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Bevond Keynesianism and Monetarism

ALl businsssmen have heard the plea:r "Lord give me a one
armed sconomist’; and the joke: "I+ all the economists were
placed end to end they would never reach a conclusion’. Most
businessmen are under the impression that economists seldom
agrae with sach obher bub that is not entirely fair.

Economics is simply a theory which tries to suolain human
behaviow in relation to acguisition, production, consumption
etec. Like any theory the best test of how good it is its
ability to predict what will happen in defined circumstances.
It does not come near the predictive accuracy achieved by the
physical scisnces bub among social scisnces its record is the
best.

The discipline is divided broadly into two sub
disciplines and an approximately egual number of trees is
sacrificed to each.

Micro economics explains how individuals behave when
faced with sconomic incentives and disincentives. Its
pradictive value is pretty good; people and businesses do buy
less when the price is raised and so on. Conseguently
aconomlsts generally agree about micro economics.

Macro economics explains how whole economies behave when
the big (aggregated) elemsnts of them such as budget deficits
and terms of trade change or are changed. Becauwse therse are
too few sconomies and each has too many variables it has not
been possible to test mecro economics “in the field’, in the
way micro esconomics is tested. Nob surprisingly economists are
less inclined Lo agree about it.

Macro sconomic theory divides into several warring
schools (sects); it seems to me, as much along political as
economic lines. For decades the most vehement debate was that
waged between Monstarists and Feyvnesians attempting to explain
unemployment. (O rather, neo-ksynesians, since Keynes should
not be blamed for moch that was said in his name.? The warfars
has become less intense with the partial esclipse of
Feyvnesianism.

Fonetarists, particularly those of the rational
sipactations variety, suppose an sgquilibrium in which svervons
knows and acts in his own interest. Feoples and capital wanting
to be emploved will reduce asking prices wuntil the markst
clears and there is no unemplovment. The model thus fails to
explain how involuntary unaoployvment is possible and sesmns at
odds with reality. Why don’t the rational people wanting work

worth less to them than the valus of the food and shelter they
can produce for themselves with a Robinson Crusos lifestyle———
which is very littles indeed?

Fevnesian economics explains involuntary unemployment in
terms of deficient demand bub fails to sxplain in micro
gronani o terms how people ceuse demand to be deficient. It
not explain how anvons is betbter off by acting in wavs
which leave willing workers unemploved. Heynesian models fell




nto disrspute when stagflation becams endemic. Heynesians
gligved that unemplovment was caussd by too little demand and
inflation by too much. Faced with both at the same bime Lbhey
couwld not have both ways.
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Feyvnes wote in The General Theory:

with a given organisation, eguipment and technology, real wages and
the volume of output {and hence of unemployment} are uniguely
corrglated so that in general an increase in emplovment can only
occur to the accompaniment of a decline in the rate of real wages.

Both he (but not most of the neo-Feynessiansg! and the
mongtarists accepted that in times of involuntary unemplovmsnt
reaf wages had to fall if the market was to clear. Eevnes
baelisved noney wages were ‘sticky’ downwards and that real
wages should be cut by allowing firms to raise prices. Firms
were allowed to raise prices by the government buyving more
itself; that is one way of increasing nominal demand. This
begs the guastion, why do real wages "stick’ at unemplovment
leavelg?-—-~it seems irrational.

Lord Feyvrnes obviously did not believe full employmsnt was
consistent with full wages indexation.

The dilemma of wages which ‘stick’” above full smplovment
levels is nobt avoided, for elithesr school, simply by pointing
to employver and wunion monopolies although, as we shall sae,
monopoliss are an sssential part of an sxplanation. & firm
which has a monopoly, like evervbody else, tries to get as
mueh profit as possible. Absence of compebtition allows it to
raise the price of what it produces. High price reduces sales
but up to a point profits get bigger. (The seamen’s° Union
ave shown that it is possible to go bevond the point where
total profits mavimise; coastal non-bullk shipping is all but
eliminated.)

For instance a monopoly (o tightly organised duopoly?
airline might double the price for its ticketsy even if
traffic fell to halt, which it might not, it would still make
moye profit as it would need to fly fewsr aircraft.

Monopoliess produce less at higher prices than will
aximise the community’'s welfare bubt what they produce, they
They do not raise prices above those at which all thev
have produced can be sold o leave supensive aircorafit lying
icdie. Why don't monopoly trade unions aveid idle worksrs by
asking the Arbitration Commission to reduce awards, or do
whatever else is necessary, until every membesr of that union
has a Jjob? To sxplain involuntary unemplovment we must nob
only GVQlain hiow pmmple are able to raise wages to
unemployvment levals bub we must explain why anvons wowld want
to do 5uch a thlngu

Like other monopolies unions raise prices (wages) above
frae market prices either by fiat or reducing the supply (in
this case of labow )} and allowing competition to force ths
price wp. In 2ither case less emploved people is associated
with higher wages. They can do this only if their monopoly is
presarved-——only 1F individual workers or obther competing
unions are wunable to undercut them. & rational worker will



work for any figurs that is less than the value he places on
their own leisure.

The unemploved are never union mambers and those about to
becoma unemployved seldon control unions. They are out-
numbered, out-voted and, being mostly the newsst and younges
manbers, owt-classed. Those who control the unions, like the
owners of polluating factories, do not bear all the cost of
thaeir own actions. Economists call situwation like this
Textarnalities’

That sufficiently explains action wunions, bub why would
govarnments go along with such manifestly unjust outcomes?
Unions somstimes resort to baseball bat diplomacy but like
most monopolists they mostly rely on the government to
restrict competition. The explanation is simply that
politicians too look after their own interests. And they have
much more to fear from unions which control endorsaments,
tfunds for election campaigns, groups of peopls who might be
induced to vote in one way and embarrassing strikes.
Doncentrated vested interests, such as unions, tend to control
democratic governmants.

Our explanation has concentrated on labour markets but it
is also truae of the markets for machines and capital goods
generally. We have a micro economic explanation for
unamployment of capital and labouw which is consistent with
the real world we krnow. What is more the edplanation iz as
ralevant to Me Friedman as to Mr Keynes.



