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FOREWORD TO SAMUEL BRITTAN'’S PAPER
BY SIR KEITH JOSEPH

As founder and Chairman of this Centre I welcome the
privilege of writing this brief foreword to our first publication,
It is especially fitting that our first author should be Sam
Brittan. No one in this country has done more than he — in his
books and articles — to explain the social market concepits
which animate our thinking. All who know Sam Brittan must
relish the contrast between his gentle, modest character and the
vitality of his written analysis and argument. Lucid and humane,
penetrating and civilised in his judgements, his comments have
been and are a continuing guide to better prospects. I am glad
of the occasion to pay him this tribute.
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Editor’s Preface

As our name indicates, the Centre has been set up to study
policies: their genesis, rationale, validity and effects, in all
matters for which Government exercises a measure of power or
responsibility. Our objective is to re-shape the climate of opinion,
At present, it is largely favourable to the state direction and
appropriation which have generated the social and economic
environment in which we now find ourselves. We wish to create
a climate more conducive to the renaissance of personal respon-
sibility and initiative which we consider essential to a healthy
economy in a healthy body politic, and which can best be
generated by socially responsible market policies.

Experience and logic combine to convince us that by work-
ing with and through the market our society can maximize
welfare, liberties and control over our own destiny,

Conversely, arbitrary intervention motivated by short-term
political expediency and usually designed to tackle symptoms
rather than underlying causes wreaks economic havoc and
intensifies the very social and political tensions it is designed
to reduce.

The quest for full employment by Government fiat and
demand manipulation is central to the Western-world’s eco-
nomic predicament. There have been strong emotionally-
generated inhibitions to frank appraisal of its theoretical basis
and practical effects. Policy-makers and opinion-formers who
pressed these expedients for years, sometimes for decades can
hardly be expected to admit with good grace that they had
misled us, so long as they can ward off criticism,

But we cannot afford to allow their amour propre and
political preoccupations to perpetuate ruinous fallacies and go
on throwing our good money after their bad. The Centre pro-
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poses to fight vigorously on this front of the battle of ideas.

We are fortunate in obtaining a writer of Samuel Brittan’s
authority to treat the subject for us and set the tone for our
series of Policy Studies. Like many of his generation, who
learned their economics in the heady climate generated by
Keynesianism triumphant, Mr Brittan expounded and applied
the new orthodoxies until the accumulating weight of evidence
impelled him to re-think his position ab initio. We are privileged
to publish the fruits of his second thoughts systematically
expounded.

He is not alone in his second thoughts. But the thoroughness
of his exposition, together with his undiminished and uncon-
tested commitment to the well-being of the poorer fraction of
the community who figure most in the unemployment statistics,
may encourage others who already have their doubts to break
away from outworn orthodoxies which manifestly no longer
serve to interpret events as a guide for policies but still exert
powerful emotional and idealogical attractions. For the time-lag
exists in the realm of ideas no less than in monetary phenomena.

Our study can be expected to promote controversy, which
will be all to the good. I can only hope that it is directed towards
our ideas and propositions, rather than accusing us of wanting
unemployment, lack of compassion, ‘right wing attitudes’. Our
author explains in considerable detail his view that policies
followed since the war have ineluctably increased long-term
unemployment; as Sir Keith Joseph argued when he broached
the issue last year in his Preston speech, increased unemploy-
ment was not a prescription but a prediction. In subsequent
publications, we shall discuss ways in which the underlying
unemployment rate between cycles can be lowered. Mr Brittan
argues that the policies followed with best of intention helped
bring about stop-go cycles with a rising level of intra-cyclical
unemployment, and that it was precisely those marginal to the
labour market who suffered most as a result.

And is our thesis really right-wing? (whatever right-wing
might mean). I do not see how. Our author does not consider
himself to be right-wing, and has written a book to explain why.
He is not a member of any political party. Any Government,
whatever the colour of its politics, must try to contain inflation
in the interests of the national economy and of all classes.




Inasmuch as it transpires that deficit financing to expand demand
has been a major cause of accelerating inflation, and hence has
undermined full employment in the long run by weakening the
economy, anyone committed to sustaining a high level of
employment, prosperity and economic advance, must question
these policies.

There is nothing quintessentially right-wing in wishing to
have coherent, consistent policies. It would be truer to say that
by an historical accident, the left in this country happens to
have been frozen into attitudes adopted in the nineteen thirties.
This is surely carrying conservatism too far. They are bound to
break away from their fixation sooner or later and come to
grips with reality. I hope that our Policy Studies can help
expedite this process of liberation.

June, 1975 ALFRED SHERMAN
Editor, Policy Studies

Author’s Preface

{ One of the main reasons I took up the study of economic

problems was indignation at the absurdity of unsatisfied
wants side by side with idle hands willing to work which I
believed existed before the Second World War. This feeling
persists. While both price stability and high employment

are, in the last resort, means to human contentment and not
ends, I still attach more value to avoiding the wastes of large-
scale unemployment than I do to price stability as a proxi-
mate objective. I also attach more value to ‘growth’ than to

. price stability, provided that it is the growth in the output

of goods and services (including leisure and amenity) that

~ people want rather than in the products that some political
. leader, technologist or industrialist has decided are good for
- us.

The principal reason I have partially changed sides and
moved nearer to the ‘sound money’ school is that I no longer
believe that conventional ‘full employment’ policies pursued
through monetary expansion and deficit finance help either
growth or employment in the sense I had in mind. On the

- contrary, they are likely to bring about an ever more rapid
~ inflation, which has many severe disadvantages of its own,
i not least of which is a much greater likelihood of heavy un-
. employment when the rate of inflation has eventually to be

checked, as ultimately it must.
My slowness in seeing the light was explained, though not
excused, by the fact that the case for ‘sound money’ was

- usually stated in terms of misconceived objectives, such as

- the maintenance of the.sterling exchange rate or the sterling
. area. Moreover the distinction between a steady inflation and
~an accelerating inflation, and the likelihood of ‘full employ-

ment’ policies producing the latter, were rarely stressed by

- sound money men, who were too shocked by the very idea
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of inflation to go much further into the matter,

It was Professor Milton Friedman who removed the scales
from my eyes — not by his more technical views on money,
but by his analysis of the effects of demand management on
unemployment. He did so in one single paper: his 1968
Presidential address to the American Economic Association.!
It did not take Milton Friedman to make me understand the
connection between capitalism and freedom, and why true
libertarians, radicals and iconoclasts should be on the side of
capitalism, although not necessarily of capitalists. But
Friedman did show, for instance in his opposition to the U.S,
military ‘draft’, that the link could be a living one and not just
an arid logical connexion. (How many English ‘liberal’ econo-
mists campaigned against peacetime conscription in this country
in a similar way?) It is for both these reasons that I dedicate
this essay to Milton Friedman, without permission and certain-
ly without any intention of implicating him or anyone else
in the views or interpretations expressed.

In the preparation of this Paper I am extremely grateful to

Professor Harry Johnson for his helpful and forthright comments |

on earlier drafts. I am also grateful to Professors David Laidler
and Michael Parkin for personal help in keeping me in touch
with the University of Manchester’s inflation research project

and for allowing me to reproduce a few of their charts. Through- |

out the period of composition I have been discussing these
problems with Mr John Flemming of Nuffield College, and
some of the better ideas in it undoubtedly originate from him.
Mr Peter Lilley has also been extremely helpful both in
exchanging views and in supplying information.

Finally I must thank Sir Keith Joseph for his interest and for
encouraging me to take the argument wherever it led. The
usual qualification about my taking the full responsibility for
everything expressed applies with particular force in this
emotional minefield,

The present essay is in part a simplification and in part a
further development of a Paper I presented at a Royal
Economic Society Conference, held in Durham in March

1 ‘The Role of Monetary Policy’. Now reprinted in The Opiimum
Quantity of Money, Aldine Publishing Co,, Chicago 1968, He has
brought his analysis up to date in Unemployment versus Inflation?
LEA,, 1975 ‘
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1974. The proceedings, entitled The Concept and Measure-
ment of Involuntary Unemployment (ed. Worswick and
Thomas}), are due to be published by Allen and Unwin later
in 1975. I am indebted to everyone concerned with the con-
ference volume for permission to draw freely on my con-
tribution. The conference volume contains a great deal of

i analysis, comment and information from diverse points of

view on the subjects discussed in this Paper.
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1. Introduction and Theme

Since the last war, governments have tried to ‘manage demand’
in order to maintain full employment with a minimum of
inflation. “The objectives and means were laid down as early as
the 1944 White Paper on Employment Policy; and
subsequent changes have been mainly of detailed technique.
These once-radical methods have been subjected to increasing
criticism, some of which is associated with the unfortunate
word ‘monetarism’, It is important to distinguish as far as we
can between technical issues and more fundamental matters of
political economy although, like most distinctions, this is one of
degree. Orthodox ‘demand management’ has been based on the
view that governments have the power to fix the amount of
unemployment at a politically chosen level by monetary and
fiscal policy, The most fundamental of the ‘monetarist’ con-
tentions is that governments do not have such powers. The
minimum sustainable level of unemployment is, on the
contrary, determined by the functioning of the labour market.
Attempts to push the unemployment percentage below this
sustainable level will lead not merely to inflation, but to an

. increasing rate of inflation and ultimately to currency collapse.

Whether demand is best regulated by monetary or fiscal
policy is a subordinate, technical question in this context.
Whether it turned out that Budget deficits were more or
less important than the growth of the money supply in influenc-

ing demand, the essential criticisms of post-war orthodoxy

would still hold. They would also hold if both monetary and
fiscal policy were found to be of comparable importance, or if

. they could not be separated. The importance of the distinction

is further reduced by the fact that the most important influence
on the money supply has usually been the public sector borrow-
ing requirement {roughly equivalent to the combined deficits of
central and local government and nationalized industries). The
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inflow of oil producers’ funds has changed and complicated, but |

not destroyed, the relationship.
Thus in the narrow sense the issue of ‘monetarism’ is one

which politicians and commentators are wise to leave to experts,

It is, however, worth pointing out that ordinary citizens can
probably best understand excess demand in terms of ‘too much
money being spent’, and deficient demand in terms of ‘not
enough money being spent’. This is a perfectly natural and
proper way of regarding the matter and does not prejudge
whether the money is being put into circulation through the
Budget or the banking system.

The fundamental proposition is that the level of unemploy-
ment cannot be determined by the Chancellor of the Exchequer
or the Governor of the Bank of England, whether by monetary
or by fiscal policy, for more than a temporary period. The
commitment to a ‘full employment target’, to be achijeved by
either Budget deficits or credit injections, is the main reason
why the money supply has been allowed to increase too
quickly.

The recent world inflation was, it is true, international in
character — probably having its origin in the creation of
dollars by the U.S. authorities to finance the Vietnam War and
the consequent expansion of the world money supply under the
old fixed exchange rate system. But the bi-partisan British post-
war ‘full employment commitment’ prevented the UK from
trying to insulate herself in the way that Germany partially did,
and later caused this country to superimpose a domestic
monetary expansion over and above the inflationary impulses
from overseas.

The dominance of employment policies cannot be over-
stressed. Anybody who has learnt the patter can say that ‘more
emphasis should be given to the money supply’ or that ‘all
available weapons should be used’. It requires neither insight
nor courage to talk in this vein. But if priority is given to the
full employment commitment — and to achieving it through
financial policy — brave intentions will be of no avail and
mysterious ‘special factors’ will always be found ex post to
account for the rise in the money supply that has occurred.

Of course, policy-makers should be concerned with the
availability of jobs for people seeking them. The real burden of

16

criticism is that it is futile, and ultimately self-defeating, to
attempt to remedy the defects of labour markets by the use of
the ‘printing press’ or deficit finance, More fundamental
measures are needed, Similarly, whatever the merits and defects
of income controls, they do not have the slightest chance of
working if the authorities are using monetary and fiscal policy
in an attempt to maintain employment at a wishfully deter-
mined level,

Thus the argument of the critics of post-war orthodoxy is
ultimately about the nature of labour markets and the limit-
ations of conventional full employment policies.' As the hasic
issue is whether market forces apply to labour and wages, the
critics may best be described as ‘market economists’, Those on
the other side are often called ‘Keynesians’, but I am quite un-
willing to use this label, as it is-highly uncertain whether its
bearers do really represent the outlook of Lord Keynes, let
alone the attitude Keynes would have taken had he lived
another 30 years while retaining the alertness of his prime. The
best term I can find is ‘the post-war orthodoxy’, with a warning
that in other countries this orthodoxy has never been taken to
the extremes it has reached in the UK.

Market economists would argue that the main effect of
demand management on output and employment is to influence
variations around an underlying trend determined by more deep-
seated forces. Many, but not all, of them would also argue that
demand management has been destabilising in addition to its
inflationary bias. The basic judgment is that the lags in diagnosis,
in political action, and in the operation of policy, are such that
actions intended to offset booms and slumps are likely in
practice to aggravate them.

Such discretionary intervention is often labelled “fine-tuning’,
a term originally coined by Walter Heller as President of the
Kennedy-Johnson Council of Economic Advisers. Nowadays
almost no-one admits to-a belief in ‘fine-tuning’, which is mis-
interpreted to mean trying to regulate economic magnitudes to
1 Obviously I cannot commit anyone else to this interpretation. But the

effect of demand management on labour markets did emerge quite

clearly as the key analytical issue at an LE,A. seminar on inflation,

attended by Professor Milton Friedman and some of the most dis-

tinguished monetarists (See Inflation: Causes, Consequences and
Cures, LE.A,, 1974),
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several decimal points. But most ‘practical men’ do, whatever
they say, believe in fine-tuning in the sense in which Heller had
in mind. That is they believe in adjusting policy ‘pragmatically’
to the situation they happen to face at any particular time, and
are instinctively opposed to a policy.of stable long-term guide-
lines for monetary and fiscal policy, with the minimum of
interference with the controls.

Critics of post-war or thodoxy differ among themselves about
the role of trade union power in the inflationary process. The
best way to look at the matter is to say that if unions have a
direct impact it is on unemploymcnt and not, as popularly
supposed, on wages and prices.? Trade union behaviour would
thus affect inflation indirectly via the reaction of governments
and central banks to thé unemployment threatened or brought
about by union action. Important as this influence is for policy,
the impact of the unions will be no more than touched upon in
this Paper. My excuse for this cursory treatment is that the
effects of conventional full employment policies provide more
than sufficient material for one essay and call for urgent re-
examination whatever our theories or policies on union
behaviour.

Even if the unions disappeared, persistence with attempts to
reduce by fiscal or monetary policy the unemployment per-

centage below the sustainable minimum would still lead first to |

inflation, then runaway inflation, and ultimately to a collapse of |
. ‘group pursuit of self-interest. The former is no threat to a free

- society and is indeed a positive stimulant; if an individual

* decides that he has a non-negotiable demand for more than he

© can carn in the market, there is very little he can do about it

. beyond leaving his job and attempting to five on social security
- or his-friendsor family, With a coercive union it is quite other-

- wise; it can withdraw output and ‘black’ the transport and ‘sale

the currency. Moveover, whether or not unions ‘cause’
inflation, inflation undoubtedly increases the role and strength
of the unions, as more and more people resort to collective
action to try to prevent their own earnings falling too far
behind the escalating price levels. Thus the single.most impor-

2 The expression ‘best way of looking at’ deliberately begs the question
of causality, If the unions, by pricing their members out of jobs or by
any other method, put successful pressure on govemments to increase
the money supply, it Is a semantic question whether or not they
‘cause’ inflation. Whether union behaviour is of thiskind is not a
semantic bat an empirical question, on which ‘monetarist’ critics of
post-war orthodoxy themselves disagree. For an elucidation of the
semantic and real differences of opinion see Inflation: Causes,
Conseguences and Cures, a symposivm published by the Institute of
Economic Affairs, {ILE.A, Readings 14) especially the discussion
provoked by Peter Jay and the interchanges with Milton Friedman
near the end of the volume.

18

ant step towards reducing union influence would be to avoid the
inflationary financial policies undertaken in the name of full
employment.

Whether or not it affects the rate of inflation, the use of
union monopoly power does enormous harm in other ways and
is one of the greatest threats — both political and economic —
we face today. As Professor Friedman wrote in The Economist, 3
‘unions restrict the employment opportunities available to the
most disadvantaged citizens’. They price people, often poor

- people, out of favourable job opportunities and force them

either into worse employment than they might otherwise have

' had or out of the labour market altogether. They reduce real

national output and income by distorting the distribution of

. labour between jobs, as well as by restrictive practices within

them. By the use of their strike-threat power and political
influence they push governments into short-sighted policies of
intervention, price controls, price subsidies, confiscatory tax-
ation, as well as inflationary finance, which undermine both
prosperity and liberty.

Above all the pursuit of self-interest by rival coercive groups,
of which the unions are the leading example, is a threat to
political and social stability. If such groups together try to
enforce demands which add up to more than 100 per cent of a
country’s output, an explosive situation can be generated. We
must distinguish sharply between the individual pursuit and the

of imports or substitutes until representatives of the public sign
an agreement to pay more.
There is nothing to guarantee a stable equilibrium arising

 from the threat-power of these rival groups. Indeed, the real

tensions would be more visible if there were no inflation and
the conflict over the division of the spoils became an open one-
rather than being buried beneath arguments about responsibility
3 The Economist, September 28, 1974,

19




for rising prices. The inflationary subterfuge works only so long
as people are fooled by the belief ‘that a pound is a pound is a
pound’, and do not start bargaining in ‘real terms’ (i.e. stable
purchasing power), But now that;‘money illusion’ has
practically vanished, inflation has become a prctty threadbare
disguise and the conﬂlcts are out in the open.*

A final warning is necessary before the detailed argument
The sclf-defeating attempt to spend ourselves into ambitious and
politically-determined employment levels has been the main
reason for rapid and potentially runaway inflation in this
country in recent times. It has also been an important reason in
the U.5.A. and Western Europe, although not quite as import-
ant as in the UK, In the U.S.A. wishful thinking about the cost
of the Vietnam War and a desire to disguise its burden were
important, while on the Continent — contrary to popular
beliel — theory and doctrine have a smaller influence on policy
than in Britain,

Most of the great inflations in history took place, however,
before anyone had heard of full employment policies, and for
totally different reasons. The one general explanation is that
money demand increased much faster than output. It does not
matter all that much whether we use the terms ‘excessive
Budget deficits’ or ‘excessive money creation’ to describe the
debasement of the coinage to pay the Imperial Roman army, or
the printing of marks to meet the gaping excess of expenditure
over tax receipts in Germany in the 1920s. But there are some
cases, such as the sixteenth century inflation associated with the
influx of precious metals from the New World, or the rise in
prices after the Black Death, which cannot be connected with
excessive government spending or borrowing. The most general
explanation of rapid or sustained inflation is in terms of a
substantial change in the quantity of money per unit of output.®

Unfortunately, the more general a theory the less it explains
about specific episodes or periods. The deeper causes of rapid
or runaway inflation lie in whatever lies behind the excessive

4 Readers who want to pursue this matter are referred to my article
*The Economic Contradictions of Democracy’ in the April 1975 jssue
of The British Journal of Politicel Science,

5 Fora concise statement of the gencral *guantity’ theory see Friedman,
The Optimum Quantity of Money, ch. 9
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expansion in monetary demand; and this may vary from time to
time and from country to country. Overwhelmingly the most
important reason why the British monetary authorities have
stimulated demand excessively, or not resisted external stimuli,
has been the commitment to ‘full employment policies’, which
is by no means absent in other advanced industrial countries.
That explains why this Paper focusses on such policies.

Let me agam emphasize that no attack is being made on the
aim of ensuring not merely a job, but a choice of jobs, for every-
one willing to work. I personally put this objective above simple
price stability. So long as there are unsatisfied human wants —
which means as far ahead as we can see — it is scandalous that
human beings able and willing to help satisfy such wants should
be kept out of jobs. My attack is directed at the simple and
beguiling view that the way to tackle the problems is always
through deficit finance or the injection of money through the
banking system.

Such conventional methods are more appealing to a govern-
ment than the unglamorous and politically thorny task of break-
ing down restrictions on entry, abolishing absurd occupational
demarcations, modernizing training and apprenticeships,
encouraging mobility through re-establishing the market in
rented accommodation, ceasing to support ‘lame duck’
industries and firms, and tackling union monopoly power. There

. is nothing inherently wrong in taking the easy way out,

provided it works. The danger arises when those who run our
affairs persist in that way when it plainly no longer works. It
matters little whether they do so from self-deception or from
fear of the union battalions.

The chapter immediately following briefly outlines the con-
ventional wisdom against which this Paper is directed. The
subsequent chapters discuss the differing human conditions
concealed beneath the label of ‘unemployment’ and the under-
lying ‘real’ influences which determine supply and demand for
jobs. Chapter 5 analyses some misleading aspects of the official
unemployment statistics. Chapter 6 examines the assumptions
behind ‘demand management’ and contains my central argu-
ment against post-war ‘full employment policies’. I cannot

. pretend that this chapter is all easy reading; but I hope that the

opening paragraphs and the summary it contains will convey to
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most readers the gist of my argument. There follow two very
short chapters in which T examine Britain’s comparative record
on employment and prices, and show that, contrary to received
opinion, the balance of payments is not at the root of any of
our employment or inflationary difficulties.

The final chapter indicates some elements of the new
approach to full employment we shall be compelled to adopt
when politicians fully grasp the lethal limitations of continuing
monetary stimulation. It ends with some thoughts on the
combination of near-slump and inflation prevalent at the time
of writing. But this is somewhat of a postscript.

My main theme is iot how to get back to price stability now
the}t we are close to Latin American rates of inflation. 1t is to
peint out the mistakes in employment policy which have
!anded us In this position, and to indicate better ways of
1nﬂuf_:ncing the minimum amount of unemployment we can
sustain' in the long run without currency collapse or political
breakdown. I am too old a hand to suppose that every reader
will read every page of this Paper. But the nature of the argu-
ment does not permit of easy encapsulation in opening and
closing chapters, and its flavour cannot be captured without at
least sampling some of the pages in between.

22

2. The Post-War Orthodoxy

Richard Cobden once remarked that men who had accomplished
one revolution were most unlikely to be the leaders of a new
era of reform. Ie was giving 2 warning against expecting the old
members of the Anti-Corn Law League to become the pioneers
of the new cause of Parliamentary Reform.

The same remark applies in a different context to the
economists, civil servants, politicians and commentators who
presided over the inauguration of post-war ‘full employment’
policy; and it also applies unfortunately to many of a younger
generation brought up and taught by them. What was once a
bold, radical — and necessary — onslaught on the inter-war
belief that depressions were Acts of God about which man
could do very little had become by the 1960s and 1970s a
fossilized orthodoxy of its own. This penetrated, as Keynes re-
marked of the earlier orthodoxy, ‘into every corner’ of the

minds brought up in it, and a further change will require ‘a long
~ struggle of escape’.!

Back to 1944
It is difficult to depict any orthodoxy without the charge of

© caricature. This is particularly so with ‘demand management’.

Although the current orthodoxy originated in the 1944 Employ-
ment White Paper, traces of earlier pre-war thinking were
strongly present in that White Paper and lingered on right

through the 1940s and 1950s. It was not until the 1960s that

the post-war orthodoxy finally triumphed and its true nature
became apparent. As with all orthodoxies, many who held it did
so with one or other reservation; and by the time it can be set
out for criticism in a semi-popular publication such as this, it
has probably passed the zenith of its influence.

% 1 See Preface to The General Theory, Macmillan 19386, New Edition,

1973,




Nevertheless, as the evidence to the Commons Expenditure
Committee showed,? it is still influential cnough to do harm;
and some simplification of its main tenets is required to set out
the issues clearly. '

The 1944 White Paper listed four main methods of achieving
a ‘high and stable level of employment’:

(a) influencing the location of new enterprises in areas of

high unemployment;

(b} encouraging mobility between areas and occupations;

{c) retraining of labour;

(d) using government spending, taxation and monetary

policy to maintain ‘aggregate demand’ or ‘total spending’
at high enough levels to maintain employment, .

A good deal has been done in the first three directions —
regional policy, mobility and training. One might criticize the
techniques or the balance between the three types of measure,
but the root of our present troubles lies in the fourth direction —
the attempted use of budgetary and monetary policy to main-
tain target levels of employment.

Assumptions Behind ‘Full Employment’ Policy

Modern ‘demand management’ starts from a forecast of total
spending on goods and services measured at constant prices, i.e.
in ‘real terms’, which brings together total consumer and
government spending, exports, fixed investment and stock
accumulation, ménus imports. The inter-relation between these
aggregates is recognized, but the final forecast is presented as
the sum of them, as shown in Table 1 from a recent Financial
Statement,

The change in real demand is identical in this framework of
analysis with the change in output, which in turn determines
the movement of unemployment, after making allowances for
productivity trends, demographic movements, time lags, and
similar complications.

The offical demand managers have at the back of their mind
a target level of unemployment which is not always disclosed.
It used to be around 1% per cent but, with the change in the-

2 Ninth Report from the Expenditure Committee, ‘Public Expenditure
Inflation and the Balance of Payments®, Session 1974, HC 328.
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relation between unemployment and unfilled vacancies, it was
changed to around 2—2% per cent® at the end of the 1960s,
equivalent to about 500,000 apart from the seasonal peak.
When unemployment is forecast to rise above target, the
authorities try to boost demand by tax cuts, increased govern-
ment spending, credit relaxations, hire purchase relaxations, or
similar means. Their belief is that a sufficient boost will raisc
output and reduce unemployment until the target level is
achieved.

Basically, the strategy is as simple as that. The fact that such
boosts have tended to take a budgetary form, with the money

. supply responding passively, is a secondary matter, The same

underlying philosophy could just as well be allied with planned
changes in the money supply if that were thought the approp-
riate weapon. One ditficulty of this short term ‘fine-tuning’ is
that, if the forecasts are inadequate or if the lags between
diagnosis, political action and the main effects of corrective
action are of the wrong length, it can aggravate fluctuations

of output and employment instead of damping them down.
The expression ‘policy cycles’ long ago entered the economic
literature. :

But even fine-tuning is not the heart of the matter: one
could imagine (with some effort) the exercise being operated
with longer time horizons and less impatience for quick results.
The real weakness of orthodox British demand management lies
in the following two fundamental assumptions:

(a) It is assumed that the level of unemployment can be
maintained at any chosen target within a very wide
range; that the only inherent obstacles are the technical
difficulties of forecasting; and that the level of
unemployment is closely related to other labour market
indicators as well as to the degree of utilization of

3 The figure of 2% per cent seasonally adjusted is mentioned ina 1974
memorandum by Lord Kahn and Michael Posner to the Commeons
Expenditure Committee, {Mr Posner was due to become Deputy Chief
Economic Adviser to the Government from July 1 1975}, It is given as the
estimated percentage below which ‘a general decline in the pressure of
demand’ would ‘result in a significantly lower rate of increuse of money
wages’. Ninth Report from the Expenditure Committee, ‘Public Expenditure,
Inflation and the Balance of Payments®, Session 1974, HG 528, 1975,

p.73, para. 38,
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physical capacity. This complex of indicators is labelled
‘the pressure of demand’.

It is further assumed that, within a very wide range, the
pressure of demand and the level of unemployment
make practically no difference to the movement of
money wages and therefore to the domestic causes of
inflation. According to this view, wages depend almost
exclusively on institutional factors, such as union aims
and attitudes, the success of government wage controls,
vol’untary ‘incomes policies’ or attempts to reduce
union militancy by ‘social justice’ measures. Demand
management, whether in real or money terms, has
almost no part to play.

It is usually admitted that there is some level of unemploy-
ment which would have a decisive influence on wages, but this
1s pitched well into the ‘politically impossible’ range at several
millions. It is also admitted that there is 2 minimum feasible
level of unemployment below which output would be hampered
by bottlenecks and shortages and which would generate wage
inflation whatever happened on the union front. This minimum
1s usually pitched at'a low level, such as 2% per cent, which is
below anything achieved for long since carly 1967. This view
was cxpressed by Sir Kenneth Benill, until recently Chief
Economic Adviser to the Government and now head of the
Central Policy Review Staff, when he told the Commons
Expenditure Committee that at points above the 9ow level of
unemployment’ existing at the end of 1973:

If you take a wide band until you get to a very large level of
unemployment, we assume that there is not a big reaction in
the change of wages and prices?

Such considerations led Lord Kahn and Mr Michael Posner
to tell the same Committee that:

To cope with the problem of cost inflation, in the sense of
rapidly rising money wages and prices, and with the consequent

problems of the balance of payments, we regard statutory

(b)

4 fgntfﬁgeport from the Expenditure Committee,Session 1974, p, 186.
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i control of money wages (as well as of other incomes and of
| prices) as absolutely vital.®

The Balance of Payments Alibi

The one obstacle which prevents the demand managers from
trying to reduce unemployment to target rates by increasing
spending power is the balance of payments. Exports are import-
ant both as a component of demand and as a key element in
the balance of payments. The prevailing orthodoxy believes
them to be determined mainlty by world demand, which is out-
side British Government control, and by the movement of
British wage casts relative to those of other countries, which
cannot — it is thought — be influenced by internal financial
policy. Since, however, demand management can directly
influence imports, which are directly related to domestic output
and employment, it is concluded that unemployment may

have to be kept wastefully high to Hmit imports to what we can
earn or borrow abroad. These considerations lie behind the
sentence in the 1975 Public Expenditure White Paper: ‘World
conditions may make it impossible to maintain a rate of growth
of output similar to the rate of growth of productive

potential.’® It is not surprising that economists concerned with
demand management often display a yearning for import con-

trols.
The market recipe for a payments deficit, which holds dom-

estic output and employment below an otherwise attainable

level, is currency depreciation” which makes exports cheaper or

more profitable and imports less attractive. Between 1949 and
. 1967, exchange rate changes were not employed because of the
. fetish surrounding the $2.80 to the £ parity; and more recently
governments and their advisers have often been reluctant to let

! the pound sterling fall to its market value because of the effect

5 Ibid., p.74, para. 41. '

6 Public Expenditure to 1978-9, HM.8,0., 1975, Cmnd, 5879,

7 If you believe that the government is hetter at guessing the right

exchange rate than the foreign exchange market, then a straight
devaluation is indicated, If you believe the opposite, a ‘clean float’
is indicated, The present ‘dirty float’ is a compromise between the two

viewpoints,
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In raising import prices and therefore wages. Thus the myth has
taken root that only an abstraction called ‘the balance of pay-
ments’ prevents governiments spending their way to any level
of employment and business activity they choose.

The absurdity of this view can be seen if we look at the world
as & whole, An exchange rate change which means depreciation

and (allegedly) rising prices for one country must mean appreci-
ation and falling (or less rapidly rising) prices for other
countries. Exchange rate changes cannot be inflationary for the
world as a whole; and there cannot be a balance of payments
problem for all countries taken together, Thus the basic
argument about whether orthodox demand expansion ultim-
at‘er :clffect.s output and employment, or merely causes acceler-
ating inflation, reappears on the international level and cannot

“ be dodged by invoking the graven image of the balance of
payments.

The basic weakness of post-war orthodoxy is the failure to
see thaF monetary and fiscal policies based on arbitrarily-
dc.terr'mned full employment targets are likely to lcad to acceler-
ating inflation with little (or even negative) lasting benefit in
job creation. To explain the reason it is necessary to analyze the
underlying labour market conditions which influence unemploy-
ment rates. People have become so used to think of unemploy-
ment as something the Chancellor can turn on or off, that the
more fundamental real world forces which severely limit what
can be achieved by ‘demand management’ in any country are
too often neglected even by professional economists.
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3. The Nature of Unemployment

‘T am unemployed, you are workshy, he is a scrounger.’
Unemployment is inherently a subjective notion and its measure-

- ment a matter of statistical convention. The official definition,
. unaltered since 1922, is that ‘the statistics cover all those un-

- employed persons who are registered as secking employment

- and who are classified by the staff of the Employment Offices
' as being capable of and available for work . . . based on the

- case law developed by national insurance decisions.” The

definition is easier to criticize than to improve.
We are on firmer ground if we begin with employment,

. although even here the convention that confines the employed

to people who work for cash excludes housewives and others

~ who are hardly unemployed. In June, 1973, the latest date for
* which comprehensive figures are available, the total population

of Great Britain aged 15 and over was just over 41 million. Of
these 22.5 million worked for an employer or were in the
Forces and 1.8 million were self-employed, giving an ‘employed

- labour force’ of 24.3 million. Why was this total not higher or
- lower?

5 1 *The Unemployment Statistics’, Dept. of Employment Gazette, March,

1975, para.6{a). It is necessary to register for employment both to draw
benefit and also to obtain credits against National Insurance contributions.
On May 1, 1972, 81 per cent of the uncmployed on the register were
receiving unemployment benefit or supplementary benefit; about 5%

per cent had a claim which was not yet decided; another 5% per cent

had exhausted their claim to unemployment benefit (payable for only

a year); a further 1%-2 per cent were married women not entitled to
benefit; the remainder of only 6 per cent included those who were dis-
qualified. Thus the official register of ‘unemployed’ is little more than

a list of people qualifying for the relevant social security benefits.
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economy subject to changing tastes and techniques,
shocks, opportunities and imperfect information.

Keynes himself did not believe that all unemployment could
be cured by ‘demand management’ of the kind discussed in the
previous chapter.

In a 1942 Treasury Paper,” he divided unemployment into
five categories:
the hard core of ‘unemployables’;
the seasonally out of work;
transitional unemployment between jobs;
structural and regional unemployment (‘misfits of trade
or locality’); and
the residue which alone was due to a deficienc
aggregate demand.

The ‘normal’ level of unemployment under categories (a) to
(d), which could not be cured by demand expansion, was put
by Keynes at 800,000 — an estimate repeated at various times
between 1930 and 1942. This represented 6—8 per cent of the
prevailing labour force which would imply nearly 1% million
with today’s labour force and definitions. In the 1937 boom,
when unemployment was still over 10 per cent, Keynes was
against ‘any further general stimulus at the centre’ and advised
concentration on special measures to assist high unemployment
areas.

The terms used by Keynes were conventional usage, but they
can be misleading unless we remind ourselves that almost all
people would be employable at some wage. But not only are
employers inhibited from offering wages below accepted
subsistence levels; workers would be unlikely to accept a wage
below the available social security benefits. On the other hand, -
‘unemployables’ will often find jobs, but will take longer to
do so than others on the register.

A Department of Employment survey in June, 1973, showed
that (in a year of peak demand for labour) some 80 per cent of
the unemployed were ‘keen’ on work but had ‘poor prospects’
of finding a job (for reasons other than limited local opportun-
ities). A further 30 per cent had ‘poor prospects’ and were also

y in

3 Cited in Lord Kahn's chapter ‘Unemployment as seen by Keynesians'
in The Concept and Measurement of Involuntary Unemployment (ed.
Waorswick) to be published by Allen & Unwin in 1975,
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‘somewhat unenthusiastic’ towards work, in the subjective
judgment of local departmental officers, The practical differ-
ence is that, of the good prospects, two-thirds had found jobs
ﬁi)y January, 1974, compared with one third of the poor pros-
pects,® Thus ‘unemployability” is a matter of degree or, to put
it the other way, some people are more employable than others.
- The most important variables determining how long a person
is unemployed are age, skill and health. Frequent appearance on
the unemployment register is only one episéde in a pattern of
life which often includes low pay, lack of skills, high sickness
rates, job uncertainty and poverty in old age. Many of these
people in their younger days drift in and out of dead-end jobs.?
It would indeed be surprising if such human handicaps could be
cured by financial manipulation by the Chancellor of the
Exchequer or the Governor of the Bank of England.

How Much Voluntary ‘Unemployment’?

There is also a real wage at which the others of Keynes’
categories could be priced into employment. In the absence of
union prohibitions the seasonally unemployed could price
themselves into out-of-scason employment by accepting lower
wages, although it may not be worth their while. Likewise, the
transitionally unemployed could find jobs more quickly; and
those suffering from regional or structural unemployment could
price themselves into a job by changing their occupation or
ilocation. None of this means that it would always be sensible
;i_for workers to make the sacrifice or for the authorities to force

‘ them to do so by refusing unemployment benefit, I would

£

gp_&?rsonally oppose any such ‘tightening up’, but the price for

‘avoiding such harshness is higher ‘unemployment’ statistics in
he headlines.
. How much unemployment should be regarded as involun-
ary? In one sense all unemployment could be regarded as
oluniary because there is some wage level at which almost any
ndividual could price himself into a job. Even if union rates or
onventional minimum wages prevent him from entering the
most obvious trades, there is almost certainly some non-

. Department of Employment Gazette, March 1974.
- Men Out of Work, M.J. Hill, ef af, Cambridge, 1973,
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Nevertheless, the 47 per cent leaving ‘of their own accord’ is
both too large and too small to be a sophisticated measure of
the voluntarily unemployed. It is too large from the point of
view of eligibility for benefit, since people in this category were
able to satisfy officials that they did not leave ‘without just
cause’. On the other hand, from a strictly economic viewpoint,
many of the 48 per cent who were dismissed could probably
have found a new job by accepting some sacrifice in wage,
conditions, or type or place of employment.

Since the longer a person is out of a job the more concessions
he is likely to make in these directions, there is a rough and
ready relation between duration of joblessness and the degree
of involuntariness. This link is reinforced by the attitudes of
the officials concerned with unemployment and Supplementary
Benefits. The longer an active person remains out of work, the
more stringent are the conditions for receiving benefit and the
greater is the pressure applied to take a job involving a drop in
wage or status.®

This link between duration and inveluntariness is far too
loose for the two to be identical., Official pressures on the
unemployed to take work do not go as far as insisting on a
geographical move; and the pressures are very much weaker
in the depressed regions. For some people in such regions un-
employment has, however, become a way of life and affects
their attitude to job-seeking. The official survey of the charac-
teristics of the unemployed in June, 1973, showed that only
9.2 per cent of the men were ‘willing to work beyond daily
travelling distance’. Even many of the short-term ‘unemployed’
in London during perieds of boom are pretty obviously near
the voluntary end of the spectrum.

Thus, although there can be no objection to talking about
voluntary and involuntary unemployment on a commonsesnse
basis, the distinction is not very useful as a means of statistical
classification.

8 See the Fisher Committee Report: Abuse of Social Security Benefits,
Cmind. 5228, 1973, especially para. 137.
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How Much ‘Demand Deficiency’?

The weakness of Keynes’ five categories of unemployment is
that the proportion of people in each of them varies with the
state of the economy, moving up and down with the trade
cycle. Thus, in a boom, upemployment goes down in the
depressed regions, the duration of transitional unemployment
is reduced, and even the ‘poor prospects’ find jobs more easily.
Indeed, there is no specific category of unemployed due to
‘demand deficiency’ either in the statistics or in the conscious-
uess of individuals. Demand deficiency reveals itself in longer
transition between jobs, a worsening of regional and structural
problems, lesser readiness on the part of employers to take on
the physically or psychologically disadvantaged, and so on,

On the other hand, when the general level of demand and
activity is higher than average, it is much easier to find jobs for
hard-core cases. If there are labour shortages, employers will
ask fewer questions about whom they engage. In boom periods
there is of course more investment to direct to the depressed
regions, and firms have an incentive to make maximum use of
their facilities there. In other words, it seems at first glance that
many ‘socially difficult’ cases, as well as the regionally un-
employed, would be found jobs if we could have a policy of
permanent boom. Special ‘policies’ for handicapped people or
regions would be less necessary but more successful. Like the
rocks on the sea coast, these specific categories of unemploy-
ment are covered by higher tides.

I'myself once belieyed in the merits and possibility of a
permanently high level of demand. But unfortunately the tide
cannot always be at high water. Even during recessions there are
some labour shortages because wages are fixed below market-
clearing levels. As activity increases, more and'more shortages of
labour (and goods) appear until, by the time demand is high
enough to float off into employment the problem cases and the
victims of structural or regional changes, the shortages become
disruptive. In other words the economy becomes ‘overheated’.

Like other shortages, labour shortages and ‘overheating’ in
the goods market are fundamentally the result of underpricing.
In the absence of continuing injections of monetary demand,

- such underpricing would be transitory since real wages would
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rise, the boom peter out and, if the correction is overdone, 2
recession would follow. ‘ _

Suppose, however, the authorities try to keep the boom going

by stimulating demand in the conventional way. The f‘:COIlC:mY’
will suffer the symptoms of ‘overheating’. Money (c_)r nominal’)
wages and prices will rise continuously,_the change in refﬂ wages
depending on the relation between the increases in nominal
wages and prices. But whichever rises most, the effect on real
wages is likely to be small in relation to the changes m'nommal
magnitudes. As the domestic value Of. the pound falls, its ex-
change is likely to depreciate so that import as well as domestic
prices will be on an upward path.

It is wishful thinking to regard the process as no more than
sacrificing price stability for the sake of fuller employment. On
that basis the exchange or ‘trade-off’ might be worth making.
The real snag is that, so long as the general labour shortage
persists, workers will take account of the expected increase in
prices in their wage demands; and employers operating in a sel-
ler’s market for their products will have every incentive to do the
same in their wage offers. So long as demand. is fnamt.alnc.d at
overambitious levels, the expected rate of price 1nfia!:101.1 is that
much higher each time round. If the authorlt}‘cs persist in
pumaping more and more money inte th‘e system to maintain an
overall shortage of labour, the result — in the absence 'of
draconian controls (and perhaps even with them) — will be not
inflation but runaway inflation and ultimately currency
collapse. '

How Many Vacancies?

Unfortunately, there is no simple way of reading off from the
labour market statistics the point where labour shortages and
labour surpluses balance each other in sustainable fash}on. The
old idea that the labour market is in balance when unfifled
vacancies and unemployment were approximately equal has

ed too simple-minded. _
PT"—E‘ is known tI;lat many vacancies are not notified to officml,
Employment Offices (formerly known as ‘Labour Exchanges ).
The one piece of evidence on the extent of under-recording is a
special study of 4 companies carried out for the Department
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of Employment which showed that only 32 per cent of their
vacancies were notified to Employment Offices. The timing of
the survey — September, 1973, when labour was very scarce
nationally — may have exaggerated the average degree of under-
recording. On the other hand, the geographical bias of the
survey — seven areas of above-average unemployment — may
have led to an understatement. Clearly more surveys are
required with more comprehensive coverage and at different
points in the trade cycle. On the basis of present knowledge,
multiplying the official unfilled vacancy figures by three would
be better than taking them at face value.

Even if we knew the unemployment-vacancy ratio accurately,
it might still be a treacherous guide to policy. Both figures are
snap-shots on particular dates, akin to ‘stocks’ in economists’
Jargon. Instead, we need to compare the flow of people onto
the unemployment register in any given period with the number
of current and desired placements by employers. Even then
‘labour’ is not homogeneous, and a shortage of 200,000 skilled
technicians is not offset by a surplus of 200,000 unemployed
‘poor prospects’ at the other end of the country. Moreover, if
the downward pressures on wages exerted by the out-of-work
is weaker than the upward pressure by labour shortages, the
labour market will have to balance with the level of unemployed
above vacancies. Such ‘asymmetry’ could result from union
resistance to relative wage reductions in the surplus sectors or
from the floor provided by social security payments.

Sustainable Rate of Unemployment?

The only way to break out of this impasse is to abandon the
search for a magic unemployment-to-vacancies ratto, or a target
unemployment percentage. In its place we must recognize that
total national demand is neither deficient nor excessive when
unemployment has been brought down to the minimum level
that is sustainable by monetary and fiscal policy (supported if
necessary by exchange rate policy). A sustainable level of un-
employment (or of ‘pressure of demand’) is not necessarily
characterized by stable prices. It can be accompanicd by any
rate of inflation, provided that it is a steady rate and neither
accelerating nor decelerating.
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As already mentioned all categories of unemployment —
‘hard core’, fictional, structural or regional — are brought down
during a boom, defined for this purpose as a pressurc of
demand for labour above the sustainable rate. But such temp-
orary improvement is likely to be bought at the expense of
abnormally severe levels of unemployment during the next
recession — defined as a period when demand for labour is
below the sustainable rate. Booms are bound to be followed by
recessions if governments have any concern — however spas-
modic — for the price level (or exchange rate} and are not
content to see a continuing acceleration in the rate of inflation.

The minimum sustainable rate of unemployment seems to
correspond to Keynes’ own idea of the absence of demand
deficiency — and also to Professor Milton Friedman’s concept
of the ‘natural rate’ of unemployment. The latter is, however,
an unfortunate name since there is nothing natural (let alone
optimal) about that rate. It will depend on the efficiency of the
official Employment Offices and other agencies, the pace qf. .
change in skills demanded, the availability of retraining facilities
and the use made of them. It will depend on the geographical
balance between areas where work is available and where the
unemployed live, on the willingness of the unemployed to move
to different, lower paid or geographically distant jobs. It will
also depend on the extent of union power and the uses made of
it. Thus the minimum sustainable rate is not given in heaven but
can be influenced by labour market policies. The point is that
it cannot be reduced simply by injecting more spending power
into the economy.
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, APPENDIX:
NOTE ON KEYNESIAN DEBATE ON DEFICIENT DEMAND

Keynes was concerned in his General Theory to show that un-
employment due to a deficiency of demand (category (e) above)
could be an equilibrium condition and not dependent on union
or other institutional wage rigidities. Very briefly, the argument
was that, if wages were perfectly flexible downwards, purchas-
ing power would also fall and there would be no net change in
thf? demand for goods and labour, Admittedly, as income and
prices fell, the real value of any given quantity of money would
increase. This would tend to drive down interest rates, stimulate
investment and thus output and employment, although at the
expense of lower real wages. But there might be a limit to the
level to which interest rates could fall, below which people
woul.cl hold more and more money without attempting to con-
vert it into bonds, equities, or real assets (the ‘liquidity trap’).
The ‘classical’ economists retaliated by discovering the so-
called ‘Pigou’ or ‘wealth’ effect. As the real value of money
balances rises, it becomes rational to spend:more and save less
out of a given money income, thus increasing real demand until
full employment is restored. The Keynesians did not fail to
remark that a world of very rapidly falling wages and prices
woulsi in practice be one of severe depression and bankruptcies,
even if not in ‘equilibrium’. The empirical researches of the
monetarists on the other hand cast doubt on the existence of
the ‘liquidity trap’. {The ‘liquidity trap’ is certainly a non-
existent danger today in an inflationary world where it is all
too easy for real interest rates to fall to negative levels if this is
.mecessary to restore a savings-investment balance).

As far as the main controversy is concerned, demand
deficiency can clearly exist if for any reason money demand is
too low to purchase available output at existing prices, and if
there are obstacles to the downward movement of wages and
prices (or even to downward movements in their rate of
1nc1:e.ase), There clearly are such obstacles and demand
f_ieflcmncy can exist; but there is no longer the keen theoretical
interest that existed in the 1930s in establishing that this is an
‘equilibrium’ condition,
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4 Some Influences on the
Job Market ’

1t will help to bring the discussion down to earth to list a few of
the many influences on the sustainable level of unemployment.
Most discussion of employment policy concentrates on overall
demand management. But there are most fundamental “real”
forces at work which should be listed first. We should not be so
preoccupied with the ebb and flow of the tide that we forget to
chart the position of the shore.

In discussing the real forces it is important to remember that
not everything which reduces unemployment as conventionally
registered is good, nor everything that increases it necessarily
bad. The abolition of unemployment pay would certainly
reduce drastically the unemployment rate, and so would the
reintroduction of the Press Gang. Neither is a good idea. Manna

from heaven in all our gardens every morning would increase the

unemployment figures. I would nevertheless be happy to see it.

Effect of Minimum Wage Laws

As employment depends on the level.of real wages, measures
which force wages above their market levels produce unemploy-
ment. This piece of standard analysis is not a long-term pres-
cription for low wages, as it will undoubtedly be misinterpreted
as being. It simply reminds us that the technology, labour
skills, savings habits and other key characteristics of the economy
determine at any one time the pattern of real wages consistent
with balance in the labour market. As the productivity of the
individual worker rises,} so will the level of real wages that can
be paid without causing unemployment.

Thus minimum wage laws, if effective, can be guaranteed to
raise unemployment. In a flexible labour market there can be

1 Or, more strictly, the marginal productivity of ¢ach kind of labour.
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“equalizing differences”? which allow the marginal, fri y
. ginal, fringe or
disadvantaged worker to price himself into a job. It does not
matter if these are real disadvantages, or prejudices existing in
the minds of employers or customers. Minimum wage laws, or
en.fo?ced non-discrimination in pay where the desire to disj
criminate remains, will suppress adverse pay differentials at the
cost of increasing unemployment for the disadvantaged groups.
U.S. experience with minimum wage laws, both in a Federal
and a State context, confirms that their introduction raises
unemployment rates. Their influence is eroded as the general
level of wages (both money and real) continues to rise, so that
the minimum wage becomes a smaller proportion of general
carnings levels and its unemployment effect also tends to dis-
appear. When the minimum wage is raised the whole cycle begins
again. The Report of the U.S. Council of Economic Advisers’
refers to the minimum wage laws in explaining the different-
ially hlgh teenage unemployment rates in 1974 — 14 per cent
for white youths and 33 per cent for black youths, compared
to 3.8 per cent for all males aged 20 or over. The truth is that
“some adults, but even more teenagers, do not have the skills
to command a wage that equals or exceeds [the] minimum
cost of employing them for other than peak periods of demand
in the business of a particular firm,”3
) S]mllar.ana!ysm applies to efforts to give preference to the
lower paid” in the formal and informal “incomes policies™ in
recent U.K. experience. It is not clear whether this preference
has had any effect in the face of pressures to maintain custo-
mary differentials. But, if it did, it would prevent the less fortu-
nate workers from offsetting their disadvantages by accepting
lower pay and so force them on to the dole.
This does not mean that workers with low earning power
should be Ieft to fend for themselves, “Topping up” of wages
by family allowances or any form of negative income tax can

2 The concept of ‘equalising differences’ and the general economies of
labour m'arkets are discussed comprehensively and well in University
Economics by A.A, Alchian and W.R. Allen (Prentice Hall, London
1'974). This is admittedly an undergraduate textbaok, but it empha-
sises points overlooked elsewhere.

8 Economic Report of the President, U.S, Government Printi
, U8, inting Offi
Washington, 1975, p 91. gEES
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raise their living standards as far as the real generosity of their
fellow citizen will allow {as distinct from the sham generosity
of passing laws which appear to cost us nothing). Best of all
would be help for such people to acquire aptitudes and
qualifications which will raise the market value of their services
— admittedly easier said than done.

The analysis can also be applied to “equal pay” legislation. If
employers, rightly or wrongly, belicve there is a difference
between men and women in particalar occupations they can
offset it in their wage offers. If such “equalizing differences”
are forbidden, they will employ fewer women. The result will
be that women are crowded into “women’s occupations” or into
occupations where the sexes are traditionally considered equiva-
lent — thereby reducing their real wages or, if wages are held up
whether by convention or by unions, reducing their prospects of
employment. The latter effect may not show up in the official
unemployment figures, since women are much less prone to
register (married women are often ineligible for unemployment
benefit).

It should not be assumed that the prejudices in question are
necessarily those of some remote boardroom figure. In the
retail and service trades the employer may be no more than
reflecting the prejudices of the customers who come into direct
contact with his employees; and in industrial and commercial
concerns he may be reflecting the prejudices of other employ-
ces. These effects emerge more clearly by considering racial as
well as sex discrimination. The 1975 Report of the U.S. Council
of Economic Advisers cites studies of the effects of equal pay
laws which varied from State to State before the 1964 Civil
Rights Act.

These siow that State equal pay laws reduced the gap be-
tween the wage rates of equally skilled blacks and whites, but
increased the difference in unemployment rates.* This is not
necessarily an argument against the laws. As the C.E.A. Report
states, “the wage effect was greater than the unemployment
effect”. But the fact remains that if the community confines
itself to passing laws prohibiting wage discrimination without

4 pil3
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eI_Imi.najcing_thc upderlying attitudes and prejudices, de facto
discrimination will show itself in some other form, such as in
the unemployment figures.

Effect of Trade Unions

The effect of unions is similar to that of partially enforced
minimum wage laws, A strong union, like any other mono-
poly, can enforce a higher unit price for its members’ services
at the expense of a lower volume of sales. In other words it
secures higher real wages for smaller numbers employed. About
50 per cent of the UK. labour force belongs to unions of vary-
ing degrees of effectiveness, The non-unionized and membersy
of Weakc.?r unions are “crowded” into fewer occupations by
the restrictions imposed by their stronger brethren, so that
wages are lower, employment is less, or there is 2 mixture of
both effects.

In a purely static situation with no changes in markets
products, techniques, or degree of monopoly power, the main
effec't of unionization would probably be on the structure of
relat_nie wages. A person with potential earning capacity as a
musician or printer, but lacking both a union card and the
talcn’F to earn more elsewhere than he could obtain on social
security, would be unemployed. Such cases would probabt
be rare, although not negligible. !

Butin a d.ynamic world the union effect is likely to be
much more important. Because of changes in techniques, tastes
(b'oth foreign and domestic), and shifts in the terms of trade
with the outside world, workers will frequently have to accept
lower: relative wages or lower employment in particular in-
dustru_es, firms or occupations. Even if unions did not exist
unavoidable “frictions” would prevent instant adjustments’in
relative wages and so lead to unemployment — side-by-side
Perhal')s‘ with some unfilled vacancies elsewhere. Union activit
1'nten51vfles these frictions; by resisting the fall in relative wa esy
in the industry facing a declining labour demand, it leads toga
larger exit of workers from that industry or lower recruitment
Moreover, where the industries into which the excluded w0rk-'
ers.tend to move are themselves unionized, there will be further
resistance to the changes in relative wages required.
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Apart from increasing the frictional unemployment follow-
ing industrial change, union activity can be an independent
cause of such unemployment. This can happen if an increase in
the power of a union, or in the use made of that power, leads
to an increase in the relative wage of one sector and a conse-

al reduction in the labour force and a greater need for

quenti
into employment elsewhere. A stock

people to price themselves
example was the effect on unemployment rates in the U.S.
Appalachian region in the 1950s and 60s, when unions pushed
wages and fringe benefits in the coal mines substantially above
the competitive level and thus encouraged greater mechanization
— despite a decline in the demand for coal and the unsuitability
of the region to alternative industries.?

Unions do seem to be more interested in raising wages than
maintaining employment, although ideally they would like to
do both. The members receiving wage increases normally out-
number those losing their jobs. This is especially so in “normal”
times when a reduction in the labour force is achieved mainly
through lower recruitment rather than through visible pools of
unemployed — who anyway do not have a union to take
their interests into account. (Even if they remain union mem-
bers, the unemployed are much less influential than those who
attend shop-floor meetings). These observations may have
diminished force during a period of depression, or threatened
depression, when the bulk of the labour force may recognize
the danger of pricing themselves out of a job. But I have no
doubt that, over a period, unions increase the minimum sustain-

able rate of unemployment.
Effect of Price Controls

A further sure way of increasing the unemployment rate is by
an effective system of price controls. A price ceiling that
squeezes profits in relation to wages is, from the employer’s
point of view, equivalent to an increase in real wages. It thus
becomes less profitable to employ as many people as before.
The value of the product of the marginal worker is reduced
below his wage. A “shakeout of labour” and a general attack

5 See C.E.A. Report, p 90.
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on overmanning can then be expected. The ability to generate
internal funds or raise external funds for investment is reduced,
and so is'the incentive to do so while price controls remain,
The situation is sometimes described as a “liquidity crisis”,

but the crisis is basically one of profits. It was in the face of a
threatened collapse of employment of this kind that the Labour
Government eased price controls and gave firms backdoor relief
through tax concessions on stocks in November, 1974. Some-
thing akin to self-imposed price control occurred with similar
consequences in 1970-71. Faced with a sudden acceleration of
money wage increases following the abandonment of incomes
contnﬂ,enqﬂoyersbecanuzkmsconﬁdentaboutpasﬂngthenz
on in higher prices — partly because the effect of Roy

Jenkins’ monetary restraint was still being felt, but also

because they were unsure how their competitors would react

to an unprecedented situation. The result was an increase in the
share of wages relative to profits, above what was normal in

the downward phase of the cycle, and a level of unemployment
in the winter of 1971-2 that surprised the official forecasters.

The adverse effect of price controls on employment has

very little to do with the capitalist system. If state-owned
enterprises are really trying to produce “what the people want’,
their production and employment programme will also be
guided by the profit yardstick (as many East European econo-

mists have urged). If price ceilings are imposed, state enter-

prises will either have to dismiss workers or rely on public

subsidies to cover their loss-making activities, without any

longer knowing whether they are in the social interest or not,

A particular cause of U.K. wages being ‘too high’ from 1973
onwards was the sharp rise in primary product prices which
reduced the exchange value of British wages, A given volume of
home production was worth 5% per cent less in 1974 than in
19726 As output rose by about 5 per cent, there was a fall of
about % per cent in earning capacity. Yet the real value of
pre-tax earnings (which is what employers had to take into
account) rose by nearly 8 per cent over the period.

6 Compare the movements of gross domestic product and real national
disposable income, Economic Trends, Aprit 1975,
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These rough and ready figures underline the warning of Sir
John Hicks:7 “When the real demand for labour falls (as it has
fallen), then traditional theory says that either there must be a
fall in real wages or there must be unemployment”. Writing at
the turn of 1974-75, he talked about people being “nominally
employed” because “their employers [had] been prevented
from declaring them redundant’ at the cost of a possible rescue
operation for their firms later. One wonders how much un-
employment will still be concealed by such devices as 1975
proceeds,

If real wages are kept *“too high” over a much longer period
by a combination of union pressure and government control of
margins, such investment as takes place will have had an arti-
ficially large labour-saving bias. Eventually there might not be
the capacity to keep the labour force employed. The result
would be a kind of high-level ‘under-development’ in which-it
would not be possible to price into employment all those seek
ing it without a fall in real wages to below conventional {or
perhaps actual) subsistence levels. This is reminiscent both of
earlier epochs in Western economies, before they reached
maturity, and of the contemporary situation in the
developing areas.

It is doubtful if this nightmare will come about, because it
is unlikely that unions have the combined industrial and poli-
tical power over enough industries and occupations to raise
real wages sufficiently for this to happen. Moreover, in a modem
diversified economy there are likely to be enough small-scale
industries and services, with flexible capital to labour ratios,
and opportunities for self-employment, to enable most of those
who wish to price themselves into employment to do so at
above subsistence rates.®

7 Crisis °75. .. 7, pp 17-2B, Institute of Economic Affalrs, 1975

8 Union over-pricing of jobs could, however, be a contributory factor
to the dual Iabour market said to exist by some sociclogists, According
to this view the labour market is divided between a prosperous major-
ity sector, with reasonably steady employment at or above the national
average wage, and a depressed minority sector, where workers drift
into and out of employment at a ‘poverty’ level of earnings.
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Effects on Supply Side

The emphasis so far has been on the demand side, that is on

the effect of real wages on the number of jobs employers are
prepared to offer. The real wage also has an important effect

on the supply side, that is on the amount of labour offered. For
the supply of labour depends among other things on the differ-
ence between real wages and the income available when unem-
ployed. The key variable is the cost of not working,

A higher ratio of benefit to wage income will increase the
attractiveness of leisure relative to employment. It will also
encourage people to spend more time on “search” between
jobs, both by searching less intensively and by being more
particular about their choice of new employment. The “search”.
and “leisure” effects may be impossible to distinguish statisti-
cally, or even in the minds of some of those involved. The
average wage earner is most unlikely to be induced to stay
unemployed indefinitely under present arrangements. Tax
rebates, which are often a major source of income support,
eventually run out. Earnings-related supplement is not paid
after 26 weeks. ‘“Search” for preferred job-offers runs, after a
time, into diminishing returns per unit of effort., Moreover, as
has already been mentioned, the longer a person is out of work,
the more pressure the social security authorities will impose to
take an available job.

Generous social benefits will thus not necessarily put an end
to the effort to find a job eventually, except among some at the
Iower end of the scale where people are little if any worse off
on supplementary benefits than at work, As the Fisher Com-
mittee remarked “It.is undeniable that for some unskilled men,
particularly those with families, the financial incentive to work
rather than to rely on benefits is slight.”

This simple exposition of rational behaviour often generates
absurd hostility. Unnecessary heat is generated because of the
moralistic assumption that economists who point to the
relationship between unemployment rates wish to cut benefit
or to hound “shirkers”. This does not follow. But those of us

.9 Report of the Committee on Abuse of Social Security Benefits, Cmnd.

5228, 1978, para 240,
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who want to treat the unemployed, especially the older and
Iess fit, more generously must accept that it will increase the
number of “unemployed” unless the present conventions

of measurement are amended.

Unemployment clearly changed its significance as a labour
market indicator between the early 1960s and the early 1970s.
This was most obvious in the boom year of 1973 during which
unemployment averaged 2.6 per cent, which would have
signified a major recession a decade previously. Yet, quite early
on in the year, the economy ran into labour shortages and
supply bottlenecks; the C.B.L reported a level of capacity
operation equwalent to the previous period of peak “over-
heating” in 1964-5; and notified unfilled vacancies rose by the
end of the year above 300,000, by farthe highest ever recorded.
On the basis of earlier relationships it would have been associ-
ated with an unemployment rate well below 1 per cent.

Social Benefits and Taxation

The change in the relation between vacancies and unemployed
followed the coming into force of the Redundancy Payments
Act in December, 1965, and the earnings-related supplement
to unemployment benefit in October, 1966. As Chart 3 shows,
net benefit as a proportion of net earnings for a famlly with
two children rose from an average of 40 per cent in 1960 to
70 per cent by 1967. There was also a more gradual

increase in supplementary benefits, which for a family with
four young children rose from an average of 52-55 per cent of
average net weekly earnings in 1954-7 to 65-70 per cent

in 1965-73.

Another influence, higher up in the income scale, has bcen
the increased involvement of manual workers with a cumula-
tive P.A.Y.E. system, which provides a cushion of repayments
for those who lose or leave their jobs. The weekly rate of income
tax rebate to which a married man with one child was entitled
in 1974-5 was approximately £7.1% As Table 3 shows, such
rebates could run for well over six months, depending upon

10 Hensard, Written Angwer by Mr Robert Sheldon, November 21 1974,
Col 513,
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Chart 2 Unemployed and Vacancies: Great Britain
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