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In Chapter 18, we will use the ideas presented here to consider the major theoretical and policy debates within
macroeconomics with respect to inflation.

17.2 What is Inflation?

There are misconceptions as to what price inflation actually is. An increase in prices is a necessary but not suffi-
cient condition for an inflationary process to unfold. Thus, a negotiated pay increase for workers, or firms increas-
ing their prices to try to increase profit, or a rise in local prices of imported goods following a depreciation of the
exchange rate, may or may not initiate an inflationary process.

Inflation is the continuous rise in the price level, so the price level has to be rising for a number of time
periods. A one-off price rise is not an inflationary episode.

If the price level rises by ten per cent every month for example, then we would be observing an inflationary epi-
sode. In this case, the inflation rate would be considered stable with the price level rising at a constant rate per
period.

If the price level was rising by 10 per cent in month one, then 11 per cent in month two, then 12 per cent in
month three and so on, then we would be observing an accelerating inflation rate. Extreme cases of accelerating
inflation are referred to as hyperinflation. There have been few instances of this problem in recorded history, but
the Weimar Republic in 1920s’ Germany and Zimbabwe at the beginning of the 21st century are notable exam-
ples. They were marked by a dramatic contraction of the supply potential of the respective economies prior to
the hyperinflation (see Chapter 21 for more on this).

Alternatively, if the price level was rising by ten per cent in month one, nine per cent in month two and so on,
then the rate of inflation is falling or decelerating. If the price level starts to fall, then the growth of the price level
is negative and this would be a deflationary episode.

REMINDER BOX

You may wish to refresh your understanding of the measurement of the consumer
price index (CPI) and the computation of the inflation rate by referring back to Chapter 4,
Section 4.8.

We can define a normal price level as being the prices that firms are willing to charge when they are operating at
normal capacity and earning a profit rate that satisfies their strategic aspirations. (See the discussion of mark-up
pricing in Chapter 16.) However, the economic cycle fluctuates around these normal rates of capacity utilisation
and firms not only adjust to the flux and uncertainty of aggregate demand by adjusting output, but in some cases,
will vary prices. This is particularly the case during a recession.

When there are very depressed levels of activity, firms might offer discounts in order to increase sales and
hence capacity utilisation. Thus, they temporarily suppress their profit margins in order to try to raise their
respective market shares when overall demand is falling. As demand conditions become more favourable,
firms start withdrawing the discounts and prices return to those levels that offer the desired rate of return
at normal rates of capacity utilisation. We do not consider these cyclical adjustments in prices to constitute
inflation.

17.3 Inflation as a Conflictual Process

Conflict theory situates the problem of inflation as being intrinsic to the power relations between workers and
capital (class conflict), which are mediated by government within a capitalist system. It brings together social,
political, and economic considerations in a generalised view of the inflation cycle. This mediation by government
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inflation, just one-off increases in money wages and prices and no change to the distribution of national income
petween wages and profits.

An inflationary process is instigated and perpetuated if the sum of the distributional claims (expressed in
nominal terms, money wage demands and mark-ups) remain greater than the available output measured at cur-
rent prices and neither bargaining party is prepared to concede to the other by ceasing to pursue higher nominal
income. Either a wage-price or price-wage mechanism can instigate the inflationary process.

Here the concepts of real wage and/or real profit margin resistance become relevant. A wage-price spiral
begins with workers pushing for higher real wages, whereas a price-wage spiral refers to a dynamic where firms
initiate the bargaining war by trying to push up their real profit margin.

In a high pressure economy, firms may also initiate an inflationary process by trying to increase their profit
margins. Workers may attempt to maintain their previous real wage and will thus respond to the higher price level
by seeking an increase in nominal wages. If their bargaining power is strong (which from the firm’s perspective is
usually measured in terms of how much damage the workers can inflict on output and hence profits via industrial
action) then they are likely to be successful. If not, they may have to accept the real wage cut imposed on them
by the higher price level, which implies that their nominal wages have a reduced capacity to purchase goods and
services.

However, if firms are not willing to absorb the squeeze on their profits following the money wage increase,
then they will raise prices again and the beginnings of a wage-price spiral occur. If this process continues, then
cost push inflation is the result.

The wage-price spiral could develop into a wage-wage-price spiral if one section of the workforce seeks to
restore relativities after another group of workers succeeds in their nominal wage demands.

The role of government is also implicated. While it is the distributional conflict which initiates the inflationary
spiral, government policy has to be compliant for the nascent inflation to persist.

Business firms will typically access credit (for example, overdrafts) to finance their working capital needs in
advance of realisation of revenue via sales. In an inflationary spiral, as workers seek higher nominal wages, firms
will judge whether the costs of industrial action in the form of lost output and sales are higher than the costs of
accessing credit to fund the higher wages bill. Typically, the latter option will be cheaper.

If credit conditions become tighter and thus loans become more expensive, then firms will be less able to pay
the higher money wages demanded by workers. The impact of the higher interest rates may thus lead to a squeeze
on real wages with the consequent negative impact on consumption spending. Firms will also be less willing to
invest in new projects given that the cost of funds is higher.

As a consequence, if monetary policy becomes tighter, there will be some point where output growth declines
and the workers who are in weaker bargaining positions are laid off. The rising unemployment in turn eventually
discourages the workers from continuing to pursue their demand for wage increases and in time the inflationary

process would be choked off.

Cost push theory thus hypothesises a trade-off between inflation and unemployment.

The alternative policy stance is for the central bank to accommodate the inflationary struggle by leaving its mon-
etary policy settings (interest rates) unchanged. This accommodation would also likely see the fiscal authorities
maintaining existing tax rates and spending growth.

The commercial banks would continue to extend loans and in the process create deposits in the accounts of
its business clients. The central bank would then ensure that there were sufficient reserves in the banking system
to maintain stability in the payments system. The nominal wage-price spiral would thus fuel the demand for more
loans with little constraint.

There are also strong alignments between the cost push theory of inflation and Hyman Minsky’s financial insta-
bility notion (see Chapter 26). Both theories consider that the behavioural dynamics change across the economic
cycle. When economic activity is strong, the banks are more willing to extend credit to those who previously had
been considered to be marginal borrowers, and are now seen to be more creditworthy because economic condi-
tions have improved. Equally, firms will be more willing to pass on nominal wage demands because it becomes
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harder to find labour, and the costs of an industrial dispute in terms of lost sales and profits are high. Workers also
have more bargaining power due to the buoyant conditions.

At low levels of economic activity, falling sales and rising unemployment militate against both profit push
and wage demands. Also loan delinquency rates tend to be higher and banks become more conservative in their
lending practices.

Another example of cost push pressure might come from an increase in the price of a significant imported raw
material, such as oil. We will examine this dynamic in the next section.

Keynes also suggested that inflation could arise due to cost push factors (also called sellers’ inflation). Within
the Keynesian tradition, Abba Lerner’s Economics of Employment (1951) has a coherent discussion of how dis-
tributional struggle may lead to a wage-price spiral and generalised inflation as each party seeks to defend their
income.

Lerner showed that the dynamic for this wage-price spiral could also result from capital seeking to expand
its share of income by pushing up the mark-up on unit costs. Such a strategy could only be successful if workers
conceded the real wage cut implied by the higher prices. Firms would be more likely to attempt this strategy when
they perceived the bargaining power of workers to be weak, that is, when the unemployment rate was higher. In

this way, Lerner recognised that high inflation and high unemployment could co-exist, and thus identified the
phenomenon that subsequently became known as stagflation.

Raw material price increases

Until now we have been concentrating on workers pursuing nominal wage increases in order to gain higher real
wages and/or firms pushing profit margins up to gain a greater profit share of income as the main drivers of an
inflationary process.

However, raw material price shocks can also trigger cost push inflation. These cost shocks may be imported
(for example, an oil-dependent nation might face higher energy prices if world oil prices rise) or domestically

sourced (for example, a nation may experience a drought which increases the costs of food crops and impacts on
all food processing industries).

TRY IT YOURSELF

Let us consider the example of a situation where there is a price rise for an essential imported
resource. The imported resource price shock amounts to a loss of real income for the nation in
question. Thus, there is less real income to distribute to domestic claimants.

The question then is who will bear this loss? With less real income being available for distri-
bution domestically, the reactions of the claimants are crucial to the way in which the economy
responds to the higher cost of the imports. The loss has to be shared or borne by one of the
claimants or the other. What do you think are the strategies available to the various contestant
claimants? Which do you think are most likely to be effective?

If,in response to the fall in their profit margins (mark-ups), domestic firms pass on the raw material cost increases
in the form of higher prices, then workers would endure a cut in their real wages.

If workers resist this erosion of their real wages and push for higher nominal wage growth, then firms can either
accept the squeeze on their profit margins or resist.

The government can employ a number of strategies when faced with this dynamic. It can maintain the existing
nominal demand growth, which would be very likely to reinforce the spiral.

Alternatively, it can use a combination of strategies to discipline the inflation process including the tighten-
ing of fiscal and monetary policy to create unemployment (the NAIRU strategy), the development of consensual
incomes policies and/or the imposition of wage price guidelines (without consensus) (see below).
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The resolution to the structural bias proposed by economists depended on their ideological persuasion. On
the one hand, those who identified themselves as Keynesians proposed incomes policies (which we shall explore
in more detail later in this chapter) as a way of mediating the distributional struggle and achieving nominal
income claims that were compatible with the available output.

On the other hand, the emerging Monetarists considered the problem to be an abuse of market power by the
trade unions and this motivated demands for policymakers to legislate to reduce the bargaining power of work-
ers. The rising unemployment was also not opposed by capital because it was seen as a vehicle for undermining
the capacity of the trade unions to make wage demands.

From the mid-1970s, the combined weight of persistently high unemployment and increased policy attacks
on trade unions in many advanced nations reduced the inflation spiral as workers were unable to pursue real

wages growth, and productivity growth outstripped real wages growth. As a result, there was a substantial redis-
tribution of income towards profits during this period.

The rise of Thatcherism in the UK and Rea

ganomics in the USA exemplified the increasing dominance of the
Monetarist view in the 1980s.

Demand pull inflation

While economists distinguish between cost push and demand pull inflation,

the demarcation between the two
types of inflation is not as clear cut as one might think.

Demand pull inflation refers to the situation where prices start accelerating continuously because nominal
aggregate demand growth outstrips the capacity of the economy to respond by expanding real output.

We have learned from the national accounts that aggregate demand is always equal to GDP, which is the
market value of final goods and services produced in some period. We represent that as the product of total real
output (Y) and the general price level (P), that is, PY. It is clear that if there is growth in nominal spending (that s,
GDP) that cannot be met by an increase in output (Y) then the general price level (P) has to rise.

The dominant view of inflation in the 1960s was based on Keynes’ notion of an inflation gap, which he outlined
in his 1940 pamphlet, How to Pay for the War: A Radical Plan for the Chancellor of the Exchequer.

In the General Theory (1936), Keynes had developed the notion of effective demand to help understand how
an equilibrium corresponding to less than full employment could arise in a monetary economy. He now wanted

to show how there would be a transition to a fully employed economy during wartime.

With the onset of the Second World War, large-scale spending programmes were implemented as part of the

war effort. Keynes argued that as employment rose, rising household incomes would drive up consumer spend-
ing, which would cause inflation to accelerate even if money wage rates were constant.

While Keynes' plan was devised in the context of wartime spending when faced by tight supply constraints
(thatis, a restricted ability to expand output), the concept of the inflationary gap has been generalised to describe
situations of excess demand where aggregate demand is growing faster than the aggregate supply capacity can
absorb it.

Keynes defined the inflationary gap as an excess of planned expenditure over the available output at pre-

inflation or base prices. The pre-inflation benchmark output was that corresponding to the full utilisation of
capacity. Thus, if an economy could meet the growth in nominal ex

capacity to produce goods and services, an inflationary gap would no
This idea was distilled into the demand pull theory of inflation.
nominal demand growth beyond that level would be inflationary.

Thus inflation would tend to increase when unemployment fell (see Chapter 18 for an analysis of the Phillips
curve which posits this type of relationship). The theory claimed that as nominal demand growth pushes the
unemployment rate towards its irreducible minimum (frictional unemployment), wage and price inflation

would start to rise. In other words, an inflationary gap would be created by the emergence of excess aggregate
demand.

pected demand by rapidly expanding the
t open.

Once full employment was reached, then

There are several factors present in the real world that attenuate these demand effects on the inflation rate.

First, firms incur extensive costs when they change prices, which leads to a ‘catalogue’ (or ‘menu’) approach
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economists believed that if the supply of money is doubled, for example, there would be no impact on the rea|
performance of the economy. All that would happen is that the price level would double.

The classical dichotomy that emerged in the 19th century stands in contradistinction to the earlier ideas
developed by economists such as David Hume that there is a trade-off between unemployment and inflation that
could be manipulated (in policy terms) by the central bank varying the money supply (Hume, 1752).

It is of no surprise that the Classical employment model relies in part on the notion of a
conclusions. Its origins were based on a barter model in which there is an absence of money and owner-producers
trade real products. Clearly, this conception of an economy has no application to the monetary economy we live in,

Classical monetary theory was only intended to explain the level and change in the general price level. The

main attention of the Classical economists was in trying to understand the supply of output and the accumula-
tion of productive capital (and hence economic growth).

The theory of the general price level that emerged from the Classical dichotomy was called the Quantity
Theory of Money, which was outlined in Cha

pter 11. The theory had its origins in the work of French economists
in the 16th century, in particular, Jean Bodin.

dichotomy for its

Why would we be interested in something a French economist conceived in the 16th century? The answer is
that just as the main ideas of Classical employment theory still resonate in the public debate (for example, the
denial that mass unemployment is the result of a deficiency of aggregate demand), the theory of inflation that
arises from the Quantity Theory of Money is still influential. Indeed, it forms the core of what became known as
Monetarism in the 1970s.

As we have learned already from this textbook, economics is a contested discipline and different schools of
thought advance conflicting policy frameworks. Monetarism and its more modern expressions form one such
school of thought in macroeconomics and rely on the Quantity Theory of Money for their inflation theory.

We will also see that the crude theory of inflation that emerges from the Quantity Theory of Money has intui-
tive appeal and is not very different to what we might expect the average layperson to believe: that growth in the
money supply causes the value of money to decline (that is, causes inflation).

The Quantity Theory of Money was very influential in the 19th century. The theory begins with what was
known as the equation of exchange, which is an accounting identity. We write the equation as:

(171)  MV=py

You are familiar with the terms on the right-hand side. PY is the nominal value of total output (which is simply the
definition of nominal GDP in the national accounts) given that P is the price level and Y is real output.

M_ is the quantity of money in circulation (the money supply, say M2 which was defined in Chapter 10), which
is a stock (so many dollars at a point in time). V is called the income velocity of circulation, and is the average
number of times the stock of money turns over in the generation of aggregate income.

There is no theoretical content in the Equation (17.1) as it stands, since it is an identity. We thus need to
introduce some behavioural elements in order to use Equation (17.1) as a theory of the general price level.

VELOCITY EXAMPLE

To understand velocity, we can consider the followin

economy. Assume the total stock of money is $100, which is held by the two people that make up
this economy. In the current period (say a year), Person A buys goods and services from Person
B for $100. In turn, Person B buys goods and services from Person A for $100.
The total transactions equal $200 yet there is only $100 (money stock] in the economy. Thus
each dollar must be used twice over the course of the year. So the velocity in this economy is two.
The velocity of circulation converts the stock of money into a flow of monetary spending and
renders the left-hand side of Equation (17.1) commensurate with the right-hand side.

g example of an imaginary and simple
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growth. By 1966, the guidelines provided no discipline on the growth of nominal incomes in the US. It was clear
that the US government was unable to compel employers to follow the guideposts in the wage bargaining process.

Despite the failure of the wage price guideposts, the Republican administration under Nixon reintroduced
an incomes policy in 1971. Initially, this was in the form of a 90-day freeze on wages and other nominal incomes.
Later, compulsory growth guidelines were set for wages and prices growth.

In 1973, the government introduced yet another freeze on prices, followed by sector-by-sector price rises in
line with cost increases with a freeze on profit margins, so workers were exposed to rising prices of oil and food.
The experiment ended in April 1974. It was considered a success when it was in place, but when the controls were
eliminated, prices and wages began to rise again, although wage and price pressures coming from the demand
side were subdued.

The problem was ongoing pressure from the cost (supply) side, in particular from energy and food (largely
grains) prices, which led to higher price inflation. Workers were unable to secure money wage increases in line
with price inflation, which contributed to the divergence between real wage growth and productivity growth.

On the other hand, in the UK and Australia, the institutional structures that made economies more susceptible
to distributional conflict in the late 1960s and early 1970s also made the operation of incomes policies difficult.
Highly-concentrated industries, with large firms exercising significant price setting power, were interacting with
strong trade unions. These firms were in a strong position to pass on wage demands in the form of higher prices,
and governments were reluctant, or unable constitutionally, to mandate strict wage price controls in normal times.

However, incomes policies have worked more effectively in some European nations, for example, Austria
and the Scandinavian countries. These nations have long records of collective bargaining and are more attuned
to tripartite negotiations than the English-speaking nations. A good example of a successful incomes policy
approach, where wages and prices growth were driven by productivity growth in certain sectors, is the so-called
Scandinavian Model (SM) of inflation (see Box 17.2). This approach to wage setting was developed in Sweden
and attempted to marry notions of fairness, the effectiveness of centralised wage bargaining and international
competitiveness.

By the late 1970s, incomes policies lost favour in most countries as a result of the rising dominance of
Monetarism, which eschewed institutional solutions to distributional conflict in favour of market-based
approaches involving higher unemployment.

The Monetarist approach in many advanced nations combined the use of persistently high unemployment with
policies designed to reduce the bargaining power of workers. This reduced inflationary pressures because workers
were unable to pursue real wages growth and asa result productivity growth outstripped real wages growth. This
led to a substantial redistribution of income towards profits during this period. The rise of Thatcherism in the UK
exemplified the increasing dominance of the Monetarist view in the 1980s.

In Chapter 19, we will introduce the concept of employment and unemployment buffer stocks in a macro-
economy and analyse how they can be manipulated by policy to maintain price stability.

THE SCANDINAVIAN MODEL (SM) OF INFLATION

This model, which was originally developed for fixed exchange rates, dichotomises the economy
into a competitive sector (C sector) and a sheltered sector (S sector]). The C sector produces
products which are traded on world markets, and its prices follow the general movements in
world prices. The C sector serves as the leader in wage settlements. The S sector does not trade
its goods externally.

Under fixed exchange rates, the C sector maintains price competitiveness if the growth in
money wages in its sector is equal to the rate of change in its labour productivity (assumed to be
superior to S sector productivity) plus the growth in prices of foreign goods. Under this condition,
price inflation in the C sector is equal to the foreign inflation rate. The wage norm established in
the C sector spills over into wages growth throughout the economy.
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The S sector inflation rate thus equals the wage norm less its own productivity growth rate.
Hence, aggregate price inflation s equal to the world inflation rate plus the difference between
the productivity growth rates in the C and S sectors weighted by the S sector share in total out-
put. The domestic inflation rate can be higher than the rate of growth in foreign prices without
damaging competitiveness as long as the rate of C sector inflation is less than or equal to the
world inflation rate.

In equilibrium, nominal labour costs in the C sector will grow at a rate equal to the norm (the
sum of the growth in world prices and the C sector productivity). Where non-wage costs are

The main features of the SM can be summarised as follows:

« The domestic currency price of C sector output is exogenously determined by world market
prices and the exchange rate.

* The surplus available for distribution between profits and wages in the C sector is thus
determined by the world inflation rate, the exchange rate and the productivity performance of
industries in the C sector.

» The wage outcome in the C sector flows on to the S sector industries either by design (solidar-
ity) or through competition.

+ The price of output in the S sector is determined (usually by a mark-up) by the unit labour costs
in that sector. The wage outcome in the C sector and the productivity performance in the S sec-
tor determine the change in unit labour costs.

An incomes policy would establish wage guidelines, which would set national wages growth
according to trends in world prices (adjusted for exchange rate changes) and productivity in the
C sector. This would help to maintain a stable level of profits in the C sector. Whether this was an
equilibrium level depends on the distribution of factor shares prevailing at the time the guide-
lines were first applied.

Clearly, the outcomes could be different from those suggested by the model if a short-run
adjustment in factor shares was required. Once a normal share of profits was achieved, the
guidelines could be enforced to maintain this distribution.

A major criticism of the SM as a general theory of inflation is that it ignores the demand
side. Uncoordinated collective bargaining and/or significant growth in non-wage components of
labour costs may push costs above the permitted path. Where domestic pressures create diver-
gences from the equilibrium path of nominal wage and costs, there is some rationale for pursu-
ing a consensus-based incomes policy.

By minimising domestic cost fluctuations faced by the exposed sector, an incomes policy could
reduce the possibility of a C sector profit squeeze, help maintain C sector competitiveness, and

labour market.

Although the SM was originally developed for fixed exchange rates, it can accommodate flex-
ible exchange rates. Exchange rate movements can compensate for world price changes and
local price rises. The domestic price level can be completely insulated from the world inflation
rate if the exchange rate continuously appreciates (at a rate equal to the sum of the world infla-
tion rate and C sector productivity growth).

Similarly, if local price rises occur, a stable domestic inflation rate can still be maintained if a
corresponding decrease in C sector prices occurs. An appreciating exchange rate discounts the
foreign price in domestic currency terms.

.
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