and that

may vary across ùme and place. For cxample. when the value of this differential drops significantly, say

at the end of a long merger wave, large fmns may regard the resulting differential rate of accumulation

as 'intolerablly' low by recent bistorical standards. Following a decade of rclatively moderate differential

accumulation, howcvcr, tbis same rate may hecome more acceptable. Secondly, the overall rate of

inflation depends not orny on the initial spark from the core. but also on the response of smaller farms

and workers, wbicb in turn may alter the inflation consensus at the core. Thus, when the inl1ationaty

response of smaller fmns and workers is belated and moderate, core firms will find their inflation

strategy effective and that will keep their inflation consensus low. When the overall inflationary rcaction

is rapid, howcvcr, the initial inflationary gains may he reduccd, prompting the large firms to upscale thoir

inflation eonsensus even further.5 These qualifications limit our ability to predicl the rate of inflation.

Fortunately, however, they do not diminish our understanding of ils underlying causes.

Most conl1ict theories of inflaùon (sucb as Rowthorn, lm and 1980 for cxample) sec the

struggIe betwcen labour and capital as the root cause of inflation. While tbis overall conl1ict certainly

affects inflaùon, in our opinion, the more crucial conl1ict is the one raging hetwcen fmns through their

5 A similar negaùve associaùon belWeen the overall rate of inflation and the extent to wbicb inflaùon
redistn1>utes income in favour of the large firms was alrcady suggcsted by Kotz (1982). His inflaùon
thenry, howcver, is rooted in the noùon of limit-pricing whicb is fundamentally different from our
anatyùcal framework here (sec Chapter 4).
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qucst for differcotial peeuniary accumulation. The u1timate goal for the inflation makers is to exceed not

the rate of groWlh of wages, but the average pace of accumulation. From their Iimited perspective, the

redistnoution of income between labour and capital is merely a means by whieh that goal could be

aehieved. From a broader poin' of view, however. these IWo modes of redistnoution cany drastieally

different implications. Direct firm-to-fum redistnoution c!oes nol alter the labour share of income, 50

as long as core fums sueeeed in cxpanding the breadth of accumulation Caster !han the average, the

process ofbusiness restrueturing leaves a relatively littJe mark on the effective demand for wage goods.

This, of course, does not imply fuIJ-capac:ity utiIization and price stahility. In order to inerease profits

despite growing produetivity, the large firms must still rationaJizc their industriaJ operations through a

combination of unemployment and price inflation. But as long as the overall distnoution berween capital

and labour income remains relative sta'~le, this stagflation will remain stable and low as weIL

AlI of tbis changes when large fums lIy to aehieve ;: differentiaJ rate ofaccumulation by raising

their prices and markups faster than the average. The u1timate goal is stillto redistnoute profit berween

fmns, but the means of aehieving it is by reduc:ing the share of labour income in their own sales. The

IikeJy outcome of tbis core strategy is a universaJ business drive toward higher prices whieh, as we show

below, tends to reduce the overall share of labour income. The eventual consequence of this

Iabour-to-business redistnoution is stagnating wage-good consumption with obvious detrimental

consequences for the genera! level of industria1 activity. It is under these c:ireumstances, when the area

of contention shifts from the breadth to the depth of accumulation, that we tend to get a stagflationary

crisis.

With this overall framework in minci, we cau now return to the infIationary expcrience of the

US. M&M sector. Our goal is to examine whether inflation and restrueturing in !hat sector were indeed

related to the differentia1 pecuniary accumulation of the Fortune-SOO core of firms in the manner

suggesl.ed here. The following questions will he addressed in sequence: (1) What was the nature of

differentia1 pecuniary accumulation in the M&M sector? Howdid the pace ofaccumulation for the large

firms compare with the M&M average? (2) What was the underlying pattern of interaction between

profit and risk? (3) What factors contributed to the differentia1 expansion of profit? Speeifieally, what
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were the relative contnoutions of the breadth and dcpth of accumulation? (4) In the breadth of

accumulation, what were j,e raIes of external and internai growth? How were lhese a1Teeted by the

changing patterns of mergers and acquisitions? (5) What happened to the deplh of accumulation? How

was il influenced by the differential rate of "Inflation" and the differential growth of the marlrup? (6)

Does the inflalio:l strategy of the Fortune 500 core appear consistent with our broad h)'PQlhesis? That

is, did the large Iirms maintain a relative low inflation when their breadth of accumulation was rising

faster than the average, but pushed it up when the relative inerease in employment was no longer

sufficient? To what extent was tbis strategy benelicial?

9.4 Differentiai Pecuniary Accumulation in the M&M Sector: Begïnnlngs

Our analysis for the US. manufacluriug and mining seetor is bascd on live principal variables.

In addition to sales and employment which were defmed in Chapter S. wc aIso use data on assclo;, net

prolit and the number of corporations, as descn1>cd beJow.

~ ligures are thase which are reported in the corporations' end-of-year balance .<beet

statemenlS, inclusive ofconsolidated domestic and foreign subsidiaries when reported. Data for ail M&M

lirms are published by the Internai Revenue Service (IRS) in its Stalistics of Income, Ctwponllions

Incorne Tar Rerums. For Fortune-500 corporations, data arc from the Fortune 500 armual direetory. Data

for the 'Others' are computed as a residual between the M&M and Fortune 500 totaIs.

Net Prolit refers to thc overal1 armual prolit net of taxes, including reported income of

consolidated domestie and foreign subsidiaries. rJgUres for ail M&M fmns arc computed Crom the IRS's

SUJtistics ofIncome, Corpotrllions Incorne Tar Rerums, as the sum of income less delicit (pre-tax), wbolly

tax-excmpt interest on government obligations, foreign tax aedit, investment aedit, and other aedits

- 1ess income tax.6 Data for the Fortune-500 Iirms are From the Fortune 500 directories and thosc for

the 'Others' are again calculated as a residual.

6 Non-avaiIable data for the following yearswere imputed as an average of adjacent (preceding and
trailing) observations: wholly tax-exempt interest on government obligations (1962, 19(5), foreign tax
aedit (1952, 1957, 1961, 19(5) and investment aedit (1962, 19(5).
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Nurnhcr of Corporations in the M&M universe is from the IRS's Statistia of Incorne,

Corporations Income Tar RetJJmS. The Dumber of 'other' firms is given by subtracling from this total the

FortUDe-SOO corporations.

With these basie data, wc compute thrce sets of variables as in Table 9-1 - bath in levcIs

(upper-case notations) as wcD as in rates of c!lange (Iower-case notations). There are live aggregate

variables whieh approximate the ovcraII size of the M&M universe, the Fortune-SOO core and the

pcriphery of 'other' Iirms. Then, there are four corporate-size indieators which provide different

measurements for the average corporate size in caeh group (these are dcrivcd by dividing caeh aggregate

variable by the correspondïng numher of fmns). rmaDy, for caeh group of firms WC calculate thrce

different ratios. (As wc indieated carlier, the corporate-size variables in caeh group may differ from the

corresponding values for the so-caDed 'average' corporation in that group. Howcver, sinec our anaIjISÏS

is conecrned only with broad tendencics, the potential inaccuracies need not concem us here.) In

Table 9-2, wc Iist our opcrational variables for the various differenlial rates of change pertaining to a

'typicaI' FortUDe-SOO corporation. These arc calculated by subtracting from the rate of change for a

FortUDe-SOO fmn the corresponding rate of change for an 'average' M&M firm (the differential-risk

index Iisted at the bottom of the table is defmed in the foDowing section). We turn to consider these

now, heginning with the differential rate of accumulation.

Our flfSt question concerns the overaD historical record of differential pccuniary accumulation.

How dit;, the pace of accumulation for the large Fortune-SOO firms compare with the M&M average?
"

What was the temporal pattern of their DRA? How did it change over lime? Because there are no data

on the 'true' value of a corporation, the answers to these questions must he indirect. As wc bave argued

in the first section, it is reasonable to expect that, over a sufliciently long period of lime, the

corporation's aceoUDtïng value of total assets will move together with ils underlying 'true' value. This

positive association is liable to he CVCD stronger wben wc focus DOt on any particular firm. but on the

average for a group of Iirms. Sa as long as wc restrict our anaIysis to the general movement ofaverages,

wc could use the value of total assets as a rcasonable approximation for eapitalized eaming eapacity and

as a basis for assessing the pace of differential pecuniary accumulation.
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• Table 9-1 Variable defmit:ons and names: le...els (upper-case) and rates of change (Iowcr-c.a.",)

Variable Name

Vmable Defmition

Aggregates

AlI M&M Fmns Fortune 500 -Others"

Assets (S billion)
Sales (S billion)
Net Profit (S billion)
Employ--"S (million)
NwnberofCorpomtions

MA ma
MS msMIl _

ME me
MNUM mnum

FA fa
FS ft
fIlfr
FE fe
500-

OA oa
OS os
aI OK

OE De

ONUM 0IIUm

Corporate Si7.e

Assets pcr Fmn (S billion) MAZ ma;: FAZ fa;: OAZ oa;:
Sales pcr Fmn (S billion) MSZ ms:: FSZ fsz OSZ osz
Net Profit pcr Fmn (million) MIlZ mJrz fIlZ frz aIZ OKZ

Employees pcr Fmn MEZ me:: FEZ fe:: OEZ oez

•
~

Sales pcr Employee (S)
Net Profit pcr Employee (S)
Markup (Net Profit/Sales, %)

MSE mse
MIlE _e
MK mk

FSE fse
fIlE fre
FK fic

OSE ose
aIE OKe

OK ok

Table 9-2 Differentiai mtes of ehange for a Fortune-500 fmn: operational variables

•

Assets pcr Fmn
(Differentiai Rate of Accumulation, DRA)

Net Profit pcr Fmn

Employees pcr Fmn
(Breadth of Accumulation)

Net Profit pcr Employee
(Depth of Accumulation)

Sales pcr Employee
Markup

Differentiai-Rist Index
(Normalized Deviations from Average)

- 376-

faz- maz

frz- mJrZ

fez- mez

fre- _e

fse- mse
fIc- mk

lfirznl - 1mJrznl



•

•

•

Consider the" FIgUres 9-1a and 9-1b, whieh desaihe the evolution of dilTerent size-indieators

for assets over the 1950-1989 period. In FlgUfe 9-13, wc plot the value of assets for an average

Fortune-500 lirm (FAZ), for an average 'other' fJIlD (OAZ) and for an average M&M firm (MAZ)- As

the data indieate, the assets size ofa typieaJ Fortune-500 firm grew eontinuousiy between 1954 and 1989.

The average asset size for the 'Others' remained more or less stable during the late 19SOs and carly

196Os, after whieh il, too, Slarted to rise. FmaIIy, the average asscts per firm in the M&M universe grew

only moderateIy between 1950 and 1965 and then began to inaease more rapidly.

The relative pattern of development for the Fo:tune-500 firms is indieated in FIgUfC 901b and

summarized in Table 9-3. (In order to minimize aoss refereneing, wc will he using !bis same table

format repeatedly, with additional estimates being added as WC proceed.) The Assets-per-F1ID1 Ratio

(FAZ/MAZ) denotes the ratio between the assets of a Fortune-500 eorporation and those ofan average

M&M lirm, and is eharted in the upper part of tbis figure. In 1954, when Fortune-500 firms llad an

average asset level of $216 million and the eorrcsponding value for an average M&M firm was

$1.5 million, this ratio stood atl44. By 1970, the average asset size of Fortune-500 firms quadrupled to

$864 million, and sincc the a.;sets of an average M&M firm only doubled to $3 million, the

Assets-per-Flml Ratio rose to 288. This ratio eontinued to climb, rcaehing a peak of 347 in 1981, and

then dec1ined to a level of 324 in 1986, when Fortune-500 f1ID1s had average assets of $3,122 million as

eompared with $9.6 million for an average M&M f1ID1.

The rate of growth of the Assets-per-Firm Ratio FAZ/MAZ eouid he approximated by the

dilTerential rate of accumulation (fœ-maz), as desaibed by the bar ehart at the bottom ofFJgure 901b.

The overaII pattern emerging from these data is one of a positive but dedining dilTerential rate of

accumulation for the eore firms. During the 1955-1970 period, !bis rate averaged 4.5 percent and, with

the exception of 1968 and 1970, was positive throughOUI. This seems to have ehanged in the subsequent

period between 1971 and 1986. The average value for (fœ-maz) dropped to a meagre 0.8 percent and

there was a marked inaease in its year-to-year fluctuations, with Many negative observations.
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• FJgDre 9-1a Total ;lSSC1S pcr ftrm

Fortune 500 ($ biUi.on) N:&W: and "Others" (S mtlhon)
5 ~::..::=....:..:..:....:.:....:....:..::.:::_---------.:....:.:....:::::......:..:=.:......:::..=:::::::::,- ,.

4

3

2

I-FAZ MAZ .•0. OAZ 1
12

10

...," 8

8

o

-1 ..,.,....• ,.... .. .. ~.... ' ..•..•.•..•.. . '. ....• . ...-----------_ ...._._ .._._--

4

2

198519BO1975197019851960

Differentiai pccuniary accumulation

19551950

-2-1-r-r~._+.,_,_,_.,_+~r_r~h_.,...,-,-+-,~r_r_h,..,...,_,+.,..,.~r+~._r_r+o

1990

•
Assels-per-F1rm RaUo OlfterenUal Rale of Acc:umulalton (X)

400

347- FAZ/NAZ350 -faZ-m4%
288 32.300

250

200

150 144 15

100 10

Ditr. Rate of

- - Accumulation 5

0

" ~

~:-:::;-;

-10
1950 1955 1960 1965 1070 1975 1980 1985 1990•

- 378-



Differentiai rates of change for a Fortune-500 firm (annual averages, percent)• Table 9-3

Differentia! rate of chanf(e of:

Assets per Firm
(Differentiai Rate of Accumulation, DRA) faz- maz

1955-70

45

1971-86

0.8

Net Profit per Finn

Employees pcr Flml
(Breadth of Accumulation)

Net Profit pcr Employee
(Depth of Accumulation)

Sales per Employee
Markup

DifferentiaI-Risi< Index
(Normalizcd Deviations from Average)

frz- mxz

fez- ma

fre- mu

fse- mse
Jk- mk

lfirznl- I-znl

•

•

In summary, over the past three decades, Fortune-500 firms found it increasingly clifficult to

'beat the average': despite an ongoing expansion of their own asscts, their differer.liaJ rate of

accumulation was s10wly falling, approaching a ncar-zero average during the 19705 and l:l8Os. What wcre

the causes behind tbis relative decline? How wcre thesc causes rclatcd to the modus operandi of the

large firms? And what was the impact of these dcvclopments on the inf1ationary cxperience of the M&M

sector? We turn to consider these issues now.

9.5 Profits and Risk

Reca11 that, in its abstract form, llië"dirrerentia1 rate of accumulation (al- aa) for a 'typica1'

large corporation 1is given approximatc1y by the differentia1 rate ofgrowth of the firm's carning capacity

(<<1- «.), less the differential rate of change for its risk premium (7,- 7 a)' In Section 9-3 wc aIso

suggested !hat the magnitude of both of thesc differcnces dcpcndcd on the temporal bebaviour of net

profil: the differ.:ntial growth of anticipated carning capacity was affeetcd by the diffcrentia1 rate of

growth of net profil, while the differcntia1 rate of change in the risk premium was inf1uenccd by the

relative variability in the growth rates of profits f",' the large and 'average' firm. Now, if our estimatcd

differential rate of accumulation (Jaz - maz) which is bascd on the accounting value of total asscts is

proportionate to the underlying differentia1 rate of accumulation (a,- aa) which is bascd on the
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corresponding 'true' values, it follo,",'S that both differentials will he affected by the temporal heha,iour

of net profilS in a similar way. Specifica1ly. we would expect (fa: - ma:) to he infIuenced positivdy by

the differential rate of growth for net profit ("'z- _z), wherefirz and _z are the respective rates

of change of net profit per firm for the Fomme 500 and the M&M universe, and negatively by the

differential risk index (lfirm1- I-m1), where firm and _m are correspondïng measures of

profit-growth variability which wc shall defme later. Let us examine these distinct influences, heginning

with the rate of growth of net profit per firm,

Figures 9-13 and 9-2b ehart relevant profit data for the 1950-1989 period. In F'8W'e 9-230 wc

contrast the armual profit per fmn for the Fortune 500, '.he 'Others' and the M&M universe a.< a whole.

ln general, wc distinguish hetween (WO main periods: the 1950s and 1960s which wcre characterizcd by

relative stability, as opposed to the 1970s and 19805 in which there wcre markcd fluctuations in ail tmee

series. During the first period, the average net profit for a Fortune-5OO fmn rose more or less

continuously, from $17 million in 1954, to $43 million in 1970. Profils for the 'Others,' however, did not

change by much, fluetuating around an average level of $23,000. For the M&M universe, profit per firm

rose ouIy marginally, from $75,000 in 1954, to $95,000 in 1970. The 1970s brought substantial changes.

Within a decade, Fortune-5OO fmns more than tripled their average profits, whieh reached a level of

$156 million by 1979. The relative increase for the 'Others'.was even more speetacular: from an average

loss of $6,800 in 1970 to an average net profit of $229,000 in 1979, Net profit per fmn in the M&M

universe was aIso rising rapidly, increasing five-fold to a level of $529,000 by 1979. Further changes in

direction occurred in the carly 1980s. While profils for the large core fmns fluetuated around

$150 million, those for the 'Others' as weil as for the average M&M fmn droppcd sharply.'(For the

'Others,' average net profit fell to pre-1970 levels.) During the late 198Os, there was a markcd increase

in the Fortune-5OO series, but we have no comparable data for the IWo other series.

_ These relative changes are summarized in Figure 9-2b, as wcll as in Table 9-4, where they are
- -

contrastcd with period averages for the differential rate of accumulation. In the upper part of

FIgUfC 9-2b, wc plot the Profit-per-Fmn Ratio mZ/MIIZ, while in the lowcr part wc ehart the

(firz- mrz) differential which is approximately equal to the rate of change of mZ/MIIz. During the
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• Net profit pcr fIrnl
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• 1950s and 1960s, Fortune-500 fl1"tlls enjoyed a generally positive differential rate of groWlh for their net

profils. The Profit·per·rl1"tll Ratio FIIZ/MfIZ foUowed an upward trend and. with an annual average of

3.9 percent for (ftr=- Mn), this ratio more than doubled [rom 222 in 1954, to 455 in 1970. The carly

19705 brought a sharp reversai of trend. Whi1e profils for Fortune-500 firms wcre increasing rapidly,

those for the average M&M firm rose even faster and. 50, within half a decade (by 1975), FIIZ/MflZ

bas been reduced to a level of 250. Then came another turnaround. The rapid increase of MfIZ was

lessened somewhat, (ftrz - _=) bccame positive Once again and the Profit.per·Firm Ratio started to

rise. After 1980, with the sharp drop in MfIZ, the asccnt intensified. bringing FIIZ/MfIZ to a new peak

of 670 in 1982, which was subsequently foUowed by 50me decline.

Table 9-4 Differentiai rates of change for a Fortune-500 firm (annual averages, percent)

Differentiai rate of change of: 1955-70 1971-74 1975-86

Assels per rl1"tll
(Differentiai Rate of Accumulation, DRA) faz- maz 4.5 1.7 0.5

Net Profit per rl1"tll frz- _z 3.9 -17.5 5.4• Employees per rl1"tll
(Breadth of Aceumulation) fez- mez

Net Profit per Employee
(Depth of Accumulation) fre- _e

Sales per Employee fse- mse
Markup fk- mk

Differential·Risk Index
(Norma1ized Deviations from Average) lfirzn1- I-zn1

How have these relative changes in profils affecled the differential groWlh of asscls for

Fortune-SOO fl1"tlls? To consider tbis question, we plot in Figure 9-3 tbe Assels.per-Firm Ratio

•

FAZ/MAZ, alongside the Profit-per-rl1"tll Ratio FflZ/MfIZ. (Average groWlh rates for both ratios arc

given in Table 9-4.) During the 1954-1970 period, tbe IWO series foUowed a similar trend: tbe

Assels-per-rmn Ratio grew at an average annual rate of 4.5 percent, while the Profit-per-rmn Ratio

expanded at an only marginally slower average rate of 3.9 percent. In the subsequent post-1970 period,

the general association between the two ratios was no longer apparent. From 1971 to 1974, FflZ/MfIZ

dropped at an average annual rate of 17.5 percent, while tbe growth of FAZ/MAZ mercly slowed down
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• F"lgIIre 9-3 Differentiai peeuniary accumulation and relative
prolitability
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to an average of 1.7 percent. Then, between 1975 and 1986, when FfIZ/MflZ was rising at an a\uage

rate of 5.4 percent per annum, the annual growth of FAZ/MAZ dropped further, to an average of 0.5

percent. AlI in aJI, from 1970 to 1986, the Profit-per-FU1II Ratio rose by Tl percent, whercas the

Assets-per-FU1II Ratio increased by only 13 percent.

One possible explanation for this shifting relationship is a ehanging balance betwcen the growth

of profit and risk. During the 19505 and 1960, Fortune-5OO firms enjoyed a rapid but relatively SlIJble

differentia1 growth in their net profil. That had a positive impact on their differentia1 growth of earning

capacity while keeping risk premiums low - a happy combination whieh fuelled the brisk differential

accumulation evident in Figure 9-3. The situation was no longer as favourable during the 19705 and

19SOs, when substantial variations in the differential groWlh of profits wcre associated with mueh smaller

changes in the differential growth of assets. The reason may be traced to the heightened instabUity of

profit growth and its effeet on risk premiums, whieb we now examine more closely.

Consider Figures 9-43 and 9-4b, and Table 9-5 whieb provide some indications for tbis growing

instabUity and its potential implications for risk premiums. In FIgUre 9-43, wc contrast the rate ofgroWlh

of net profit per fU1ll for the Fortune 500 (frz) with the comparable rate for the average M&M fmn

(mlI"z). A visual inspection of this figure COnfU1llS that the variations in both series increased considerably

after 1970. The data aIso reveal ehanges in period averages. As wc eau see in Table 9-5, belWeen 1955

and 1970, the average rate of groWlh of net profit per firm was 7.0 percent for the Fortune-5OO firms,

but only 3.1 percent for the M&M universe. Durlng the subsequent 1971-1986 period, the average rate

for Fortune-5OO fU1llS rose marginally to 8.6 percent, while the corresponding rate for tbe M&M

universe almast trlpled to 89 pêrcent.

What was the effeet of these ebanges on relative risk premiums? The common approaeh to risk

is to look on the variabUity of the rate ofprofit 0/1 capi/al. but that May not be wholly adequate when the

magnitude of capital is, in itself, a functiori, of profit. The problem is that, with forward-looking

capita1ization of earning capacity, the value of a corporation would tend to grow and contract together
;:'_::-'=

with profit, thus moderating tbe fluetuations in their ratio. This effeet is partia1ly coneealcd wben wc use
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• Growth raIes of profil pcr firm
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•
historica1 values for assets, but is clcarly C\ident when wc dcaI ",ith cunent vaIues as quoled on the stock

and bond markets. In order nol to blur the picture, wc focus ooly on profits. If the goal is a rapid growth

of profil, the risk stems from fluctuations in !bat growth, 50 instead of looking at variations in the rate

of profil, we should dcaI directly with variations in the rale ofgrowth ofprofit.

Table 9-S Net profit per fmn: sclectcd variabilitv indicators (annuaI avcraees)·

Nonna1ized Deviations DiffercntiaI-RÏsk
Rates of Growth (%) from Period Average Index

Fortune 500 M&M Fortune 500 M&M
Period (fu) (mrz) ((xm) (mrm) (~

1955-1970 7.0 3.1 0 0 -3.7
(13.6) (18.6) (1.9) (6.2)

1971-1986 8.6
(183)

8.9
(26.7)

o
(2.1)

o
(3.0)

-0.9

•

•

• Standard deviations in brackets

To quantify thesc variations, let us definefirm as the normalized deviation offirz from its period

average, sucb that

(13) firm,. (ftrz - firz) 1firz

and mrm as the normalized deviation of mrz from its own period average:

(14) mrm,. (mrz- mrz) 1iiifZ ,

where firz and iiiiZ are the average values for firz and mrz, respcetively, over a given lime intervaJ. In

order to account for changes in the average raIes of growtb, wc compulcdfirm and mrm in stages: fllSl

for the 1955-1970 period (using the appropriale period averagesfirz and;;;;rz listed in Table 9-5), then

for the 1971-1986 period (with its own vaIues for firz and mu) and, fmally, WC concalenalcd them 10

creale 2 continuous series for the enlire 1955-1986 period whicb are plottcd in the upper part of
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Figure 9-4b. In the bottom of the fIgUre wc ehart the difference between the absolute values of these two

normalÎ7.ed series. This latter difference couId be inlerpreted as a differentiaI-risIc ind= the annual

values of (lfirzn 1- I-zn i) indieate the extenttowhich the normaIized deviations ofjirz from ilS period

averages fclI below or above the comparable normaIized deviations ofmxz from ilS OWD period averages.

Negative values for this index wouId signify!hal the growth of net profilS for a Fortune-SOO firm is more

stable !han the corresponding raIe for the average M&M Iirm, whiIe positive values wouId suggcst it is

more UDSlable.

The data indieale !hal, during Ihe 1955-1970 cm, net profit per firm in the Fortune-SOO group

nol ouly grew much faster but was aIso far less risky thal the M&M average. Indeed, while the standard

deviation for mlfzn amounled to 6.2, il was merely 1.9 for jirm. This greater stability of profil-growth

is illustraled by the large negative values for the differentiaI·risIc index (lfirm 1- I-m1), which

averaged -3.7 during thal period. The dala aIso show, however, !hat this 'variability-gap' was s10wly

closing, particuIarly after 1970. During this latter period, there was a marked increase in the average

value mxz, which had the effeet of redueing the standard deviation ofmxm by more than a haIf, to 3.0.

This, together wilh an increase in the standard deviation of jirm to 2.1, shrunk the negative magnitude

of the differentiai-risIc index 10 an average of ouly-0.9 over the 1971-1986 period.

Clearly, there was a graduai erosioR over the past three decades in the 'stability-edge' which

large flfllls repuledly possess Over their smaller counlerparts.7 This, of course, is a retrospective view

and hence wouId have been partly concealed from the contemporruy business view which prevailed during

the unfolding of events. Furtbermorc, the precise impact of variations in profit-growth on the subjective

perceplions of'risIc' is forever obscure. Yel, given the persislcul shrinkingof (lfirm 1- Imxm 1), il wouId

seem safe to conclude !hal there must have been aIso a corresponding decrease in the (negative)

magnitude of h,- 1.), which lhen contnDuled loward the fa\ling lendency of (faz - maz).

7 While there is abundant evidence on the positive link between corporale size and the stability of
rate of profil (sec, BowrÏDg, 1986, pp. 134-150, for example), the effect of corporate size on the stability
of the groWlh of profit reeeived \ittle or no attention. Moreover, mosl studies focus on a cross-section
analysis for a given period of lime and do nol explore the po5SIDle variations of risk over lime.
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To summarize. during the 19505 and 196Os, Fortune-500 firms enjoyed a high posith'C ,'aiue for

(fr= - -=) and a large negative ,'aiue for (Ifir:n 1- I-:n 1) whic:h. together. a.<surd their high

differenùa1 rate of accumulation (fa::- ma::). During the 19705 and 1980s. there "''Cre changes in the

rates ofgrowth of profit whicb affected both (fr= - _=) and (Ifir:n1- I-:n1). The strong fluctuations

in profits must have infiueneed expected earning capacil}' but, givcn the short-tenn nature of these

fluctuations, the elTeet could not ha,'C been very large, whicb may partly exp1ain the weaker impact of

(frz - _z) on (fa:: - ma::) during that period. At the same ùme, the enhaneed variabilil}' in the growth

rates of profit sbrank the (negaùvc) vaIue of (Ifir:n \- 1_""1), and that may have contnDuted toward

a lower average vaIue for (fa:: - ma::).

Given the crucial impact of net profit on both earning capacil}' and risk, it is clear that our

analysis of differential pecuniary accumulation must start with the differential growth of net profit.

Speeifically, we must ask what detennined the average magnitude of (frz - _z)? Why was this

differenee relatively stable during the 19505 and 1960s? What made it more unstable in the 19705 and

198Os? To answer these questions, wc need to break (frz - _z) down to its constituent eomponents.

9.6 DilTerential Cbllllges in the Breadtb and Deptb of Accumulation: An Oveniew

In Section 9-3, wc decomposed tbe differential rate of growth of net profit for a 'typical' large

corporation l, sucb that

wbere (el- ea) denoted the differenùa1 increase in the breadlh of accumulation and (lI'el- lI'ea)

designated the differenùa1 expansion in the depth ofaccumulation. Using our operationa! variables listed

in Table 9-1, this could be written for a 'typical' Fortune-500 flJ1ll, sucb that

(l1e) (frz- ",..z) .. (fez-mez) + (fre- _e) ,
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where fa and ma denote the rates of growth of cmployment pcr firm in the Fortune-SOO and M&M

groups, respectivcly, while fre and nrre are the corrcsponding rates of growth of profit pcr cmployee

in the IWo groups. Within this operational framcworlc, the diffcrcntial growth of the brcadth of

accumulation is denotcd by (fa -mez), whercas the differential growth of the depth of accumulation is

givcn by (fu - nrre).

Consider now Figures 9-5a and 9-Sb, in wbich wc contrast the bistorical cvolution of the

Employment-per-rlTll1 Ratio FEZ/MEZ with that of the Prolit-pcr-Employee Ratio ErrE/MIlE, as well

as their respective rates of growth, (fez-ma) and (fu- nrre). Table 9-6 includcs relevant summary

statistics for our anaIysis. Ovcrall, the data point to a major shift in the relative significance of (fez -mez)

and (ftre - nrre). During the ftrst period, berween 1955 and 1970, the primary source for the diffcrcntial

growth of profit emanatcd from the breadth of accumulation. While the average annual value of

(ftre- nrre) was actuaUy ncgative, at-19 percent, the average for (fa- mez) wasa positive 5.6 percent,

leading to an average of 39 percent for (ftrz - mJTZ). In other words, Fortune-SOO firms wcrc raising

their breadth of accumulation so much faster than the average firm, that even with their depth of

accumulation declining against the average, they still managed to enjoy a brisk differential expansion in

their net profit per firm.

Table 9-6 Differentiai rates of change for a Fortune-SOO flTll1 (annual averagcs, percent)

Differentiai rate of change of:

Asscts per rlTll1
(DifferentiaI Rate of Accumulation, DRA) faz- maz

Net Profit per rlTll1 frz- rmrz

Employees per rlTll1
(Breadth of Accumulation) fez- mez

Net Profit per Employee
(Depth of Accumulation) fre- rmre

Sales per Employee fse- mse
- Marlcup Jk- mk

Differentiai-Risle Index
(Normalized Deviations &om Average) [firznl- Irmrznl

•
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1955-70

4.5

39

5.6

-19

-3.7

1971-74

1.7

-17.5

1.4

-195

1975-86

0.5

5.4

1.5

4.0

-0.9
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• The relative role of thcsc components changcd after 1970, with the markcd dccIine in the

average value of (fez-mez). Betwccn 1971 and 1974, the differential growth of employment per firm

dropped to annual average of 1.4 percent. At the same time, the differential growth of net profit per

employee (fu- mu) dccIincd to an average of-195 percent, pulling (frz- ml"z) down to annual

average of -175 percent. After 1975, the average annual value of (fez- ma) remaincd a low 1.5

percent, but that of (fu - ml"e) expcrieneed a sharp reversai: it rose to 4.0 percent, pushing up the

average annual value of (frz - ml"z) to 5.4 percenL

ln summary, while during the 1950s and 196Os, the differential growth of net profit per firm

(frz - ml"z) ~'IS affectcd mainly by the breadth of accumulation, during the 19705 and 1980s it was

mainly the depth of accumulation which generated Most of the changes. Furthermore, as the data in

rJgUrC 9-Sb make fairly c1ear, it was Ibis shift of emphasis, from the breadth to the depth of

accumulation, which aIso generated much of the increascd instability of (frz - ml"z) after 1970. We now

tum to examine devclopments in each of thcsc areas, beginning with employment per firm.

• 9.7 The Breadth of Accumulation

•

Let us commence by examining the overall historical evolurion of employment per firm for the

various groupings in the M&M universe. Consider first Figure 9-63, in which wc chart the average

number ofemployees per fmn for the Fortune 500, for the 'Others' and for the M&M sector as a whole.

The data reveal major disparities in the experience of the different groups. Between 1954 and 1970,

Fortune-5OO firms almost doubled their average size - from 15,715 to 29,215 employees per firm. The

historical record for the 'Others' constituted almost a mirror image: these smaller firms saw their

average size shrinking by more than a haIf - from 81 employees per firm in 1954, to 38 in 1970. The

experience for the 'average' M&M firm was mixcd: fust a dccIine from an average size of 141 employees

per firm in 1955, to 99 in 1962, and then a certain increase, to 107 by 1970. Turning to rJgUrC 9-&, wc

cao see how these different trends affected the relative position of large firms. With Fortune-5OO firms

rapidly expanding their breadth of accumulation amidst an overall contraction or stagnation for the

average M&M fmn, the Employee-per-rmn Ratio FEZ/MEZ was rising at an average annual rate of
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5.6 percent, from 112 in 1954, to 274 in 1970 [the annual rates of change of FEZ/MEZ are given by the

bar chart for (fez - mez) at the bouom of the fJgUte].

The 19705 and 1980s brought substantial changes mtrend. The Fortune-5OQ firms were no

longer growing as fast as they did in the 1950s and 1960s. Between 1971 and 1979, their employment per

firms rose only slightly to 32,387 and then stl'rted to decline rapid1y, to 26,724 in 1986 and then funher

down to 25,080 in 1989. For the 'Others,' the 19705 and 1980s were marked br relative stability, with

employment per fum fluetuating mild1y around an average 1eve1 of 37. ln the entire M&M sedor,

employment per fum was s10wly deelining, reaehing 77 br 1986. These changes affeeted a substantial

reduction in (fez - mez), which feUto an annual average of 15 percent over the 1971-1986 period. Thus,

in contrastto the near-tripling ofFEZ/MEZ during the 1950s and 196Os, the value of this ratio was now

growing much more s1owly, reaching 349 by 1986.

At fmt g1ance, the contours of these bistoriea1 developments May seem perplexing. How is it

C PŒ-<ible,"one could ask, for there to be such large differenees belWeen the movements of FEZ and

OEZ? ln particular, how could the employment size ofJarge and small fums move inopposite directions,

as they did throughout the fmt period, belWeen 1954 and 1970? Such a differential·growth paUern May

be possible when we compare the record of individual companies which operate in different industries,

but here wc are dea1ing with averages for IWo groups whose activities span the entire industria1 sector.

With the number of 'other' firms growing by more !han 50 percent - from 138,613 in 1954, to 211,m
br 1970 - it is clear that tbis seetor indeed shared the 'prosperity' of the 1950s and 196Os, 50 why did

the average size of 'other' fums shrink throughout that period? On the other band, how could

employment per fum in the Fortune-5OQ sector grow 50 much faster !han what was warranted br the

overall expansion of the industrial sector? The answer to these question has to do with the sources of

employment growth.

The ave~ge number of employees per firm could change either through internai or externaJ

growth, bllt only the laUer could lead to such divergent behaviour of the kind reeorded in rJgUte 9-6a.

Internai groWlh or decline commonly emerges in response to Macroeconomie àrcumstanees and hence
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tends to have a similar impact on FEZ and OEZ. Extemal expansion or contraction. on the other band.

are the consequence of mergers and acquisitions and. to the extent that these work by 'redistnouting'

employees from one group of fums to the other, they "ill have opposite effeets on FEZ and OEZ.

Provided that ;bis inter-group redistnouÙon is sufficiently intense, its opposite effeets on employmenl

growth for large and sma11 firms may completely overshadow the simi1ar effeets of maaoeconomic

condiùons, whatever they may be.

To consider these issues, wc now tum to Figures 9-730 9-7b and 9-7c, in which wc desen1le the

effeets of different growth components On the behaviour of employment pt.: fum in each group of

eorporaùons. (The precise computations of these components are explained in Appcndix c.) Beginning

with the Fortune 500, we cau decompose the change in employment pcr fum llFEZ1, such that

where llFEZDI1 is domestie intemal groWth attributed to the net aeation of jobs within the United

States by Fortune-500 fums, llFEZ.DE
1

is domestic extemal growth stemming from mergers and

acquisiùons which 'redistnoute' employees from the 'Others' to Fortune-500 corporations, and

llFEZ.Ft is the net growth attnouted to variations in the number of employees working for foreign

subsidiaries of Fortune-500 firms (inc1uding both intemal and extemal changes). (In tbis and the

following decompositions, wc treat extemal expansion into non-M&M areas as a facet of intemal

growth.) Now, suppose that, beginning with the level ofFEZt in 1954, we added in each subsequent year

t the annual contnoution ofllFEZ-Dlt" The cumulative series - which wc label Dun llFEZDlt - tells

us what would have happcned to employment pcr firm had the Fortune 500 experienced only domestic

internai growth. Using this same procedure for the other sources of growth, wc cau simi1arly compute

the path of emp10yment pcr firm with only domcsùc extemal growth (Cum llFEZDEt) and the

cumulative effect of foreign growth (Dun llFEZ-Ft ). These hypotheùeal paths, a10ng with the actual

values for FEZ, are plotted in Figure 9-7a. <".

- 394-



• • •
Fllure 9-7. Sources of employment growth:
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The decomposition for the other groups proceed in much the same way. Ignoring the negligible

foreign operations of the 'Others,' we have

(16) ilOEZ, = ilOEZJ, + ilOEZE,.

where ilOEZJ, and ilOEZE, denote the internai and exlernal changes in employment per firm.

respeetively. The cumulative effeet on OEZ of internai growth is then given by Cum ilOEZI,. and that

of exlemal growth by Cum ilOEZE,. which together with OEZ are charted in Figure 9-Th.

Fmally. for the entire M&M universe, we have

(17) ilMEZ,. = ilMEZDlt + ilMEZDCt + ilMEZF, .

Here, ilMEZDlt is the contribution of domestic internai growth to M&M employment per firm.

ilMEZ-F, is the corresponding contribution of foreign growth and ilMEZDC, denotes domestic

compositional changes. (These compositional shifts arise from disproportionate variations in the number

of small and large firms. Since Most newly incorporated firm are sma1l, the proportionate net inerease

in the total nomber of M&M firms MNUM is far larger than the corresponding proportionate inerease

in the overall M&M employment ME, and that tends to lower MEZ even if there are no changes in the

aetual size of existing frrms.) With these definitions, the path of M&M employment per firm with only

internai growth is given by Cum ilMEZDlt• the path with only domestie compositional growth by

Cum ilMEZDCI' and that with only foreign growth by Cum ilMEZFt•These series, together with MEZ

are plotted in F'8l1re 9-7e. Let us now tum to examine the historieal record as told by the dïfferent

figures.

Overall, it seems eIear that, for alltbree groups, the impaet on employment per frrm of internai

growth was charaeteristieally different from the effeets of exlernal, compositional and foreign growth.

Specifieally, in each of the cases, internai growth seems to have infIuenced the pattern of sbort-term

fluctuations, while the latter sources of growth were main1y responsible for long-term changes.
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Funhennore, while the pattern of internai growth was simiIar for the thrcc groups, thcir comparable

cxpcriences with the other sources of growth wcre quite differcnL

Taking a closer look at thcse charts, wc cau sec that, for the Fortune-SOO firms, the

ncar-doubling of FEZ bctwcen 1954 and 1970 had very !itt1e to do with domcstie internai growth. Over

that period, a 'typical' Fortune-SOO corporation in fact c!iminatcd 1,485 jobs which, in the absence of

other factors, would have lowcred FEZ from 15,715 cmployccs in 1954, to 14,230 in 1970. The Icvc! of

FEZ ncvcrthc!css incrcascd, fU"St1y through the addition of forcign cmployccs, which mOre than offset

the internai dccline in domestie cmployment, but, primari1y, due to the very rapid external growth via

Mergers and acquisitions. Indeed, external growth on ils own could explain aImost the entire increase

in FEZ over the 1954-1970 period! The other side of this proccss is evident when wc examine the

comparable cxpcrience of 'other' eompanies as depicted in FJgUre 9-7b. The numbcr of cmployccs per

fmn in that group fell from 81 in 1954, to 38 in 1970 - but only about 15 percent of that dccline was

due to internai rcasons. Most of the drop came as a consequence of external decline - probably through

acquisitions of large 'other' fmns by their Fortune-SOO counterparts.

The significauce of tbis employee 'reallocation' is consistent with what wc know on the

conglomerate merger-wave of the 1950s and 1960s. According to Ravenscraft and Scherer (1985, Table

2-4, p. 30), the lop 200 manufacturing fmns (ranked by sales) more than doubled their average numbcr

of busincss lines per company from 4.8 in 1950 to 109 by 1975. Funher evidence (Table 2-7, p. 36)

indicale Ihat, OUI of the newly added !ines ofbusiness, about 75 percent wcre addcd through acquisitions

as compared wilh only 25 percent which wcre ac!<!cd via internai growth. Fmally, Most large finns tended

in thal period 10 acquire lines of busincss which were substantial1y smaller than their main operation

(p. 29), suggesling thal the majorily of thcse Iines wcre previously part of the small economy. In

interprelïng the historical record, Scherer and Ross (1990, p. 94) concluded that, wcre il not for thcse

conglomerate Mergers, the share of value added in domcstie manufaeturing accountcd for by the 200

largest manufacturing firms would have fallen from 34 percent in 1950, to 28 percent by 1975 - instead

of rising, as it dic!, to 44 percenL
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These data, togcthc:r ...ith our o....n Iindings on the sources of cmploymcn: growth. may serve

to cast some doubt on the common helief that the matur:ltÎon of modem capitalism brought a principal

change in the modus operandi of big business. At the turc of the ccntury, Veblen (1904, pp. 2~-5)

identified the chief preoccupaùon of Iarge-scale business enterprisc \\"Ïth 'an alert redistnouùon of

investments from less to more gainful ,'Cnturcs' and ...ith the 'strategie control of the conjuneturcs of

business through shrcwd invcstments and coaIiùons \\"Ïth other business men: During the 19SOs and

196Os, there was a growing convicùon among b"bcral as weU as radical cconomists that this

characterlzaùonwas no longer adequate. The modem corporaùon of the mid-2Oth ccntury, many argued,

was fundamentaUy diffcrcnt from its predeccssor of the late 19th century. Galbraith. in bis New IndustriaJ

State (1967), for e.'<ample, insisled thal the goal of pecuniary accumulation had given way 10 the qucst

of 'stability' for the technostructure, ....hile Baran and Swcczy in thdr Monopoly Capital (l966, p. 29)

suggcsled that the presenl-day corporation manager was once again Cully immerscd in the 'sur>'CiUancc

and regulation of a given industrial proccss \\"Ïth ....hich bis Iivelihood is bound up:

The dala prescnted in this seclion suggcst a somcwhal differenl inlcrprelalion. Fortune-SOO

firms may he concemed with thcir underlying industrial operations, bul that docs nol necessitale thal

they SIOp buying and seUing fmns. In fac!, their repuled COocem for slability aU bul dictates lhal they

continue and cxpand by mergers and acquisitions. Mainlaining slable oligopolislic profits rc<;uires lhal

there he no 'over-invcstment' in induslrial capacity, so Baran and Swcczy's 'sur>'CiUance and regulation'

may not he so differeot from Veblen's 'industria1 sabotage' after allS Thal is nollo say, of course, thal

large firms do not invcsl in their exisling operations. Il oniy means thal, on the ....hole, such invcstmenl

must nol lead to any appreciable inlemal increasc in capacity and employmeoL The 'succcss' of large

firms in fn1611iog this requiremenl is clearly evidenl from the bislorical path of Cum t>FEZDI in

FIgUre 9-7a. Howcvcr, limiting invcstment in one's own industry docs nol solve the oligopolisùc dilemma.

With their profits. rising faster than their: ';,eed' for additional producùve capacity, large firms are

constantly faced with a chronic laclt of 'offscts 10 savings.' As Bowring (1986) col1vincingly argued

8 Later, Swcezy acltnowledged that he and Baran neglected ln appreciate the cruàaI role of financial
activity. In Magdolf and Sweezy (1983), he identified the duality of 'producùon' and 'finance' as a
polential cxplanatiOI1 for chronic stagllatiQII. Un1iIa: Veblen, however, Magdolf and Sweezy did not takc
this distinCÙOI1 further, 10 explore the inleracùol1 bctwccl1 stagflation and corporale rcstru~
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(tbaugh aImast a ccntury afrer Veblen made tbis very claim), the persistent tbrcat of creating exccss

capaciry in their bame industries, compels core firms ta cOfllÙWOUSly diversify inta nan-core areas of the

small econamy. U nliJ<e Veblen, bawevcr, Bawring scems ta imply tbat large firms will expand by creating

new capaciry in the industries ta wbicb they enter, and tbat is not supported by the evidence. While

Fartune-SOO bave indeed hecome incrcasingly diversifie<!, the data suggesr their diversification was

acbieved aImast exclusively tbraugh e:temtJl growth, tbat is, by taking over smaIler firms.

The 'redistnoutian' of emplayees from the 'athers' to the Fartune-SOO bad to come ta an end,

bawever. In tbeir expansion inta new, non-core arcas, Fartune-SOO rarely bather with smail companies

and go direetly afrer the leading corporations. Yet, tbis method of enrry cannot he used forever sinee,

aher a certain point, there will he no more sufIiciently large non-core firms lcft to he acquired. Indeed,

tbe ongoing eonglomerate merger mO"ClXleat eventuaIly eliminated Many of the large firms in the

'Otbers' group and, by tbe carly 19705, with OEZ standing at less tban hill of its 1954level, there were

simply not too many 'other' candidates worth buying. In Caer, Many large fmns started to divest some

of their less sueeessfui acquisitions. Aecording to Ravenseraft and Scherer (1935, eh. 6), during the 19705

and early 198050 there were thousands of divestitures by large firms, and tbis is also suggesred hy our

own data in Figures 9-7a and 9-7b wbieh sbow for tbat period a positive external eontnèution to OEZ

and a eorresponding external deduetions from FEZ. The reeeding of the merger movement in the 19705

was oniy temporary, however. The ever-present predieament of exeess eapaciry meant that, on the

wholc, external growtb was still the oniy 'sare' way to offset large corporate savings. The underlying

pressure to expand was as strong as ever and, with the greatly relaxed antitrust attitude of the ncw

Reagan Administration wbicb took power in 1981, the merger mOYement was once again resumed. Since

the early 198Os, there was a drarnatie inerease in the numher and indeed the size of mergers. This time,

however, many of the takeover targets were themselves part of the Fortune-SOO core. For example, in

the 1983-88 period alonc, 67 of the FOrtune-SOO firms were 'swallowed' by ether Fortune-SOO

corporations, while anether 15 were tumed into priwtely-held firms (Newport, 1989). Yet, despite the

unprecedented size of Many of these mergers (whicb often reacbed mult1oiIlion-doUar proportions), they

bad very Iittle elreet on FEZ and OEZ. The rcason is fairly simple. When one Fortune-SOO 6nn is

acquired by another, its place is taken by the largest among the 'Otbers.' But since the conglomerate

-399-



•

•

•

merger wave of the 1950s and 1960s reduced the a\'Crage size of the large 'other' fums. the elTect on

FEZ and OEZ of such inter-group mo\'Cments beeame rather negligiblc- This. together ...'th ongoing

divestitures, meant that net external gr0"'1h during the 19705 and 1980s had a mildly negatÎ\'C effect on

FEZ. The impact of foreign growth, on the other band, was generalJy positive during that period and,

if it were on1y for these IWO sources, FEZ would have continued to risC- Domestie internai growth did

not remain neutral, however. As wc deseribe Iater in Section 9.10, the 19705 and 1980s wcre marked hy

a growing penetration of imports which heightened the spectre of excess eapacity for the Fortune SOO

and foreed them toward a massive industrial 'rationa1ization.' lndeed, many of the large mergers of the

1980s wcre motiwted hy the need to eurtail 'superfluous' operations. AD in a\l, between the Iate 19705

and the mid-19SOs, large-sea1e Iayoffs and plant c10sing by the Fortune SOO generated a substantial

internai decline in their domestie operations, leading to a 15 percent drop in FEZ.

Turning to Figure 9-7c, wc ean sec that for the average M&M fmn, there was some inereases

due to growing foreign employmenl, but that these wcre relatively insignifieant in arresting the long-term

decline ofMEZ. Part of that decline could be attnbuted to internai contraction, primari1y during the late

1950s and carly 196Os, and then again during the carly 1980s. The main driving force, howcver, was the

compositional shift in the size-structure of firms which aeeounted for a full 2/3rds of the drop in MEZ

between 1954 and 1986.

How have these wrious sources of change affected the differential growth of employment for

a 'typiea1' Fortune-SOO fmn? ln order 10 assess the balance of evidence, wc fml dccompose (fa - ma)

such that

(18a) (fa- malt = 6FEZt/FEZt.1 - 6MU./MU._1

= (6FEZ-Dlt + 6FEZ-DEt + 6FEZ-Ft)/FU._1

- (6MEZDlt + 6MEZ-DCt + 6MEZ-Ft)/MEZt-1

and then rearrange by 'source', so
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• (18b) (Je;: - me=)t = (l:>.FELDIlFEZt_1 - li.MELDI/MEZt_1)

+ (l:>.FELDEt/FEZt_1)

- (l:>.MELDCt/MEZt_1)

+ (l:>. FEZElFEZt_1 - l:>.MEZ.FlMEZt_1) -

/ domes1ic inlemal

/domes1ic e:aemI11

/ domes1ic compositùmcl

/foreign

ln Table 9-7, wc record the average annual values Cor cach oC thcsc componcnts during the two

sub-periods of 1955-1970 and 1971-1986. The rcsuIts rcportcd in this table could be intcrprctcd in two

ways. During any givcn period, they indicate the contn"bution of cach source of growth to the average

levcl of (Je;: - me;:). They could aIso be uscd to asscss bow cach of thcsc factors afCceted the change in

(Je;: - me;:) which occurrcd between the two periods.

Table 9-7 Differentiai rates ofgrowth of employce per firm for the Fortune 500: dceomposition by sourec
(annual averages. percent)

AIl Domcstie Domcstie Domcstic
Sources Internai Externa! Composit. Foreign

• l:>.FEZDlt l:>.MEZ.Dlt l:>.FEZ,DEt l:>.MEZ,DCt l:>.tEZ,Ft l:>.MEZ,Ft
Period (Je;: - me;:) FEZt_1 MEZ

t
_1 FEZt_, MEZt_1 FEZt_, MEZt_,

1955-70 5.6 -0.6 -0.6 3.7 -1.2 0.9 0.2

1971-86 1.5 -0.9 -1.0 -0.7 -1.1 1.1 0.2

•

Thcsc summary statistics accentuate the pivotai role of mergers and acquisitioDS. rlrSt, WC cau

sec that internai growth had praetica1ly no impact on (Jez - me;:) sincc, in cach period, the annual

avcrages for 6.FEZDIlFEZt.1 wcrc a1most identicalto those ofli.MEZ.D~/MEZ,._,.The cffect on

(Jez - me:) of compositional sbifts was positive, but it bardly changed between the two periods: the

annual average Cor this variable was- U percent betwcen 1955 and 1970, and-1.1 percentbetwcen 1971

and 1986. The impact of Coreign growth was simiIar. It, too, contributcd positively to (Jez - ma), but

the cffect in the 6rst period (0.7 percent) was small and DOt much differcnt !rom tbat in the second

period (0.9 perecnt). The principal rcason why (Jez - ma) dropped!rom an average annual rate of5.6

percent during the 1956-1970 period, to 1.5 percent during the subsequent 1971-1986 period, was the

dramatic change which occurrcd in the contribution oCdomcsticClIlernal growth: !rom an annual average
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of3.7 percent in the fU'St period, it feU to-0.7 percent in the second. This crucial significance of external

growth is ilIustrated in Figure 9-7<1. where wc contras! the annual values of (fe::- me::) \Vith thase for

L>.FEZ-DE,/FEZ,., whieh WC label here as the 'Mergers and Acquisitions Effect.' The eh,....t ilIustrates

both the tight short-term correlation between the IWO series, as weU as thoir positive long-term

relationship.

ln summary, Mergers and acquisitions had a fundamentaleffeet on the Fortune-5OO employment

per firm and on its differential rate of growth relative to the average M&M firm. To be sure,

Fortune-5OO firms would have c:xpanded their breadth of accumulation faster !han the average even

without extemal growth, but their differential expansion in that case would have been far more stable

that it actually was. Instead of averaging as mueh as 5.6 percent between 1954 and 1970, and only 1.5

percent from 1971 to 1986, the average annual value of (fez - mez) in the absence of Mergers and

acquisitions would have been 1.9 percent in the fU'St period and marginally higher, at 2.2 percent, in the

second. This effeet of Mergers and acquisitions on the breadth of accumulation had an indirect but

crucial impact on the inflationary experience of the M&M sector. Specifically, it affeeted developments

in the depth of accumulation in a way whieh alleviated inflationary pressures unti\1970 and raised them

thereafter. Wc tum to consider these links now.

9.8 The Depth of Accumulation

As we have scen in Section 9.6, the focus of differential prolit growth for the Fortune-5OO fums

shifted from the breadth of accumulation during the 19505 and 196Os, to the depth of accumulation

during the 19705 and 1980s. The underlying ehanges in the depth of accumulation are depicted in

rJgure 9-83, where wc contrast the historical developmellt of net prolit per employee in the various

corporate categories, and in Figure 9-8b whieh summarizes the interaction between the performance of

the Fortune 500 and the M&M universe. Relevant summary statisties for these and the remaining eharts

of this section are included in Table 9-8.

While Figure 9-8b reveals continuous ehanges in the Prolit-per-Employee Ratio FIlE/MflE, the

variations in the 1954-1970 period wcre c1early mUeh smaller than thuse occurring in the subsequent
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• period belWeen 1971 and 1986. The relative stability of !bis ratio unill 1970 reOects similarities in the

movement of the underlying profit-per-employee series depicted in FlgW"e ~: For the Fortune 500.

profit per employee FflE grew by 41 percent, from $1,052 in 1954, to $1,484 by 1970. For the 'Others,'

cnE declined by 230 percent - from $138 in 1954, to -$179 by 1970 - but that had a relatively small

impact on MllE. During the 19505 and 196Os, there was a rapid rise in the overa11 number of

Fortune-5OO employees, coupled with a decline in the corresponding number for the 'Others' (see

Chapter 8). This shift, whieh resulted main1y from the conglomerate merger wave, implied that changes

in cnE were becoming decreasingly signifieant relative to FflE in affeeting the average profit per

employee in the M&M sector as a whole. Overall, MllE rose somewhat faster than the FflE: it increased

by 69 percent from $529 in 1954, to $895 by 1970. As a result, the Profit-per-Employee Ratio mE/MllE

fell at an average annual rate of 1.9 percent - from 1.99 in 1954, to 1.66 by 1970 [the approximate rates

of growth for FflE/MllE are given by the bar ehart for (fre - ",..e) at the bottom of FIgUre 9-8b].

Table 9-8 Differentiai rates of ehange for a Fortune-5OO firm (annual averagcs, percent)

• Differentiai rate of ehange of: 1955-70 1971-74 1975-86

Assets per Ftrm
(Differentiai Rate of Aceumulation, DRA) faz- maz 45 1.7 05

Net Profit per Firm ftrz - ",..z 3.9 -175 5.4

Employees per Ftrm
(Breadth of Aceumulation) fa- ma 5.6 1.4 15

Net Profit per Employee
(Depth of Aceumulation) ftre - ",..e -1.9 -195 4.0

Sales per Employee fse- mse -0.9 -0.3 15
Markup fk- mk -0.8 -16.3 2.2

Differentiai-RisI< Index
(Normalized Deviations from Average) Iftrm 1- I",..m1 -3.7 -0.9

•
This drop in FflE/MllE must have been only a minor cause of concem for Fortune-5OO ftrms

since, as we already know, during that period, the Employment-per-Ftrm Ratio FEZ/MEZ was

expanding at a brisk average rate of 5.6 percent per annum. The predieament for the Fortune-5OO ftrms

arose only after 1970, when, with the receding conglomerate merger movement and enhaneed

divestitures, the increase in FEZ/MEZ has moderated considerably. Under these new circumstances,
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deveJopments in the depth of accumulation beeame Car more signifieant !han before. And indeed, we

ean sec how, after 1970, the Profit-per-Employee series started to experience mueh s!ronger fluctuations.

For the Fortune 500, there was a more or less continuons expansion throughout the 1970s, with FfIE

rising more than threeCold and reaehing S5,103 by 1980. For the 'Others,' the changes have been even

more dramatie. From an average loss of SI79 per employee in 1970, aIE e1imbed very rapidly,

surpassing FflE and reaehing $3,712 by 1975!. The increase continued, though at a s10wer pace, until

1979, when aIE reaehed a peak of S5,85O, still higher !han the comparable value Cor the Fortune 500.

The 19805 brought further ehanges. Whereas the Fortune 500 experieneed some s1owdown in the growth

of FfIE, the 'Others' saw their average net profit per employee aIE plummet from SS,85O in 1979, to

- S675 in 1982, rise again to SI,525 in 1985, and then deeline to S736 in 1986. (There was a large increase

in FfIE during the Jate 198Os, but wc have no comparable data Cor the two other eategories.)

During this period, there was a reversai in the relative impaet oCFfIE and aIE onMIlE. As WC

say in Chapter 8, after 1970, the share of 'Others' in M&M employment began to rise, so aIE slarted

to have an increasing influence on MIlE. Wc ean indeed sec in FJgUre 9-83 that, mueh Iike aIE, net

profit per employee in the M&M universe rose to Surpa5S FfIE through Most of the 19705 and then

dropped below it during the 19805. The consequence oC tbis heightened variability in the underlying

profit-per-employce series was enhanced instability Cor the FfIE/MIlE ratio: it CeU sharply in the carly

1970s, stabilized for the rest of the decade and, then, rebounded in the carly 19805.

ln summary, these bistorical details, together with a second bird-eye view over FJgUres 9-83 and

9-8b, suggest that the depth of accumulation was not an 'area oC contention' until 1970, but that it

beeome one thereafter. During the 19505 and 196Os, the race Cor dilferential pecuniary accumulation

took place mainly within the breadth oC accumulation, primarily through Mergers and acquisitions. The

Fortune 500 enjoyed a rapid dilferential growth in employee per firm combined with low risk premiums,

50 there was no apparent need Cor any destabi1izing increases in profit per employee. When the

conglomerate merger movement ended in the Iate 196Os, however, the Fortune 500 wCre left with no

other alternative and reluetantly tumed to expanding their depth of accumulation. And, indeed, the end

results wcre not necessarily favourable. lnitially, their dilferential growth of net profit per employee Cen,
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and when it subsequenùy started to rise, there was already a considerable deterioration in their relati"c

risk position (see Seetion 9.5).

Why has the depth of accumulation proven a more 'problematie' area for thc Fortune 5001 The

reason is fairly simple. As we explained in Section 93, changes in employment pcr firm are rarely

'contagions,' and when the Fortune 500 expand through Mergers and acquisitions, the resulting increasc

in FEZ has no meaningful effect on MEZ. Changes in net profit pcr employee, on the other hand, tend

to 'spread' mucb more rapidly, and a rising mz for the Fortune 500 is bound to affect MflZ, both

direcùy as weU as indireeùy through ils impact on œz. Furtbermore, in raising their deplh of

accumulation, large fmns May adversely affect their risk premium and possibly their breadlh of

accumulation, so the overall impact on their diffcrential rate of accumulation beeomes highly unecrtain.

Symbolically, we can deeompose the differential growth of net profit pcr employee into IWO

components, sucb that

• (19) (fire- mre)", (lse- mse) + (jk- mk),

•

where (Ise - mse) is the differenlial growth of sales pcr employee and (jk - mk) is the differential

growth of the markup. In order to raise (fire - mre). Fortune-500 fmns must incrcase their rate or

"Inflation" Ise with the hope that tbis will raisefk [recall that, sinec cost cutting is often independent of

firm size. its effeel on (jk - mk) is likely to be negligible). The problem for these fmns is that the

average M&M "Inflation" mse. as weIl as the growth of the M&M markup mk are 'indelerminate.' The

spark of a higher Fortune-500 "Inflation" May raise mse and enhanec the general inOationary pressures

with unccrtain consequences for (jk- mk). This interaction between the components of Equation (19)

May shed some Iight on the inflationary experienec or the M&M sector and we procced to examine it

more dosely now.

Consider. flfst, Figure 9-9a, whicb cbarts data ror sales pcr employee in the different groups,

and rJgUre 9-9b. whicb depiets the Sales-per-Employee Ratio and the Fortune-500's differential rate or
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"Inflation." We cao see that, untill970, sales per employee for ail groups rose relati,,,ly s1owly. However•

as we have already shawn in Chapter 8, the rate of "Inflation" was net uniform aeross the dilTerent

groups of firms. While the Fortune 500 expanded FSE at an average annuaI "Inflation" rate of 4 percent

(from S17,408 in 1954, ta S31,759 in 1970), the 'Others' were raising OSE faster, at an average annual

rate of 5.7 percent (from S12,948 in 1954, ta S31,533 hy 1970). For the M&M sector as a whole, sales

per employee MSE expanded at an average "Inflation" rate of49 percent, from S14,857 to S31,679 over

that same period. The consequences for the Sales-per-Employee Ratio FSEIMSE was a graduai decline

at an average annual rate of- 0.9 percent from 1.17 in 1954, ta 1.00 in 1970.

The 1970s brought a sharp acceleration of "Inflation" in ail corporate categories. For a while,

between 1971 and 1974, sales per employee in ail tbree groupings expanded at similar annual rates: 14.8

percent for the Fortune 500, 15.7 percent for the 'Others' and 15.2 percent for the M&M sector as a

whole. We caosee in FJgUI'e 9-9b, that the Sales-per-Employee Ratio (temporarily) stabilized duringthat

period around a value of unity, with the differential pace of "Inflation" (Ise - mse) averaging a negligiblc

-0.3 percent a year•

From 1975 onward, sales per employee for the three groups were once again diverging. Contrary

to the pre-I970 period, however, the rate of "Inflation" for the Fortune 500 was now higher, not lower

than the comparable rates for the 'Others' and the entire M&M sector. From a level of $54,664 in 1974,

FSE rose at an average annual rate of 75 percent, reaebing S128,979 by 1986. (As we cao see in

FJgUI'e 9-9a, Fortune-5OO "Inflation" accelerated again during the late 1980s but, unfortunately, there are

no comparable statistics for the other !wo categories.) The rate of "Inflation" for the 'Others' was far

lower: rising at an average rate of only 3.8 percent per annum, OSE. inereased from S55,383 in 1975, ta ~:::,

S84,556 hy 1986. For the M&M sector, the rate of "Inflation" was 6.0 percent and that raised MSE from

$55,925 in 1974, ta SI08,368 in 1986. As a consequence of these shifts in the relative rates of "Inflation;

the (Ise - mse) differenlial rose ta an annuaI average of 4.0 percent, pu11ing the Sales-per-Employee

Ratio FSEIMSE from 1.00 in 1974, ta 1.19 by 1986, whieh was approximately where it stood in the

mid-1950s•
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The overall historiea1 contours in FJgUres 9-9a and 9-9b suggest that deve!opmenls in the

breadlh of a=u!ation were indeed consequentiaI for the "Inflalion" cxperienee affecting the depth of

a=ulation. The link beLWeen these IWO rcalms is iIIustr:lted more directly, firstly in FJgUre 9-10a,

where wc contrast the Employment-per-FU'tIl Ratio FEZ/MEZ with the Sales-per-Employee Ratio

FSE/MSE and, secondly, in FJgUre 9-10b, which relates the respective rates of growth for these ratios,

as approximated by (fez - mez) and (fse - mse). Based on these charts, wc can conjecture that, as long

as the mager movement of the 1950s and 1960s enabled Fortune-SOO firms to expand their depth of

a=u1ation much faster !han the average, these firms could aIlow their sales per employee to rise

more s10wly than the average (as was shown in FJgUrC 9-9a). Part of the ensuing decline in FSE/MSE

was the consequence of the Fortune SOO aequiring 'other' firms with lowcr sales per employee. The

overail effect on FSE/MSE of this compositionaI shift, however, was only marginaI. The main reason

behind the downward trend of FSE/MSE untill970 was the "Inflation" str:>tegy of large firms. With

the Employment-per-FU'tIl Ratio FEZ/MEZ rising sa fast, Fortune-SOO firms found il permissible, and

maybe even desirable, to aceept a low inflation consensus and to let their own sales per employee rise

more s10wly than the average. At the lime, this historicaI cxperienee was reflected in the writings of

Many economisls as evidence of a new industriaI order (see Chapter 4). The large bureaucratie

corporation was seen as a stability-seeking organization, habituated toward gently adjusting to changing

circumstances. With ils flXCd-marlcup policies and reputed 'smoothing' techniques, the large firm was

inhibited from taking any initiative, becoming a Mere transmitter of cost signaIs. The 'priee maker' of

the 1930s apparently resurfaeed as the 'inflation taker' of the 1960s. However, sinee the carly 197Os, with

the differentiaI increase in the breadth of accumulation s10wing down, the Fortune-SOO could no longer

maintain their 'Moderation: The long-term decline in FSE/MSE had to come to an end and with il

disappeared the reputed s1uggishness of corporate giants. For a while, there was a 'neck ta neck'

"Inflation" raee between the Fortune-SOO and the 'average' but, eventuaI1y, from the mid-l97Os onward,

the Fcrtune SOO wcre emerging as the clcar 'winner' with the FSE/MSE ratio starting ils ongoing aseenl.

The link between differentiaI changes in the depth of accumulation and the relative pattern of

"Inflation" appears aIl the more significant when wc note that it holds not only for long trends, but aIso

for short-term variations. This is clcarly iIIustr:lted in FJgUre 9-10b, where WC can sec the very tight
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• F"JglIre 9-108 Employment-per-Fum and Sales-per-Employee ratios
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inverse correlation between the oscillations of (fe: - me::) and (/se - mse), particuIarly before 1970. This

may serve to suggesl !bat the large corporations were probably never 'inflation-passive; nat even during

the relatively rranquil 19505 and 1960s. Th., data appear to indicate !hat, in seeking to aIter their

-Inflation" relative to the a,'Ctage, core firms ma' have tried to counteract not oaly long-term shifts in

FEZ/MEZ, but aIso the annuaI fluctuations of!hat ratio!

Being able to determiae their own raie of"Inflation"fte, and by !hat to influence the differentiaI

growth of saies per employee (fse - mse), is still insuflicient for the Fortune 500, however. In order to

positively affect the differentiai growth of profit per employee (fite - l"'flr~), their "Inflation" strategy must

aIso have a desirable impact on the differential growth of the markup, and !hat is not easy to ensure.

Coasider now rJgW"e 9-1130 where wc ehart the markup of net profit on saies in the different

corporate categories, and rJgW"e 9-11b, whieh describes the Markup Ratio and ils approximate rate of

ehange. ln that second figure, WC aIso include for the purpose of comparison, the Profit-per-Employee

Ratio as eharted carlier in Figure 9-8a. The data presented in rJgW"e 9-11a will be analyzed ia seme

detaillater. At this stage, wc should simply observe !hat it was main1y the underiyiag changes ia these

markups, through their effect on the Markup Ratio FK/MK, whieh determined the historical course of

the Profit-per-Employee Ratio mE/MIE. In terms ofrJgW"e 9-11b. it is clcar that the contemporaneous

variations in the SaIes-per-Employee Ratio had oaly a secondary impact. illustrated by the vertical

distance berween mE/MIL", and FK/MK. The primary role of the markup is evident mainly ia the

second period of the 1970s. and carly 1980s. As wc can see from Table 9-8, the rapid decline of the

Profit-per-Employee Ratio mE/MIlE berween 1971 and 1974 (at an average annuaI rate of -19.5

percent) was instigated primariIy by the sharp drop of the Markup Ratio FK/MK (at an average annuaI

rate of-163 percent). Similarly, during the 1975-86 period, the 4.0 percent annuaI rate of increase of

mE/MIlE was affected more from the annual2.2 percent rise ia the Markup Ratio, !han from the

correspondiag 1.5 percent increase in the Saies-per-Employee Ratio.

Headiag to this seeondary role ofFSE/MSE, should wc conclude that the "Inflation" straIegy

of Fortune-500 firms was large1y inconsequential ia affecting (fite - mire) and, by elIteasioD, (faz- maz)?
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• FIgUre 9-11a Profil marlcups

Percent
10 .,..----------------------------~

.:
o..

8

6

4

1 - FK .• NK .-0- OK 1

o

,..... .. .,.. ...
,0

Fortune ~C:)

! .· .· .
• 0

"Olbel"3"

o

~!.
2 o.,

• , #

: -, ",.
o • ,

• ... •....1
....... ... r

o-l-------=:....-----..le-;..-------.:.-"':-.----J.. . .
~ ~

19901985198019'151970196D

Profil markups: differential indicalors

1955

FIgure 9-11b

-2-h-,-,-,-+-r-,--,...-I-,-rrrl-,--,....,.,C+-rr-r-r-h...,.,...,...h--r-r-r!-,-,-,-..-4
1950

•
,

1I_"'::..:ku:::::P...:.::ft::d...:Pr:..:..:•.:.!i.:.,-...:pe::.:.;._-...:Em...:..:,P_l•..:y...:...:...Ra_ti_•• D_U_'_e........:.ft.:.ti.:.•.:.l...:C.:.••...:w...:lb....::..• ...:lI.:.......:ku...:..:,P_(:.."'.:,>
3.0

2.5
1 - FK/NK no_ mE/MIE • Ik-mk ~

Profit.-per-Employee
Ratio

1975197019851955 1960

\ .......... '\..,' ,' .. ~
"

40

30

20

10

f----.....lIweI-.......nnrr-.....lIwnnnn,-"rL,: ................,..L---+ 0

-10

Dilt. C••wlb. -:<0
,~ Yarkup -30

+-r.,...,,.,-h-,,.T-M,.,-rrnTT.,...,+rrTT-h,.,-rrt-rTT..,...,h-rr,-tL -40
19BD 1985 19901950

0.5

2.0

1.0

1.5

•
- 412-



•

•

•

NOl al ail. While the direct contnbution of "Inflation" to the differentiaJ developmenl of net prolil pcr

employee may have been relatively smaJl, ilS overaJ1 effea, ineluding the impact il had on the differentiaJ

evolution of markups, was nol. Wc turn 10 anaJyze these relationships now.

9.9 InOation and Redistribution

In section 93, wc identilied the large core corporations as the 'inflation makers' of modern

eapitalism. Wc argued that although priee increases could arise for a variety of reason, in the contex!

of chrome excess eapacity, the inflation process could be sustIZiMd ouiy through the strategie limitation

of industrial activity by the large corporale coalitions. The overall rate of inflation hence depends largcly

on the 'inflation consensus' among core fll1llS. When they expand their breadth of accumulation faster

than the average, these fmus 'need' only a low infl· clOn, whereas when their expansion of employment

pcr fmu is not mucb faster than the average, they feel 'compclled' to push inflation higher.

In order to examine this hypothesis, it is necessary to look into the relationship between inflation

and the relative pcrfonnanee of large and smaller firms. Underlying our reasoning in the first paragraph

is the premise that the inflation consensus embodies the common interest of the large firms. In other

words, wc presume that the large linns take it that they would indeed gain from a low inflation in the

fll'5! case, and from a higher inflation in the second. But is Ibis assumption warranted? Is therc a faetual

basis to substantiate sucb a conviction? Do large fmus really benelit from inflation? Note that the

answer to these questions could nol prove whether or nol the large lirms arc indeed the 'root' of

inflation: showing that these fmus gain from inflation does not necessary mean that they instigate iL Bul

the evidence are nevertheless important. In order to 'support' an ongoing rate of inflation, the large

lirms must believe that it is in their interest to do 50, and that requires that the gains be observable.

Without these visible benelilS there could be no 'inflation-eonsensus,' and without that consensus the

'inflation-making thesis' beeomes indefeDSlble. Our goal in Ibis section, then, is to examine the impact

of inflation on the relative perfonnanee of large and small lirms and in that light to interpret the

historieaJ deveJopment of inflation itself.
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Consider, first, Figures 9-12a to 9-12d, in wbich wc relate the Fortune-5OO rate oC "Inflation"lu

to the markup FK. The first !Wo charts on the left (l2a and l2b) provide data Cor the 19505 and 196Os,

while those on the right (l2c and 12d) detail the experienee of the 1970s and 19S0s. The picture

emerging from these data is quite clear: during both of these periods, "Inflation" had a tight positi,'C

impact on the profit markup. In other words, regardless of what prompled the \arge firms to alter their

rate of "Inflatioo," the gencra1 outcome was for thcir profit share in sales to risc wbcn "Inflation" was

inereasing and fall whcn "Inflation" was deercasing. In a way, the remarkable rcgularity of tbis

relationship makes the eustomary distinction bctwccn eost-push and profit-push inflation 50mcwhat

irrclcvant. This is aeeentuated by Figure 9-13, whcre wc char! the rcspcetivc rates of growth for the

Fortunc-5OO net profit and 'cost' (computed as the differenee bctween sales revenues and net profit).

As the figure makes clcar, the !wo variables wcre closely corrdatcd, 50 it is rather trivial that if the rate

of Fortune-5OO "Inflation" was positively associated with changes in profit, it must have bcen a1so

positivcly related to variations in cos!. Unfortunately, the preoccupation with identifying the 'push-factor'

serves to c1ivert attention from another, perhaps more important faet, and that is that COS! and profit

tend to change at different rates. In the case of the Fortune 500, the relative changes in profit were

commonly much forger that those in cost, and on this WC must focus. Ifwc adnpt a teleologjea1 point

of view which looks for the 'purpose' of social phenomena, the u1timate rcasen Cor innation must bc

50ugbt in ilS redistributional consequences. From this perspective, the Fortune-5OO record must then he

viewed as a clcar case of profit-share inflation.

Given these fmdings, we should now tum to examine the experienee of the 'Others': Were these

firms cnjoying distnoutional gains similar to those won by the Fortunc-5OO? The answcr to this question

could he lcamt from Figures 9-14a to 9-14<1, in which WC relate the rate of"Inflation" ose for the 'Others'

to the contemporancous values of their profit markup OK. Unlike the case of the Fortune 500, the

relationship hetwecn "Inflation" and the markup for these smaller fmus bas undcrgone signilicant

changes. During the first period of the 19505 and 196Os, there was no apparent association bctwecn the

two variables. Despite the fact that in those years "Inflation" for the 'Othcrs' was faster !han for the

FOrlune-5OO, smaller fmus c1id not seem to have gaîned from il. This situation cha:lged sinec the carly

1970s, when the markup OK and the rate of "Inflation" ose hegan to move tngcther. There was a1so,
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Fllure 9-12. 'Inflation' and the markup for

the Fortune 500, 1954-1969
Fllure 9-12c 'Inflation' and the mar);up for

the Fortune 500, 1970-1989
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Changes in profit and cost for the Fortune 500• FIgUre 9-13
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Flaure 9-14. "Inflation" and the markup for the

'Others,' J954- J969
F1aure 9-14c "Inflation" and the markup for the

'Olhers,' 1970-1986
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between 1975 and 1979, a large shift in tbis relationship whieh could be at least partly attributed to the

effect on Many small mining ftrInS of the surge in commodily prices. Of course, the positive association

since the early 1970s between ose and OK does not Mean that the 'Others' have acquired new

inflation-making powers. Inflation still requires the effective rationa1ization of industrial aetivily and that

could be done only by the large corporate coalitions. Thus, even when the sma1!er firms appear to

benefit from the inflationary process, their gains are doived gojns, crucially dependent on the inflation

consensus among the large ftrIns.

The relationship between inflation and profit markups for different corporate-size categories

could be exarnined from another perspective, using the quarterly markup data publL<hed by the Bureau

of the Census in its QuarterlyFinancial ReportsforManufaeturing, Miningand Trade Corporations (QFR).

There are certain differences between tbis and our other data sources: (1) Unlike the IRS and Fortune

data whieh include both manufaeturing and mining, the QFR COYer only manufacturing corporations (ail

sources include subsidiaries from other industries). (2) While the IRS and Fol1une numbers refleet the

consolidated performance of foreign as weil as domestie subsidiaries (majorily owned), the Bureau of

the Census began, since the fourth quarter of 1973, to consolidate only domestie subsidiaries and include

the profits of foreign subsidiaries on an equily or cost basis. (3) The IRS data arc bascd on tax

accounting, whereas the QFR and Fol1une use the accounting conventions of Iinancial reporting. (4) The

QFR endeavour to eliminate the double counting arising from ownership ties, while the IRS and Fol1une

do not.9 Fortunately, these differences tend to affect only the relative level of markups and not their

pattern of ehange whieh is our primary concem here.

Consider then the eharts of Figure 9-15, in whieh we relate the markup of net profit on sales

for different size categories of manufaeturing ftrIns with the rate of inflation as measured by the

quarterly percent ehange in the Producer Price Index for manufaeturing commodities.10 (Note!hat

9 See Bureau of the Census, Quarterly Financial Reports for Manufaeturing, Mining and Trade
Corporations. 1988:3, pp. IX-XV.

10 Data for the Manufaeturing Producer Price Index are from Citibase (1990), Series PWM, p. V
I-S, 1982=100. These data were original1y published by the Bureau of Labor Statistics of the U.s.
Department of Commerce, in Produeer Priee Index.
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Figure 9-15a Inflation and the markup for

manufacturing corporations:
asset-class 1
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Figure 9-15e Inflation and tlle markup for

manufacturing corporations;
asset-class S

Figure 9-15r Inflation and tlle markup for
manufacturing corporations:
asset-class 6
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unlike in Figures 9-12 and 9-14, here we contrast the markup for eaeh group of f1TlDS not with the

group's own rate of inflation, but with the overall rate of inflation in the manufaeturing sector. This

should present no diflicuJty, however, sinee, as wc have shawn in Chapter 8, the rate of change of the

PPI was closely correlated with "Inflation" for both Jarge and small 6rms, particu!arly after 1970.) The

QFR's size breakdown is based on the value of total assets of the reporting firm and includes 8

categories with the foUowing cuttoff levels: less !han SS million in assets, SS to $10 million, $10 to $25

million, $25 to $50 million, $50 to $100 million, $100 to $250 million, $250 to $1 billion, and over $1

billion. For the smallest size category there are 47 quarterly observations (from the lirst quarter of 1977

to the third quarter of 1988, inclusive), while for eaeh of the remaining 7 categories there are 60

quarterly observations (from the fourth quarter of 1973,until the third quarter of 1988, inclusive). In

terms of our own breakdown for the M&M sector, one ean consider the IWO bighest categories - thase

wbieh include flTlDs with over $250 million in total assets - as corresponding roughly to the

manufacturing subset of the Fortune 500, while the remaining categories correspond approximately to

the manufacturing subset of the 'Others' group."

The patterns wbieh emerge from the various eharts of F'8UTe 9-15 are consistent with those

recorded in Figures 9-12 and 9-14. Here, too, wc ean sec thal, during the 19705 and 198Os, the rate of

inflation was positively related to the level of the markup for both large and small firms. The fact that

this positive association beIWeen inflation and the share of profit holds not only for annual observations,

but aIso for short-term quarterly changes makes this relationsbip all the more robust. Furthermore, the

data a1s0 point to some meaningful differences between the various groups of firms. These differences

are most apparent when wc contrastthe record of the largest firms CF'8UTes 9-15g and 9-15h) with that

of the smallest firms (Figures 9-15a and 9-15b). (To facilitate comparison.al1 the eharts in F'8UTe 9-15

are drawn with same vertical and horizontal dimensions.) We ean dearly sec that the relationsbip

between inflation and the markup was mueh tighter for the Iargest firms !han il was for the smaller ones,

11 This rough association is eslablished based on the number of firms in the Jarger categories. In
1975, there wcre 427 manufacturing firms with assets of over $250 million (276 with assets between $250
million and'$l billion and 151 with assets of over $1 billion). Tbirteen years Iater, in 1988, there wcre
S84 sueh firms (550 with assets between $250 million and $1 billion and 334 with assets of over $1
billion). See the Statistical Abstract ofthe United States for 1988, Table 898, p. 541, and for 1990, Table
8S8, p. 513.
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particularly if we disregard the 'outlayers' of 1974.12 Sc, although both the large and small firms

experienced inflationary gains, the redistn'butional benefilS for the former group were fairly systematic,

whereas those for the Ialler were more irregular.

While our findings so far are consistentwith an 'inflation-taking' bebaviour for the smaller fmns,

they are still insufficientto substantiate our basic premise regarding the 'inf1ation-making' role of large

corporations. Recall that, for these fmns, the redistn'bution of sales revenues between cost and profit

is merely a means of altering the distn'bution of profit among firms. Witbin that context, the principal

purpose of inflation is to affect the rate of change of profit per employee and it is the relationsbip

between these two variables wbich we now turn to.

For the Fortune 500, the rate of groWlh of net profit per employee ftre is approximately equal

to the sum of "Inflation" fse and the rate of change of the markup J1c. As we demonstrated in the

previous section, the direct contribution of fse to ftre was rather limited, implying that if and when the

Fortune-5OO "Inflation" strategy was successful, it must have worked mainly tbrougb ils impact on J1c. In

other words, to be effective, "Inflation" must affect not only the level of the markup, hut a1so ils trlIe of

change. The significance ofthis laller relationsbip is depicted in the four charts ofFigure 9-16. Beginning

with Figure 9-16a, we can see that, during the 1950s and 196Os, Fortune-5OO "Inflation" fse tended to be

positively and tigbtly correlated with the rate ofchange of the markupJ1c. Given this association it is then

not very surprising that there was a1so a similar correlation between "I..nation" and the rate of groWlh

of profit per employeeftre, as depicted in Figure 9-16b. This neat relationsbip was upsetto some exlent

from the early 19705. We can see in Figure 9-16c that, during this Ialler period, the positive relationsbip

between "Inflation" and markup groWlh was no longer very tigbl. That, in lUrn, affected the overall

relationsbip between the Fortune-5OO "Inflation" and the rate of growth of ils profit per employee. As

rJgule 9-16d indicates, the overall effect on ftre of fse was still positive, but there were several

'aberrations' - years in wbich profit per employee were seemingly 'out of control.'

12 By treating the markup in each size category as a linear statistical function of a constant and PPI
inflation, we found that both the estimated slope coefficient and as ils associated significance level rose
with corporate size. Unfortunately, such econometrie techniques presume that there is seme 'under1ying'
functional relationsbips between inflation and the markup, wbich makes the resulting evidence somewhat
inadequate to the 'non-stationary' bistorical perspective adopted in this work.
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The differenee hetween the experienee in these two periods iIlustrates the fundamenta! dilemma

facing the large core firms. Although increases in the rate of inflation May he used to boost profit

margjns, the rise is usuaIIy temporary, depending on the exlent and speed of subsequent COS! changes.

50, wbile the immediate consequenee of raising the rate of "Inflatioo" ftt: is a higber Jk and henee a

higber rate of growth for net profit per employeelu, the eventua1 impact is far Iess eertain. Unless the

ra,e of "In!lation" continues to rise, FK is like1y to drop and, with a negativc value for Jk, even a fairly

higb "Inflation" May prove insufficientto prevent frt: from becoming negativc as weil. The only way to

prevent this latter outcome is to continuously mise the rate of "Inflation," but that May prove to he a

self-defeating strategy sinee ongoing increases in core "Inflation" are likely to create an inflationary spiral

with f1uctuating dïstnoutiona! outcomes and indeterminate consequences for the eore's differentia! rate

of aeeumulation.

The inflation consensus among core firms is henee subject to (WO opposite forces. On the onc

band, core firms know that raising their rate of"Inflation" is Iikely to augment their markup and increase

their profit per employce. On the other band, they a1so rea1ize tbat the ensuing gains are short·lived;

in order to maintain the higher rate of growth of profit per employce, they must continuously increasc

their rate of "Inflation" and that need not he beneficiaL These conflicting pressures make core fmns

sensitive to negative as weil as positive 'inflation stimuli.' Speciliea1ly, a faiture to achieve a 'satisfactory'

differential rate of accumulation generates a strong impetus toward a higher inflation consensus. Under

these circumstanees, the potential short·term gains are too strong to resist, making an inflationary spark

ail but inevitable. An 'adequate' differential rate of accumulation, on the other hand, is a negative

inflation stimulus. In tbis latter case, long-term coneerns become dominant and the inflation consensus

remains low.

This ana1ysis is of course conjectural to some exlent. In our view, attemptïng to predict the

infIationary inclinations of large flflllS as if they were a mathematiea1 or statistiea1 'function' of some

other variables would be quite mislC!!ding. Given the subjective underpinning of the differentia1 rate of

accumulation and the range of factors affecting this rate - not the least of which is the possIoility that
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coalitions May choose a self-defeating strategy - it is clear that any conclusion here must remai.a

'impressiaaistie' ta a certain degree. It is aaly with these methodologieallimitatians in minci, that wc can

fmaUy turc naw ta iaterpret the iallatiaaazy experienee of the Fartune-5OO core and summarizc ils

consequences for the manufaeturing and mining sectar as a whale.

9.10 DiITen:ntial PecunÛlQ' Accumulation and InOatioaary ReslnlctDriag in the M&M sector:

AD Historical Interpretation

Duriag the 1950s and 196Os, the large core firms enja)"".À a very rapid differential rate of

accumulation (rlgUte 9-1). Much of!hat growth originatcd from changes in the brcadth ofaeewnulatioa,

particularly thase brougilt by the coaglomerate merger mavemeat (FlgUtC 9-S). With their oogoiDg

acquisition of smalIer periphery flr.OS, core corporations wcre able to raise their employmeat pet lirm

much faster tha:> average (F1gW'CS 9-6 and 9-7). Given these gains, the Iargc f= wcre less conccracd

with boostiag their depth of aeewnulatian and even allowed their net prolit per employee to increase

more s10wly than the average (FlgUte 9-S). This relaw.'C decline was not altogether detrimental for it

helped to maiataia a stable growth for earaiDgs and to keep the differential risk premium low

(Figure 9-4).

So, uatill970, ....ith their eye;oward a stable expansion of prolit, the large corporate eoalitions

were quite content to let their sales per employee grow more s1ow1y than the M&M average

(rlgUte 9-9). At the same time, the very faet !hat their iaflation consensus was somewhat lowcr than the

rate of M&M "Inflation" meant that these groups wcre bighly sensitive toward any positive 'iaflation

impetus.' Duriag the 1950s and 1961ls" the most important of these iaflation stimuli was probably the

extent to which the Fortune 500 expanded their breadth ofaeewnulation faster than the average. Indeed,

as wc show in rlgW'CS 9-17a and 9-17h below, uatil1970, there was a rather tight inverse relationsbip

between the differential growth of employment per lirm and the rate of Fortune-5OO "Inflation.' WJth

only few exceptions, a drop in (Je:: - me) would trisger a contemporaneous rise infse, while an increase

.in this differential would bring "Inflation" down. JudgiDg on the basis of these data, it scems that, for the

Fortune 500,directbusiness-to-businessredistributionandindireetlabour-to-businessredistributionwere

indecd IWO alternative strategies.
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• Figure 9·17. "Inflation" and the differential breadth of a=mulation
for Fortune-500 fmns, 1955-1989
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In fact, Ihis very ability 10 swilch bac!< and Forth betwcen the breadth and depth of accumulation

helps exp1ain the redistn1>utive efficacy of Fortune-500 "Inflation" untii 1970 (FJgUres 9-12 and 9-16).

When the value of (fez - mez) dropped, the decrease was usuaDy temporary. EventuaIly, there would

be a rebound, permilting the large firms 10 downscale their inflation COIlSCllS1lS. What m~de their

inflation stralegy 50 effective was preciseIy ilS rransient nature. It was mainIy by keeping their rate of

"Inflation" from continuously growing, !hat the Fortune 500 were able to use occasional inflationary

sparks to counleract temporary aberrations in the merger movement.

Thus, in a 50mewhat paradoxieal way, the low inflation of the 19505 and 19605 owed much to

the underlying consolidation of corporate coalitions. During that period, the Fortune-500 gianlS wcre

busy expanding their breadth of accumulation and reinforeing their relative business position. Their

acquisitions of sma11er fmns rapid1y raised the 0vera11 concentration of the M&M sector: despite the

ongoing inerease in the number of 'other' fmns, the aggregate concentration ratios for employment and

sales climbed From less than 50 percent in the carly 195Os, to about 65 percent in the Iate 1960s

(Chapter 8).

By 1970, however, tbis massive rea1ignment was completed. As wc ean sec in FJgUre 9-1780 the

differentia1 expansion in the breadlh of accumulation was now redueed to a Mere triclde and, with no

other way to exceed the average raIe of accumulation, the Fortune 500 were becoming inereasingly

receptive toward inOationary inereases in their depth of accumulation. Indeed, it was precisely at this

point in time that the long-term decline in the Sales.per-Employee Ratio abruptlyended (FJgUre 9-9).

The rate ofFortune-500 "Inflation" whichwas charaeteristieally lowerthan the M&M average throughout

much of the 19505 and 196Os, DOW began to cise as rapidly as the average and, subsequently, from 1975

onward, became persistently higher that the average.

The eruàa1 role of large firms in instigating the infIationary spiral of the carly 19705 was blurred

by the parallel commodity·price explosion. Rapid inereases in the priees of raw materiaIs had a

disproportionate effect on the profilS ofsmaller mining firms and thus undermined, at least temporari1y,
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the relative profit position of the large companies (FJgUl"e 9-8). Since this was usually interpreted as

evidence of oligopo1istic s1uggishness, the notion !hat inflation in faet stemmed from the big economy

seemed far-fetched. Instead, many economists traeed the rise of inflation during !hat period to

heigbtencd instability in the global fmancial system and the consequent resort to commodity speculations

(see Section 4-4). These interpretations, however, are not inconsistent with our framework. To the exIent

!hat the rapid rise of raw material prices was indeed the outcome of inflation-hedging (as suggested in

the 'pull-push' thenries of Sylos Labini and Kaldor, for example), il brings US rigbt back to the large

Fortune-500 flI'IIls, for they were by far the biggest buyers of raw maleria\s! In the fmal anaIysis, il was

the higher inflation consensus among these firms which allowed commodity-price inOation to develop

in the fust place.

Toward the end of the 196Os, wilh declining inveslmenl opportunities in non-core indUSlries, Ihe

large corporations>vere embracing higher inflation. lnilially, their 'inflalion sparking' may have been

conceived as a slandard short-term answer 10 declining mergers and acquisilions bUl, Ibis lime, Ihe

merger wave failed 10 resume. Driven by Ihe quesl for differenlial pecuniary accumulation bul paralyscd

by the Iack of lakeover candidales, the large firms failed to downsea1e their inflalion consensus and, wilh

every passing day, their inilial spark was spreading into an all-embraàng inOalionary spiral. With rising

commodity prices and increasing wage cosl, inOalion saon seemed 10 have swirled 'ouI of conlrol: Yel

al' leasl in one fundamenlal respect Ihe 'chaos' was more apparenl Ihan rcal. As we have scen

(FJgUl"e 9-12 10 9-16), changes in Ihe raIe of inOalion were almasl invariably assoàaled wilh parallel

changes in Ihe marlrup for Ihe core flI'IIls, suggesling thal even after 1970 inflation was never quile

independenl of Ihe Fortune-500 consensus.

Ofcourse, the ultimale consequences of inflation for the core's differenlial raIe ofaccumulation

were nol necessarily bene6àal. Becausc of the rapid commodity-price inflalion during the carly 197Os,

pro61-per-employee for the large corporations were initially rising more s10wly than the average. Only

Ialer, from '1;15 iFn~d the inflation strategy of these 6rms star! 10 bear fruit, leading 10 a

differential increase in their deplh of accumulalion. To Iheir dismay, however, the ensued instability

increascd the risk premium on Iheir earnings, which in lumcd scrved 10 undermine Iheir overall

differential raIe of accumulation.
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The prcdicament for the Fonune 500 was intensificd by another development which wc have

not elaborated upon sa far. As wc can sce in rJgW"e 9-17a, the fluctuations of (fez - mez) which

explained much of the ups and downs of Fonune-500 "Inflation" untiI 1970, wcre no longer very helpful

in accounting for ils variations thercafter. This raises the imponant question of what affectcd the core

consensus after 1970? CenainIy, the long-term decline of fse since 1975 was partly due to its growing

rcdistn1>utional elfectivcncss, but was Ibis the only reason? Furthermore, what promptcd the inIlationary

surges of the late 19705 and late 1980s? The answcr to these questions, wc believe, is relatcd to a new

intra-core rcalignment which bcgan during the late 1960s and started to havc an effect roughly around

1975.

The essence of tbis transformation is suggested by the data in rJgW"es 9-18a and 9-lSb, where

wc contrast Fortune-500 "Inflation" with the ratio of merchandise imports to Fortune-500 sales.13

During the 1950s and 196Os, the United States was a relativcly closed economy. Exports of foreign finns

into the country amounted to less than 10 percent of total Fortune-500 sales and less !han 5 percent of

ovcraII M&M sales. In contrast, the domestically-based core coalitions controlled ovcr one haIf of all

M&M sales which made them the undisputed inflation-maleers. This started to change toward the end

of the 196Os, with the increasing significance of imports. Within the shon period bctwcen 1970 and 1974,

the ratio of merchandise imports to Fonune-500 sales rose from 9 to 13 percent. It then continued to

increase, reaching 15 percent in 1980, 19 percent in 1985 and almast 23 percent by 1989. Since Most of

thcse incoming imports originated from large European and particularly Japanese corporations, it is clear

that this intrusion must havc influenced the inflation-making role of the U.S.-based giants.

While it is hard to idcntify a precise 'turning point,' wc could reasonably argue that, sometime

during the second half of the 1970s, the large forcign giants bccame sulilciently significant to start

affeeting the inflation consensus of the Fortune 500. The ovcraII impact of Ibis import penetration was

to rcduce the rate of Fortune-500 "Inflation." The cause of that decline, however, had vcry Iittle to do

with 'impon competition' per se. As we see it, there is no a priorireason, particularly at the end of the

13 Figures on merchandise imports are from Citibase (1990), series GIMM, p. XIV-1-7. These data
were published originally by the Bureau of Economie Analysis of the U.S. Department of Commerce
in its monthly Sunoey of Current Business.
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• FJglIre 9-183 Fortune-500 -Inflation- and import penetration, 1955-1989
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20th century, why business competilion and cooperation should depend on the country of incorporation.

If RJR Nabisco could cooperate with Philip Morris, why should it not be able to cooperate wilh

Swiss-bascd Nl:stle? Is there any intrinsic rcason why General EIectric could cooperate with

Westinghouse but not with German-based Siemens, or Japanese-based Mitsui and Sumitomo? The

'opeuing up' of the US. economy induccd the Fortune 500 to reduce their "Inflation" not because these

domestica1ly-bascd flflIIs have some natural tendency to invoke price competition against foreign

intruders, but rather because, for the most part, the large foreign corporations simply refused to

cooperate on the inflation front.

Underlying this animosity was a fundamental global rea1ignment among the large multinational

corporations. In the United States, this restrueturing meant that the locally-based giants were losing

market share to the rising Japanese and European fmns, and it was the particular course of !bis

adjustment which now become a significant determinant of inflation. Variations in the rate of inflation

still depended on the consensus among the large core firms, but the boundaries of the core were now

expanding to include sorne of the larger foreign-based corporations. With these latter firms seeking to

improve their own core position, intra-core cooperation was put in a permanent flux and the inflation

consensus became harder to maintain. Whereas earlier changes in the rate of inflation may have hinged

on the differential performance of the Fortune-5OO as agroup, the growing c1eavage within the en1arged

core meant lhat, from now on, these variations were increasingly dependent on the relative expansion

of a small but 'militant' sub-group of foreign-based entrants.

Given these considerations, wc can treat the ratio of merchandise imports to Fortune-5OO saIes

as an 'Inflation-Makers Ratio.' The long-term incrcase in !bis ratio, evident in FlgII1"e 9-1&, indicates

the growing significance of foreign giants relative to the Fortune-5OO. As long as these foreign companies

were expanding their breadth ofaceumulation on account of their domestic counterparts, they had very

little rcason to support a higher inflation consensus and, without a common1y accepted inflation outlook,

the Fortune-5OO firms had to adjust their rates downwards. The long-term decline in Fortune·5OO

"Inflation" since the early 19705 was DOt uniform, however, and !bat, too, could be partly explained by

the intra-core rea1ignment. In Figure 9-18b, wc concentrate only on the period from 1975 to 1989. Wc
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can see how, belWeen 1975 and 1978, with the 'Inflation-Makers Ratio' rising from 12to 15 pereent, the

rate of Fortune-500 "lnl1ation" was relatively stable. In 1979-80, however, with the 'lnl1ation-Makers

Ratio' approaching a new plateau, the intra-oore cleavage was temporari\y bridge<!. Unable to expand

their own breadth of accumulation, the foreign firms beeame susceptible to a Iabour-to-business

redistnDution and the inflation oonsensus was sea1ed upward This same pattern reoccurred in 1987-88.

After rising vigorously for several years, the 1nl1ation-Makers Ratio' was again starlÏng to stagnate and

with it came a new oonsensus toward a higher "Inflation."

While these data On the interaction between inflation and the proeess of intra-oore realignment

are merely suggestive, they are probably not ooincidenta1. For example, during the early 198Os, when

Japan agreed to impose 'voluntary quotas' on its automobile irnports into the United States, the

automakers in both oountries used the arrangement to further boost thdr priees. A similar infiation

oonsensus was established again in the late 1980s when, with stagnating exports, the Japanese auto

oompanies raised their prices and were swiftly fol1owed by thc Gcncral MotofS, Ford and Chryslcr.

F"ma11y, in 1992, when the redistributional struggle in the car markct was reaching its third stalemate,

a new infiationary round got under way: despite the Iingering of the deepest reeession sinee the 193Os,

and although it was hardly a month after the usual mid-season priee hikes, the new inflation consensus

was easily established, with a11the major oompanies announcing their friee increases in the same day.14

The penetration of foreign giants into the U.S. market was probably one of the most important

factors behind the renewed merger thrust sinee the carly 1980s. Increasing imports and attempts to

oombat them with irnproved productivity intensilied the spectre of exeess capacity in domestic markets.

To oounteract this threat, the Fortune 500 onee again resorted to business amalgamation which

proceeded throughout much of the 1980s and sueeeeded in cutting their own employment from 16

mi1lion in 1980, to just above 12 million by the end of the decade (Chapter 8). This particu\ar period

offers a classic Veblenian case of stagfiationary restructuring. On the one hand, there wcre massive

mergers aeeompanied by a speculative boom in the various financial markets, white on the other, there

14 See for example Armstrong, Edid and France (1985), Treece (1992), Lowry Miller and Gross
(1992) and Armstrong and Lowry Miller (1992).
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was a stagfJationary combination of intense 'industrial sabotage: coupled with an inflationary growth of

sales. For the large coalitions, this stagflation helped maintain and even increase profits in a sbrinking

market, thus justifying the progressive reeapitalization of their tighter cooperation.

To a certain extent, the growing stagnation since 1970 was rooted in the inflationary proœss

itself, particuJarly in its consequences for the distnoution of income between capital and labour. While

a fuJler analysis of this issue gocs beyond the 1imits of this worJe, it is still essential to aecentuate its

fundamental significance. In FlgW'e 9-19a wc plot annual data on the share of net profit and interest in

the overall value of M&M sales.15 Our purpose here is not to examine short-term changes, but rather

to identify sorne broad tendencies in distributive shares. We can sec that the share of net profit in sales

tended to rise during the inflationary 1970s and then fell with the decline in inflation during the 198Os.

If we add interest to net profits, however, their combined share exhibit a clear upward trend since 1970.

(Aithough wc have no disaggregated interest data for the Fortune 500 and the 'Others,' it secms safe

to assume that the rising share of interest was coming mainiy from the big economy.16 )

The other side of this proœss is illustrated in FlgW'e 9-19b, where we depict the corresponding

distributive shares of wages and salaries and of total employee compensation.17 In the upper part of

this chart, these aggregates are expressed as a share of M&M value added, while in the bottom, they

are given as a share of M&M sales.18 The overall impression is that 1970 was indeed a watershed for

15 Figures on the interest paymenlS of M&M corporations are from the Internal Revenue Service,
Slalislics ofIncome, CoT]JOrations Income Tor Rerums, various years.

16 According to data published by the Bureau of the Census in ilS Quanerly Finonciai RepolIS for
Manufacturing, Mining and Trade COT]JOTQlÎons, 1974:4 and 1989:4, the share of total manufacturing debt
accounted for by large flfllls (with more than $1 billion in asselS) rose from SS percent in 1974, to 77
percent by 1989. It is reasonable to conjecture that this bas in turn raised the share of interest paymenlS
originated from the big corporations.

17 These are gross-income data. Unfortunately, there are no adequate net-income figures for
manufacturing and mining employees.

18 Exeept for M&M sales which are based on IRS data, ail series are from Cilibase (1990). Wages
and salaries are computed as the sum ofseries GAWSMI (mining) and GAWSM (manufacturing), while
total employee compensations are the sum of GAPMI (mining) and GAPM (manufacturing), p. X-6-3.
M&M value added is computed as the sum of GAG14 (mining) and GAGM (nianufacturing), p. X-6-3.
Note that these data on labour income and value added caver the standard industrial classifications for
manufacturing and mining and hence differ from our enterprise-based categories for sales, net profit and
interest.
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M&M employees. With a relatively low io11ation during the 1950s and 196Os, their share in value added

was either rising (in the case of total compensation) or stable (for wagcs and salaries). The share of

labour income in M&M sales was fal\ing during that period, but the drop was relatively moderate by

subsequent standards. Aher 1970, however, with rapidly rising inflation, the distnôutive share of labour

income started to suffer. The combination of rising capital incomes and soaring raw material priees

cxcrted sucb a colossal squeeze on the share of labour income in M&M sales that it lost almost one

quarter of ils value in only 4 years! A similar though quantitativeiy sma1Ier decline is evident for the

share of wages and salaries in value added, and even the share of total employee compensation in value

added reverted to stagnation during that period.

These data may serve to suggest why the rise of io11ation since 1970 tended to appcar as

·stagflation.' As long as the core flJ'l11s sueeeeded in their direct business-to-business redistnôution

through the breadth of accumulation, inflation was low and the effect on the relative share of labour

income was minimal. This helped maintain mass consumption and contnôuted toward the overalI

expansion of the M&M sector. When the core coalitions reverted to io11ation, however, the effect was

an indirect labour-to-business redistribution, dee1ines in the share of workers and suhstantial drops in

mass consumption.

These consequences ofdifferential peeuniary accumulation are partieularly signifieant since they

are not easily reversible. With a growing aggregate concentration, the ability of the large coalitions to

aehïeve fuTther distributional gains via Mergers and acquisitions tends to diminish. Considered from a

long-term perspective, tbis limitation implies that the large firms would he increasingiy inclined to use

inflation as their chief redistributional strategy. As a result, the share of labour income will MOSt Iikely

continue to he squeezed and inflation will continue to appcar as stagflation.
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CHAPI'ER 10

SUMMARY AND CONCLUSIONS

Inflation is ,one of the most perplexing economic pbenomena. On tbe one band, aIl inflations

bave the same monetary appearance, that is, tbey aIl involve an expansion in the amount of money

relative to the quantity of commodiûes and an increase in the money priees of goods and serviees. From

this perspective, there seems to be no fundamental difference between the European inflation of the 16tb

century, tbe German inflation of tbe 1920.<, and tbe U.s inflation of tbe 19705 and carly 1980s. On the

other band, every one of these inflations was part of a unique historica1 contex!. In the 16th century,

inflaûon emerged with the ftrst steps of European capita1ism, crcating a unprecedented income

redistribution from wages to profits; in the German episode of the 1920.<, inflation arosc from the

aftermatb ofa world war, eliminating the national debt and lcading to a massive redistribution of wea1tb;

finaIly, in tbe recent U.S. case, inflation developed amidst a major restructuring of eorporate power and

a far-reacbing realignment of international cconomic instilutions. It is hence c1car that, wbile inflation

is always and everywbere a monetary pbenomenon, ils institutionaI and structural essence is never tbe

same.

In a way, we are faced bere witb a basic question whicb bas bothered philosopbers sinec

Aristotle and Plato: the fundamental duality ofform and content. For the economist, tbe problem arises

beeause the formal defmition of inflation is always tbe same, while ils institutional and structural contex!

is forever cbanging. Against tbe static monetoryform of inflation stands ils dynamic social content; below

the universal appearance lies a concrete historical essence.

The standard way of dealing with this central duality is to ignore it. Most thcories begin by

assuming that tbe monetary process of cbanging priees is aIso tbe essence of inflation, tbat is, by seeing

the form of inflation as ils very content. From this perspective, tbe structural and institutionaI contex!

is merely an exogenous variable, something whicb could belp us explain tbe inflationary process but is
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Dot an integral part of that proccss.

Our OWD approach in this work was to trcat inflation as a proccss of rcstructuring. Instcad of

scparating form and content, we sougbt to defme the form of inflation in tcrms of its own content.

Contrary to the Macroeconomie and structuralliterature wbich start from the proccss ofchanging priees

and then try to explain it througb functional re1ationships with other variables, wc proposed to begin by

defming inflation as a dynamie interaction between business and indUSlly. For us, the rate of change of

priees was largcly a corol1ary of the more fundamental socia1 proccss in which industrial dc:vclopment

is subjugated to business ends. In this framework, inflation is scen as a double-sided proccss in which

the expansion of monetary values in the business sphere hinges on the strategie limitation ofproduction

in the industrial sphere, while the control of industry depends on the dynamie rcstructuring of business

institutions. The temporal interaction hetween thesc spheres ofsocio-economie activity is Dol the 'cause'

of inflation, but rather its very essence. In other words, inflation is a/ways and everywhere a process of

dynamie restruclllring. From this viewpoint, the historical evolution of social structures and institutions

is not oruy the explanation of inflation, but also its own dcocription•

As we demonstrate in the fU'St part of our thesis, the basis and implications of this new

analytical framework are contrary to SOme of the fundamental methodologicaltenets ofexisting inflation

tbeories. In the Macroeconomie literature examined in Chapter 2, the emphasis is on forced deviations

from a natural state of full employment and price stability. Since the late 19SOs, modem Macroeconomies

evolved as a love-hate affair with the Phillips Curve. While Most writers attacked Phi1lips' original

construct, their criticisms sougbtto repair rather !han impair. The common thrcad going thorougb much

of this literature is the desire to 'augment' the basic equilibrium framework with a set of disequih"bralÏDg

'imperfections' which temporari1y throw the economy off its normal state of stability and desirability.

This notion of separating the idcal world of supply and demand from reaI-life 'distortions' was already

evident in Phi1lips' OWD article and in the subsequent elaborations by Lipsey and by Samuelson and

Solow. Since then, :he method of 'forced deviations' bas reappeared in various fonDS, such as the

aggregate view of market imperfections proposed by Perry, the informationa1 imperfections stressed by

Friedman and Phclps, the rdl1dom-error school of rational cxpeetatiuns led by Muth, Lucas, Sargent and
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Taylor, the institutional imperfeetions and cultural inertia underscored by Friedman. and the

destabilizing menace of exogenous forces accentuated by Blinder and by Bruno and Sachs. The

fundamental weakncss of these explanations stems not from their Iack of 'reali<m' but rather from

perceiving rcal structures and institutions as exlra-economie distortions.

ln eontrast to the macroeconomie Iiterature, the market-structure approacb to inl1ation

examined in cbapters 3 and 4, takes the realistic features of modem capita1ism not as an 'imperfection,'

but as its basie point of departure. Whi1e mainstream macroeeonomists focus main1y on groWlh inl1ation

and blame it On various exremalities, the structural theorists eoneentrate on stagflation whicb they trace

to the dual-market organization of modem capitalism. Starting from a basic distinction between market

priees and markup pricing developed in the 193Os, struetural theories tend to perceivc inDation as a

dynamic transmission of demand, cost or profit signais. Galbraith, for example, suggested that because

of their s1uggish reaetion to growing demand, giant fmns introdueed a moderate but persisting

inf1ationary bias whicb tended to eontinue througbout the entire cycle. The 'normal-priee hypothesis' as

developed by Coutts, Nordhaus, Godley and Moreno-Brid, on the other hand, argued that modem fmns

were impartial to demand signais, and that their priees were set as a flXCd markup over 'normalized'

cost. Taking the normal-priee hypothesis a step further, writers sucb as Encaoua and Geroski tried to

demonstrate that the exrent ofprice smoothing depended on the degree of competition in the underlying

industries. Another view on the relationship between market structure and inDati"n was proposcd by

Ackley, Kaldor and Sylos-Labin~whose separate analyses aceentuated the lOle of 'pull-push' spirals. In

!heir opinion, the ïnherent imbalanee between eompetitive markets for raw materials and eoncentrated

markets for linished products, togethcr with the post-1970 destabilization of global fmancial markets,

created an inherenttendency for a ratcbet-1ike interaction between demand-pull and eost-push inl1ations.

Another brancb of this Iiterature looked fnr the primai ignition spark behind the inflation spiral.

Aceording to authors sucb as Weintraub or WI1es, the inl1ation stimuli originated mostly from wage

demands, while others, Iike Blair, emphasized the primary role of flXCd short-term targets for profits.

Fmal1y, there were aIso those, sucb as Echuer and KolZ, who accentuated the inl1ationary impact of

rising profit targets.

- 438-



•

•

•

The market-structure lilerature oITers vaIuable insights into t!>e infiationary process but it aIso

suITers from certain fundamental shorteomings. Much like mainstream Macroeconomies, il, too, takes

the structure of society as c:xogenously given and focuses on priee and inflation as the main variables of

intereS!. Given this emphasis, it is then hardly surprising that authors of the market-structure literature

fmd it neeessary to assume tbat there are faed rules of eonduet and stable equilibrium re1ationships

which translate changes in c:xogenous eonditioDS into predic:table priee movements. Unfortunate1y, this

presumption serves to remove the very possibility that inflation and struc:tural change are IWo sides of

the same proeess. The eommOn insiSlenee on fixed profit markups negates the primaey of ineome

redistnllution as a fundamentai process of infiationary restruc:turing. Even those who empbasize the

inflationary role of changing profit targets, tend to anchor their theories in arbitrary rules of eonduct

and fail to integrate them into a broad framework of struc:tural change.

The strueturaUy-statie nature of existing inflation thenries stems, to a large extent, from their

eommon utilitarian categories. AlI existing scbools view inflation as a process of ebanging eommodity

priees and, although some of them argue that the worId of eommodities is aIso a rel1ec:tion of socia1

relations, they ail tend to measure those priees as if they were rooted only in the material worId of

produetion and eonsumptioD. The main p:oblem of measlJIement is to convert the qualitative diversity
- -._< - --_._- - -.

of eommodities into universal quantitative units and, as we demoDStrated in Chapter S, this eould he

done only under rigid neoclassieai assumptiODS. lndeed, the main works in this area (such as those

written by Court, Dhrymes, FISher and Shell, Griliches, Hofsten, Lancaster, Stone, Triplett, and Ulmer,

as weU as the reeommendatioDS of the US. Priee Statistics Review Comminee and the United Nation<)

aU indicate that the existing indices are inadequate under alternative, non-neoc1assieai conditioDS. Unless

we have an atomistie society of rational, utility-maximizing eeonomie agents, unIess these agents are

organized in perfectly eompetitive markets and unIess they interaet in a constant state of equihllrium,

the priee and quantity indiees tend to break doWD.

~-

But if these indices require the a-historie bumony cé. ,-statie worId, how useful are they for the

dynamie context of a power-oriented capita1ist society? How meaningfuJ are the Consumer Priee Index,

the Investment Priee Denator, or the GNP measured in 'constant' priees within the antagoDistie setting
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of collective action, where corporate coalitions, labour unions and politicians are interlocked in a hostile

distnoutional struggle? How relevant are these indices when wc subslitute tacit coercion and open

persuasion for 3utonomously determined human needs? Can wc slill use such indices when, inslead of

equihorium and stability, there is conslant flux and S!rUetural change? If the 3DSWCr is negatïve, we ba\'C

no choiee but to look for another framework for inflation, one which will :ntegrate the historiea1 content

of infI2tion inte ils \'Cry definiticn.

The second part of our thesis was an attempt to devclop such a ncw framework. Whereas the

common approaches emphasize slatie stru=es. wc aceentuated continuous stn.ct1lJ"aI cilange; against

the distinction belWeen monopoly and competition, wc proposed a dua1ity of cooperation and confliet;

inslead of separating the '"eal' frilm the 'nominal,' WC 1inked the world of industry with the inslitutions

of business; in lieu of the atonistie actor and individual action, wc slarted from the group and collective

action; in place of passive reaction in a gi\'Cn structure, wc looked for deliberate initiati\'C to restructure.

Our ana1ysis of inflation as restructuring began from the writings of Thorslein Veblen and

Mancur Oison, who, each in his own separate way, stressed the sisnilicance of structural change for

economie ana1ysis. Writing during the emergenee of 1arge-sea1e business enterprise, Veblen olTered a

new interpretation for the concept of capital. Contrary to the neoc1assicisls and Marxists who sought to

deduce t!le pecuniary value of capital from ils productive essence, he insisted that capital was a purcly

bliSÏOess magnitude whose value depended on ils negative industrial impact. The value of capital W3.. a

capitalization ofeaming capacity and, according to Veblen, business eamings depended on distributional,

DOt producti\'C powcrs. For the businessman, the capacity to appropriate earnings hinged on his strategic

control of industrial activity, so the value of capital was in fact a capita1ization of 'industrial sabotage.'
.

In the context of rapid teehnolob-ea1 progress and Iimited population growth, the power to restrict

industrial activity below ils full capacity depended on the constant restrueturing of politiea1and economic

powcrs, or on what Oison caIIed the 'accumulation of distnoutional coalitions.'

Taking this as our tentati\'C point of departure, wc argued tha!, under the new order of

1arge-sea1e business enterprise, the process of capital accumulation manifested itself in !Wo main ways.
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On the strucluralleve~ there is a constant formation and reformation of business arrangements, mainly

through the ongoing proccss of mergers and acquisitions, which leads to increasing corporale

diversification and rising aggregate concentration. The consequences of this restrueturing are revealed

on the macroeconomie levcl in the form of lingering stagnation and oogoing inflation. The extent to

which business restrueturing raises the profits of the large coalitions depends on the ability of these

coalitions to limit the overall growth of industrial capacity below !bat of the market, while their suceess

in doing 50 is capitalized in the form infIated asset values. In other words, under mature capitalism, the

proccss of capital accumulation tends 10 appear on the one hand in the form of growing aggregate

concentration and a progressive consolidation of corporate coalitions, and on the other band in the form

of persisting stagflation.

From this perspective, it is clear !bat inflation involves much more than changing priees. IfWC

derme the overall price level as a ratio between the total money values in the business spbere and the

aggregate congeries of commodities in the industrial sphere, it turns out that the rate of inflation is in

facl a universal imprint of a concrete historical process, in which the changing institutions of business

entcrprise interact with the \'ar}'Îng conditions of industrial production. What is needed, then, is a new

definition, one which describes the form of inflation in terms of ils own historical content. In Chapter 7,

wc proposed to do that by replacing the standard 'mu1tiprice' dermition with an alternative,

double·variable index rcaecting the 'vaIue-quantity' aspect of inflation. In this new index, the rate of

inflation is given by the difference betwecn the rate of change of a business-spbere variable, such

nominal GNP or. corporate sales, and the rate of change of an industry-spbere variable, like outpufor

employmenl. The 'mu1tipricc' and 'vaIue-quantity' representations rellect the same infIationary process,

but wlÙle the former focuses ooly on the pricc outcome, the latter aIso enables us to examine the

~der!ying'business-industry' origin. Indeed, using these new spectacles, it appears !bat stagflation is not

a. new.l'benomenon at ail. By decomposing U.5. inflation into its 'business' and 'industry' components,

WC sbo\.JCdctbat, sinee thelate 1940s (and m(\';t probably, since the beginning of the 20th centlUy), the

ongoing pecuniary expanSion ÏJ> the business spbere was accompanied by a persistent stagnation in the

industrial sphere. In other words, contrary to the COmmon wisdom and in line with our own hypothesïs,

it scems thatthe combination of inflation and stagnation is not an anomaly, but rather an integra1 part
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of modem eapitalist development.

Undemeath this stagflation lies the dynamie process of corporate restructuring to which wc

turned in Chapter 8. According to our genera! framework, the infIaùonary interacùon between business

and industry appears together with the ongoing structural transformaùon of business arrangements,

which is in turn reflected tbrough the process of aggregate coneentraÙon. In operaùonal term$, wc

staned from the basic dichotomy between the 'core' and 'periphery' of a given corporate universe. Based

on this disùnction, wc defined the rates of aggregate coneentraÙon and dispersion for any given variable

as the respecùve distn"buùve sbres of the core and periphery in the overa1l value of that variable.

Focusing specifica1ly on sales and employment, WC demonstrated that, for each group of firms, the rates

of growth of sales and employment affected bath their own rates of infIaùon, as weU as the underlying

rates of aggregate concentration and dispersion.

Using this analytical framework for infIationary restructuring. we then turned to examine the

post-war experience of the U.S.-based manufacturing and mining sector. Our empirical analysis revealed

[WO basic infIaùonary regimes. It showed that, during the 19505 and 196Os, the combinaùon of low price

inflation and limited industrial stagnation was affected by a growing aggregate concentration for sales

and an even faster inereose for employment. The severe stagflation of the 1970s and 198Os, on the olher

hand, invotved a diffemnt pattern of restructuring. with relatively little change in the aggregate

eoncentraùon for sales and declining aggregate concentraùon for emptoyment. These structural

transformaùons also braughtchanges in the relaùve infIatiooary contn"buÙons of the [WO groups, with

the role of the laige Iirms rising very rapidly since the early 19705.

To understand the rcasons behind these historical developments, wc tried in Chapter 9 to

anchor them in the process of capital aceumuIaùon. Afrer wc decomposed infIaùon into adynamie

interaction of business and industry, and afier wc took this interaction further by identifying the distinct
"-

components of the core and periphery, our Iast step was to examine characterisùc developments .for a

'typical' large and small 6rm. We argued that large Iirms wcre preoccupied wi:h difJermJiDJ p«UIIÙIIy

accwnu/alion, that is, with increasing the nominal value of their assets faster than the avelagdor their
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corporate universc. To do that, the large flnDS must, either broadcn their differential 'brcadth' of

accumulation by raising their employment faster than the average, and/or incrcasc their 'depth' of

accumulation by raising their profit pcr cmploycc faster than the average. The choicc bctwccn thcsc

alternative strategies bcars on the inflation proccss, with diffcrcntial expansions in the brcadth of

accumulation lcading to low inflation and relativcly modcrate stagnation, and attempts to mise the

differential depth of accumulation crcating a strong stimulus for stagflation.

For the large flnDS of the manufacturing and mining scctor, wc found !hat, during the 1950s and

196Os, differential pceuniary accumulation was affectcd mainly by the rapid proccss of Mergers and

acquisitions. By taking over pcripbery flnDs, tbe core corporations wcre able to aebieve a brisk

differential expansion in their brcadtb ofaccumulation, thus Iimiting their necd for inflationary inercases

in their depth of accumulation. Indeed, for thosc flnDs, foUowing flXed-markup formulas during !hat

pcriod belped minimize risk, which incrcased their differcntial rate of accumulation evcn furtber. Over

lime, the rates ofaggregate conccntration for sales tendcd to risc, but since the incrcasc in the aggrcgate

concentration for employment was even faster, tbe rate of inflation in the core was kept bclow!hat of

the manufaeturing and mining seetor as a wbole. When the merger wave rcccded in the carly 19705,

howevcr, the core fl1"\1lS fclt compcUed to boost their differential depth of accumulation, thus lcading

to tbe onse' ofa growing infiationary spiral and a rapid rcdistnoution ofincome from labour to business.

The conseque:lce was a severe dedine in aggregate demand whicb, together the progressive penetration

of imports, forccd tbe core flnDS to drastically cut tbeir industrial base and aceept lowcr rates of

aggregate concentration for employment. On the macroeconomic lever, the result was a transformation
~?'

to a much more unstable regime, charaeterized by a combination of higher rates of infIail(;n and

unemployment.

• ••

Our basic daim that inflation is a1way,; and evcrywhere a p\tenomenon of structural change is

not a spccifie hypotbcsis but a general framework for anaIysis. Our own empbasis inthis work was only

on "the proccss of capital accumulation, as it manifested itseIf tbrougb the dynamie interaction bctwecn
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business and industry, and through the formation and reformation of business coalitions. Furthcrmore,

we focused on a particular sector within a single country, d;:ing a reiatively short period of tïme. Givcn

thcse limitations. it is clear that our work could be viewed ouly as an initial step. From a historical

perspective, one could extend this framework to look backwards into the structural transformation of

early capitalism, or to speculate on its future development into the 21st eentury. In a geographical

context, it could be broadened to examine the experienees of other countries, or be expandcd to study

the global aspects of inf1ationary restrueturing. And finaIIy, if wc are to gain a better understanding of

inflation, wc may aIso wish to include in our framework other structural proeesses, sucb the evolution

of the modern state and the role of govemment policies.
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APPENDIXA

DATA DEFINmONS AND SOURCES FOR CHAPTER 7

Corporate Sales:
Gross operaÛDg reccipts of corporations reduced by the oost ofreturned goods and aIIowances.
Source: U.5. Departmcnt of the Treasury, Internai Revenue SeMce, Statistics of Incorne,
Corporations Ineome Tox Retums.

Employment:
Number ofworkers on non-agricultural payrol\s (annual average). Source: Citibase (1986), series
LPANG, p. 1X-2-1. Originally published as a monthly series by the U.5. Department of Labor,
Bureau of Labor Statistics, The Employment Situation - EslilblishmUlt Survey Emp/oynu!nt and
Eamings.

Idle Capacity:
Unused capacity as a percentage of manufacturing capacity. [Computed as 100 - Rate of
Capacity Utilization (Manufaeturing).]

Idle-Capacity Index:
A modilicd index for manufaeturing idle capacity between 1948 and 1985. (Computed as Idle
Capacity / 33.)

Implicit GDP DeOator:
The ratio of Gross Domestic Product in current dollars (Nominal GDP) to Gross Domestic
Product in constant doUars (Real GDP). 1982=1.00.

:-lomlnal GDP:
Gross Domestic Produet in current doUars. Source: Citibase (1986), series GAND, p. X-6-1.

Produeer Priee Index:
Producer Price Index for ail commodities. 1967=100. Sourœ: Otibase (1986), series PW, p.
V-1-3. Originally published as a monthly series by the U.5. Department of Labor, Bureau of
Labor Statistics, Produeer Priee Indexes (News Release).

Private Employmeot:
Number ofprivate-sectorworkerson non-agricultural payrol\s (annual average).Source: Citibase
(1986), series LP, p. 1X-2-1. Originally published as a monthly series by the U.5. Department
of Labor, Bureau of Labor Statistics, The Employment Situation - EsIilb/ishment Survey
Employment and Eamings.

Rate of Capaclty Utllization (Manuracturiog):
Output as percentage of capacity (annual average). Source: Otibase (1986), series IPXMCA,
p. VlI-l-2. Originally published as a monthly series by the Board of Govemors of the Federal
Reserve System, Capacity Utilization: Manufaeturin& M"UIÙIg, Utilities and Industtial MateMIs 
StatistieaI Release G.3 (402).

Rate of Uoemploymeot:
Uoemployroeot as a perceotage of civilian i:1.bour force (annual average). Source: Citibase
(1986), series LHUR, p. 1X·1-6. Originally published as a moothly series by the U.5.
Dcpartmcot .of Labor, Bureau of Labor Statistics, The Employment Situation - Househo/d
Sunoey•

.445 -



•

•

•

Real GDP:
Gross Domestic Product in constant doUars, 1982= 1.00. Source: ulibase (1986), series
GAND82, p. X-6-1.

Real Private GDP:
Gross Domestic i'roducl of private industries in constant doUars, 1982=1.00. Source: Ulibase
(1986), series GASGWP, p. X-6-1.

Unemployment:
Number of uoemployed persans, non-institutional population, 16 years and ovcr (annual
average). Source: Citj'base (1986), series LHUEM, p.IX-l-2. OriginaUy published as a monthly
series by lbe U .S. Department of Labor, Bureau of Labor Statistics, The Employment SitzuJlion
- Household Survey.
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APPENDIXB

IMPUTATION OF FOREIGN EMPLOYMENT OF M&M CORPORATIONS

Annua1 data on the foreign employment of US.-based multinational eorporations are avaihble

from 'US. Multinational Companies' published by the US. Bureau ofEeonomic Ana1ysis (BEA) in the

Survey ofCurent Business. Sucb estimates eould have bccn used to eompute the foreign eomponent of

M&M employment but, unfortunately, they have bccome available only sinee 1982. The BEA data are

nevertheless useful as a basis for an indirect estimation whicb we now tom to describe.

The estimates in this appendix use data pertaining to IWo groups of eorporations: the

Fortune 500 and U.S.-based multinational fU"l1ls for whicb the Iargest single line of activity is in either

manufacturing or petroJeum. This latter group i"Oughly eonstilUtes the multinational subset ofour M&M

sector and we label it here as MNC (for multinational eorporations). Table B-1 Iists the different

variables used in our estimations. Data sourees for these variables are given at the end of this appendix.

Tahle 8-1 Variable delinitions and names

M&M Multinational Corporations CMNCl

Assets

Employment

Assets per Employee
(Assets(Employment)

Fortune SOO

FA

FE

FAE

Worldwide

MNCA

MNCE

MNCAE

Foreign Affiliates

MNCAlareign

MNCElareign

MNCAElareign

•
ln order to impute the foreign eomponent of M&M employment (MNCElarelgn), eonsider the

value of assets per employee for the:group of M&M multinational eorporations. Given the diverse

aetivities of tbis group, both in the United States and abroad, it seems reasonable to suppose !hat there
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exist a fairly stable linear relationship be\Ween the value of its assets per employee in foreign operations

(MNCAEtoreign) and the corrosponding ratio for its worldwide operations (MNCAE), sucb that

(1) MNCAEforeign = 0: MNCAE ,

where 0: is a relatively stable time variable. Dwîng the period between 1982 and 1988 for whicb data arc

available, the average value for 0: was 0.73, fluetuating randomly betwcen a low of 0.68 and high of 0.78,

with a standard deviation of 0.035.

The most significant subset of the M&M multinational group is the Fortune-SOO c\uster of

corporations. In the 7 years be\Ween 1982 and 1988 for whicb comparable data are available, the

Fortune 500 aeeounted for about S5 percent ofail employment by M&M multinational corporations and

for over 65 percent of its total assets. (Tbese distributive sharos are given by the ratios of FE/MNCE

andFA/MNCA, rospectively.) The Fortune-SOO corporations probably account for an even larger share

of the foreign employment and assets of these multinational fmns. Given thÏspivotal role of the

Fortune 500, and provided that there is indeed a stable \inear relationship be\Ween the value of assets

per employee in the foreign and worldwide activities of M&M multinational corporations, wc can

conjecture that

(2) MNCAEtoreign = fJ FAE,

wherefJ is a relatively stable time variable. The validity of this proposition can be asscssed for the period

between 1982 and 1988, by using comparable data for the Fortune 500 and the M&M multinational

corporations. Based on Equation (2), wc can express fJ as

(3) fJ = MNCAEforeign/ FAE

= (MNCAforelgn + MNCEforeign) / (FA + FE) •
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• Over the 1982-88 period, the values of{3 eomputed on the basis of Equation (3) were indeed reiatively

stable, fluetuating around an average of 0.92, with a low of 0Z3, a high of 1.02 and a standard deviation

of 0.06.

Based on these arguments, we eould have tried to impute the foreign employment of M&M

multinational eorporations (MNCElorolgn) by rewriting Equation (3), sucb that

(4) MNCEloroign = (1/{3) MNCA,oroign (FE/FA)

and then substituting the estimated average of 0.92 for{3. Unfortunately, data for MNCAloroign are also

available only from 1982 onward. This is not an unsurmountable obstacle, however. We cao piausibly

assume that the foreign assets of M&M multinational eorporations aeeount for a more or less 6xed

proportion of ail US. private assets abroad (USPAA), sucb that:

• (5) MNCA10rOign =, USPAA .

•

Indeed, for the 1982-88 period, the estimated value for, fluetuated only moderately around an average

of 0.59, with a low of 0.57, a high of 0.64 and a standard deviation of only 0.025. Thus, by substituting

Equation (5) back into Equation (4), we obtain

(6) MNCEloroign = Ô USPAA (FE/FA),

whereô =, /p. For the period of 1982-1988, the average value ofô was 0.65 (fluetuating between a low

of 059 and a high of 0.7 with a standard deviation of 0.041). Sinee we have no reason to assume !hat

either{3 or, exhibit any pronouneed lime trend, we'cao also assume!hat their ratio,ô, is a fairly stable

variable. We henee substitute 0.65 as a reasonable eslimate for Ô and use Equation (6) to impute

MNCEloroign as an approximation for the foreign employment of M&M corporations over the cntire

1954-88 period.
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During the 1982-88 period, the vaIues of the imputed MNCE!orelgn series were remarkably close

to the aetua1 numbers publisbed by the BEA and thatlends some supporlto our estimation procedure.

Aecording to BEA figures reporled in a Special Survey of us. Multintzlional Companies, 1970 (see,

StatisticalAbstract ofthe United States, 1977, Table 920, p. 564), the aetua1 vaIue for MNCE!orelgn in 1970

was 2.5 million, whicb is only marginally lower !han our own imputation of 2.64 million. While it may

be diflicult to assess the accuracy of our imputations for earlier periods, it should be noted !hat the

effect of any potential inaccuracies on the overaJl figures for M&M employment during sucb periods

could not have been very great: M&M fums have increased their foreign operations more or less

continuously since the carly part of !bis century, but it was only since the 19705 that these operations

slarted to account for a considerable share of their overaI1 activity•

.Q!;finilions and Sources for Variables used in Apoendix B

U,S:-hased Multinational Corporations:

MNCA: Total assels of U.S.-based multinational corporations whose major activity is in eilher
manufacturing or petroleum (S billions).

MNCAloroign: Total foreign assels (affiliates' assels) of US.-based multinational corporations whose
major acl1Vlty is in either manufaeluring or petroleum (S billions).

MNCE: Total employment of US.-based multinational corporations whose major activity is in either
manufacturing I)r petroleum (millions).

MNCElore.gn: Total foreign employment (affiliates' employment) of U.S.-based multinational
corporalloris whose major activity is in either manufacturing or petroleum (millions).

SOURCE: U.S. Bureau ofEconomie Analysis, 'US. Multinational Companies,' in the Survey ofCUTTl!nt
Business, 1983 through 1989.

Fortune-5Oll Corporations

FA: Total assels of Fortune-500 fU1lls (S billions)

FE: Total employment of Fortune-500 fU1lls (millions)

SOURCE: 'Fortune 500,' FOTlUIle, 1955 through 1990•
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Other Data

USPAA: Total U.s. private assets abroad (S billion)

SOURCE: U.s. Deparunent of Commerce, Bureau of the Census, H"lStoriazJ Statistîcs of the United
Stoles. Colonial Tunes Ta 1970, Part 2, series U27, pp. 868-9 and Stalistical Abstraet of the United Stoles,
1984 through 1990•
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APPENDIXC

SOURCES OF EMPLOYMEl'oT GROwrH IN: THE M&M UNIVE.RSE OF FlRMS

The purposc of !bis appendix is to estimate the various eomponents whieh eontnDute to changes

in the average numbet of employecs per firn>s - bolh for the M&M univers<: as a wholc, as weU as for

the Fortune-SOO and 'Others' groups. Employment per lirm in eaeh eategory eould be deeomposed into

domestic andforeign eomponents, as listed in theupper part of Table Col. The variables denoting the

sources of change in these eomponents arc givcn in the lowcr part of the table. At a gcnerallevel, we

eould henec scparate for eaeh eategory of lirms its domestic from foreign growth. At a more delailcd

Icvcl, we arc interested in distinguishing between domestic intenwJgrowth whieh involves the net creation

of new jobs, domestic e;r:temalgrowth whieh arises from the 'rcaUoeation' d employees between different

groups as a result of mergers and acquisitions, and domestic compositionaigrowth whieh arises when the

numbcr of smalllirms and the number of large lirms ehange at different rates.

Table C-I Variable defmitions and names

Variable Name

•

Variable Definition

Employment nsr Fm

Total
Domestic
Foreign

Çbanm in Employmcnt peT rrrm

AU Sources
Domestic

InternaI
o ExternaI

Compositional
Foreign

AU M&M FlI'II1s

MEZ
MEZ.D
MEZ.!'

AMEZ
AMEZ.D
AMEZ.DI

AMEZ.DC
AMEZ.!'
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Fortune 500

FEZ
FEZ.D
FEZ-F

AFEZ
AFEZ.D
AFEZ.DI
AFEZ.DE

AFEZ-F

"Others"

OEZ
OEZ-D

AOEZ
AOEZ.D
AOEZI
AOEZE
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Consider the 'Others' group of the M&M sector. In any ycar t, the overalI numbcr of employccs

in tbis group is given by

where OEZ
I

is the average numbcr of cmployces pcr firm al!d ONUMI is the numbcr of 'Other' firms.

The overalI annual change in the numbcr of cmployccs is hen=

whereil. denotes fll"St dilTercncc from the preeedingycar. Provided thatil.OEZI . il. ONUMI issufficiently

smalI, WC could write il. OEI' such thal

where OEZI_, . 6 ONUMl is the 'numbcr effeet,' denoting the change in overall employment arising

from changes in the total numbcr of'other' fltllls, and60EZI ' ONUMI., is the 'size effeet,' designating

the increase or decrease auributed to changes in the average employment size of such firms. Consider

now Figures Cola and C-lb. In the fll"St of thcse figures, wc chan the bistorica1 evolution of OEZ and

ONUM. In the second diagraut, wc have the annuallevels of OE and bclow them the annual values for

the 'size' and 'numbcr' effeets. The data point out that, unti1l970, the decline in overall cmployment

for the 'Others' was dominated by the generally negativc 'size effcet' which more !han outweigbed the

mostly positive •...umbcr effeet.' After 1970, there was a change_in relative influence. The 'size effcet'

bccame more or less neutral and, with a generally positive 'nu.rb-:r effeet,' overall cmployment for the

'Others' foUowcd aJ' upward trend.

In order to look Cunher into the possible causes affecting the level of OE, it is conveDient to

decompose the 'Others' group inte IWO distinct categories: one containing the smalI firms which typicalIy

employ no more than a few dozen workers, and another with the Iarger corporations which could !mve
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• Fogure Cola Trends in cmplo)ment per fmn and the number of 'Other'
fll1Il5
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up to a few hundred empIoyccs, bUI whicb are still :nsuflic:iently large to he inc:Iudcd in the Fortune-500

listing. Eacb of thesc: categories alfect OE in a somc:what different way. The fl1'Sl category of ftrmS is

responsibIe for mucb of the cbange in ONUM: maaocconomie growth tends to have the cffcet of

swclling the numher of sucb small fU1tls, while reœssion usually brings those numbcrs down. The second

category bas a relativcly negiigibIe elfcet on the numbcr of 'othcr' finns, but a disproportionate impact

on their average employment size OEZ. The :c:ason is !hat, while both the small and largcr firms

cxpcrience internai changes in empIoyment, it is mostly the laner whicb are involved in cxtcrnaI

expansion or contraction. When Fortune-500 corporations take ovcr 'othcr' companics, they tend to

ac:quire the relativcly large fU1tls in !hat group; similarly, whcn one Fortune-500 firm is absorbcd by

another, its place is lilled with a large 'other' fU1tl whicb previously occupicd the SOls! position in the

M&M universc; or, when a Fortune-500 fU1tl sells one of its divisions to one of the 'other' finns, the

ac:quirer is commonly a large fU1tl in its own rigbt. Now, since the average size of the large 'other' firms

far cxceeds OEZ. the elfeet of sucb inter-group 'redistn1>utions' of employces is to lower OEZ when

workers are moved out of the 'Others' group, and t~ raise it when they are addcd to !hat group.

These considerations serve to cxplain how ONUM and OEZ could move in opposite directions.

A sustained inaease in the demand for industria\ commodities leads to internai growth - both througb

the establishment of now fU1tls wbicb raises ONUM, as weil as tbrougb an inaease in employment of

cxisting linos whicb inaeases OEZ. It is indeed bîgbly unlikely for there to he an ongoing long-term

inaease in the number of 'other' linos when sucb fU1tls continuously lay off workers. The Most

conocivable cxplanation for how OEZ could fall rapidly when ONUM is rising, is that the deaease in

OEZ stems from extemal co!ltraetion; that is, from the taking-over of Iargc 'other' firms by Fortune-SQO

corporations (or non-M&M companies) and the consequent exclusion of their employces from the

'Others' group.' .TbÏs 'rcdistn1>ution' of employces hetween the 'Others' and the Fortune·SQO group is

: ",.~ , An opposite movement for OEZ and ONUM could occur aJso without an cxternal 'redistn1>uion'
of employees. In princ:iple, an inaease in ONUM whicb raises the numher of smaller firms faster the
numher of Iarger fU1tls in the 'Oth-irs' group, Win cause OEZ to fall evcn without there bcing any change
in the aetual size of sncb fU1tls. Howevcr, the cxtent of sucb compositional sbifts is not like\y to he very
Iargc. Whereas the number of very small fU1tls inaeases througb incorporation, the numher of larger
firms in.the 'Others' group tends to rise as medium·size companies hire more wo:kcrs. For example,
accor~to data pubIisbed by the US. Bureau of the Census in its County Business Pallems, bctween
1974 and 1982, the number of establishments employing Jess !han 20 workers rose by 11 percent, while
the comparable rate of inaease for establishments empIoying hetween 250 and 499 worlcers was 10
percent (U.S. Bureau of the Census, Statistical Abstrae: of the United SlIlles, 1985, Table 874, p. 518).
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e5pecially significant and. a1though there arc no a,-ai\able Slatistics on il. the data could he imputed ",ith

some rcasonable confidence.

Let us hegin by classifying the sources of employment grov.1h for the Fortune 500 and the

·ethers.' ln terms of employment /""eis, wc have for the Fortune 500:

where FF, j, over..ll Fortune-500 employmenl, FE.Dt is Fortune-500 employment in domestie operations

within th;:, United Sl<:tcs, and FUt is the numher of people employcd by Fortune-500 subsidiaries

abroad. The 'OtD':'~'have only negligible foreign operations, so for practical purposcs, wc could assume

that

where overall employment for the 'Others' is equivalent to their domestie employment OE.D,.

Moving to changes in employment, wc have for the Fortune 500:

(6) l!J.FEt = l!J.FE.Dt + l!J.FE.F, '

= (l!J.FE.Dlt + l!J.FE.DEt) + l!J.FE.Ft '

where l!J.FE.Dlt is domestie internai grov.1h stemming from the creation of new employment or the

elimination of existing jobs by the Fortune 500 within the United States, l!J.FE.DE, is the domcstie

exlernal growth attnbuted to the transfer of employces to and from the Fortune-500 group, andl!J.FE.Ft

is foreig;q;rOv.1h which combines the internai and cxternal employment expansion of Fortune-500

subsidiaries abroad. For the 'Others,' assuming that the change in employment occurs only domesticalJy,

Since most 'other' fmns have only a single establishment, we could expect the compositional shifts
hetween those fltlDs to he equally negligible.
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where t:.. OE./, and t:.. OU, are respcctively the internaI and externaI growth of 'Others' employment

within the Uniled Slates.

Within the domcstie arena, extemal employment growth eould oc:cur in two different ways: (1)

through intra-M&M acquisilions/divcstitures whieh 'redistnoute' employecs betwcen the Fortune-SOO

group and Ihe 'Olhers,' and (2) via inler-seetoral transaelion - either when Fortune-5OO or 'other' firms

acquire non-M&M companies, or when firms from outside the M&M universe take-over M&1'l:

corporations. !f this latter inter-seetoral part is sufficiently small, wc eould assume that for praelica1

purposes,

• (8)

•

leI us now turn 10 impute this 'reallocalion' fiow.

Cor.c'der the foUowing definilions for domestic employment per firm. For the Fortune 500, wc
,.

have

(9) FEZ-D, = FE.Dt /5OO ,

while for the 'Others,' whieh operale only domeslieally, the definition is

(10) OEZ, = OE,/ONUMt •

The rates of growth of domcstie employment per flrll1 are hence givcn by the foUowing equalions. For

the Fortune 500, "'" have
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(11) fe=A = ~FE.D,IFE.Dt.,

=~FE.Dlt/FE.Dt.' + ~FE.DE,IFE.Dt.'

= fe::.dit + fe::.lÙt '

whcre fe::.dit is the rate of increase in àomestie employment per 6rm due to internai growth and fe::.de
t

is the corresponding rate attnDuted to exlema1 growth.

For the 'Others,' the rate of grov.th of domestie employment per 6rm is given by

Decomposing further, wc could write

where~OE.l,and~OUtdenot;: the overall change in 'Others' employment due to internai and exlernal

growth, respeetîvely,~ONUMJt is the change in the number of fmns associatcd with internaI growth

(Le~ the incorporation of new fmns which create new capacity and hire new workers, net of sbut-downs)

and ~ONUM.Et is the change in the number of 'other' firms due to exlema1 growth (mergers and

acquisitions). This could be rearranged to get

whcre oez.it and oez.et , are the portions of"., arising from internai and exlernal growth, respeetively.

Narrowing our focus just to exlernal growth, wc have
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Sincc the value of l:>. ONUM.E,I0NUMt_t is 1iab1c to Oc very smal1, \ct us ignore il and assume that, for

practica1 purposcs

Rcarranging terms, wc get:

Based on Equation (14), this could be wntten as

Now, because Fortune-SOO and 'o!hcr' firms opcrate undcr the same domcstie Macroeconomie

conditions, wc May rcasonably cxpcet the intcmal rates ofgrowth ofthcir domestie cmp!oymcnt pcr 6rm

to be simiIar. Providcd that internaI growth gcncratcs no significant compositional shifts in the

5Ïzc-structure of 'other' flrtllS, this mcans that

and based on equations (6), (8) and (11), this givcs

(20) oez.it "" AFE.Dlt!FE.Dt•t

"" (l:>.FEt - AFE.DEt- l:>.FE.Ft) ! FE.Dt.,

.. (l:>.FEt + l:>.OE.Et- l:>.FE.Ft) ! FE.Dt.,

SubstilUting back to Equation (18), wc get
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Sol>ing for ~DE.Et yic1ds:

SincewcassumedthaW.DE.Et = -~FE.DErEquation(22)givesusareasonableapproximation

for the 0veral1 annual mO\'CJQent of employees between the Fortune-5OO group and the ·Others.' This

imputation is necessarily inacc:urate to some extent, firsùy because the inlema1 rate of growth of

employees per firm in these IWo groups need no! he exact1y the same; secondly, because employt:tent

pcr firm for the 'Others' MaY he subjeet to some compositional shifts, whereas in the Fortune-5OO group

the fixed number of firms excludes !hat possibility; and. lastly, because wc Ïlave ignored the polentia1

disparity between the inter-seetoral employment movements for the IWO groups. Howcver, given that wc

are concemed only with the overaJl magnitudes of the different f10ws, these possible inaceuracies should

not :.~ a matter for concern.

With these qualifications in mind. the sources of change in emp!~ymcnt pcr fmn in cach

calegory coald he computed with avai1able data. The basic variables useà iD these computations are

employment (FE, DE and ME, as described in Section 9.4), employmenl in the foreign subsidiaries of

M&M firms (ME.F, computed as MNCEloreign in Appcndix B), the number of lirms in cach category

(500, ONUM:.md MNUM, described in Section 9.4) and. finaUy, the number of reallocaled employees

hetween the Fortune 500 and the 'Others' (~FE.DEand~OE.E,as estimaled by Equation [22] above).

The computations for sources of employment growth listed in Table C-l are given below.
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(23) t:.FEZ, =FEZ,- FEZ,_, =FE,/SOO- FE,./SOO

(24) t:.FEZD, = t:.FEZ,- t:.FEZ-F,

(25) t:.FEZDI, = t:.FEZD,- t:.FEZDE,

(26) t:.FEZDE, = t:.FE.DE,ISOO

(27) t:.FEZ.Ft = t:.ME.F,ISOO

-Olhers'

(28) t:.OEZ, =OEZ,- OEZ,., = OE,IONUM,- OEt.,/ONUM,.,

(29) t:.OEZ.ft = t:.OEZ,- t:.OEZ.E,

(30) t:.OEZ.E, = OEZ,., . oe::."t = OEZ,., • (t:.OE.E,IOE,.,)

(31) t:.OEZD, = t:.OEZ.f, + t:.OEZ.Et

.M&M

• (32)

(33)

(34)

(35)

(36)

•

t:.MEZt = MEZt - MEZ,., = MEt/MNUMt - FE,.,1MNUMt.,

t:.MEZDt = t:.MEZ,- t:.MEZ-F,

t:.MEZDI, = (t:.OEZ.ft · ONUMt., + t:.FEZD/,· SiJ)/MNUM,.,

t:.MEZDCt = t:.MEZD,- t:.MEZ.Dlt

t:.MEZ-F, =MEZ-F,- MEZ-F,., =ME.F,/MNUMt - ME.Ft.,/MNUM,.,
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