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RESUME 

Il est impossible de comprendre le bien-fondé d'une 
politique des revenus ou d'en évaluer les résultats, si l'on 
considère le taux d'augmentation des salaires, pour ne pas dire 
des prix, comme le produit du système de négociations salariales, 
mais non des politiques nationales visant la demande et des 
influences extérieures. Il n'est d'ailleurs pas possible non 
plus de penser que le taux de progression à court terme des 
prix et des salaires puisse être attribuable à l'accroissement 
de la masse monétaire d'un pays, et non à la croissance de son 
système de négociation des salaires et de la demande extérieure. 

Je crois qu'il convient de reconnaître que, du milieu 
des années 50 au début des années 60, le monde a connu une 
période exceptionnelle où les tendances à l'inflation des coûts 
dans les pays industrialisés étaient freinées par les conditions 
anormales de l'offre dans l'économie internationale. Ce facteur 
et la conjoncture politique de l'époque ont facilité le 
fonctionnement du régime de taux de change fixes. Par contre, 
la dizaine d'années écoulées depuis la fin de la décennie 1960 
a été marquée par des pressions sur les coûts, non seulement 
accrues, mais aggravées encore par le mauvais fonctionnement - 
ou la mauvaise administration par les grandes puissances -- du 
système de pa~ités fixes, ainsi que par sa disparition éventuelle 
et son remplacement par un régime de taux de change flottants 
surveillés. 

C'est à cause de ces interactions des divers facteurs 
en cause qu'il est si difficile d'évaluer les résultats d'une 
politique des revenus. 

Si l'on observe l'évolution de l'inflation sur le 
plan international, on se rend compte que quelque chose a 
changé depuis le début des années 60, alors que les gouvernements 
des pays industrialisés acceptaient la discipline imposée par 
le système de taux de change fixes mis sur pied à Bretton Woods, 
et que celui-ci fonctionnait assez efficacement dans un 
environnement monétaire mondial stable. 



Introduction 

• 
A quotation from the latest Review of the National Institute in London 

typifies a widespread attitude concerning the need for incomes policy at the 

present time. F. T. Blackaby argues that "something has changed since the 

early 1960s" and "the changes do not simply consist either of shifts in price 

expectations or of a slower rise in real post-tax wages." Societies may alter 

"in such a way that wage bargainers push harder than before." "Given a complex 

picture of the way society is changing, it is not surprising that institutions 

that functioned reasonably well in the 1950s delivering quite moderate rates 

of price increase are no longer functioning well in the 1970s."11 

Despite the derision of the monetarists, the sociological explanation 

of inflation is alive and well in London and elsewhere. (Indeed in this 

case Blackaby actually cites two sociologists--Hessrs. Goldthorpe and Crouch.) 

I quote this passage first to stress that one cannot understand the rationale 

for incomes policy, or evaluate its results, if one regards the rate of wage 

increase--let alone the rate of price increase--as something that is delivered 

by the wage bargaining system--and not as a product also of national demand 

policy and external influences, any more than one can regard the rate of price 

and wage increase in the short run as delivered by domestic money growth 

li Blackaby (August 1978, p.SO). My italics. 
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irrespective of the wage bargaining system and external demand growth. It 

is this interplay of factors that nakes it so difficult to assess the results 

achieved by incones policy. 

Secondly, for the international observer of inflation, something has 

indeed changed between the early 1960s--when the national authorities of the 

industrial world were submitting to the discipline of the Bretton Woods 

system of fixed exchange rates, and the system was functioning fairly 

smoothly in a stable world monetary environment--and the present day. 

In my view, one has to recognize that the mid-fifties to early sixties 

represented an exceptional period when tendencies to cost inflation in the 

industrial countries were limited by abnormal supply conditions in the inter 

national economy. Both this factor and political circumstances facilitated 

the working of the fixed exchange rate system. By contrast, the decade from 

the late sixties to the present day was a period of mounting cost pressures, 

exacerbated by the malfunctioning--or oal-operation by major powers--of the 

fixed par value system and its eventual deoise and replacement by managed 

floating. 

With this contrasting environment in mind, let me first briefly review 

the use made by industrial countries of incomes policies: that is to say, 

of specific measures of intervention in the process of price and wage deter 

mination, aimed at limiting the rate of increase in nominal incones. 
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I. Recourse to Incomes Policies since World War II 

There have been four periods of strong interest in incomes policies 

since 1945: 

1. The period soon after World War II 

2. The early 1960s 

3. The late 1960s to early 1970s 

4. The period since 1973. 

The objectives, general approach and specific measures adopted at 

these times differed widely as a result of the very different circumstances 

in which the policies were adopted.~/ 

1. The period after World War II 

In the first period, incomes policies involving a considerable element 

of compulsion were applied by European countries in the context of scarci 

ties of goods and critical shortages of foreign exchange. Centralized 

control over wage and salary decisions was enforced in several countries 

(the Netherlands, Norway, Finland, and Sweden) and coordinated wages 

policies were adopted in Austria and the United Kingdom, in a setting of 

widespread controls and restrictions, such as direction of labor into 

essential employment, rationing, allocation of materials, price and rent 

controls, dividend restraint, and excess profits taxation. In all the coun 

tries mentioned, the impleoentation of policies was aided by the development 

of a considerable consensus on economic policy objectives during and iom~diately 

after the war; and the cooperation of the unions in incomes policy was faci 

litated by their close ties with the socialist or coalition governments then 

in power. 

1/ The description of policies up to 1973 is based on Braun (1975). 
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Hages policy was inplemented through central organizations of the 

labor unions and employers' associations, or by joint bodies used to 

formulate and coordinate policy during the Great Depression. Wage restraint 

was accepted by wage earners as necessary, in the short run to secure an 

equitable distribution of the strictly limited resources available for 

consumption, and in the longer run to support the development of productive 

resources and employment opportunities by promoting the expansion of 

export industries and import substitution capacity. 

The experience of "wages policy" allied with rationing and controls 

deeply influenced popular attitudes to income determination--generating 

acceptance of the case for intervention to secure an "equitable" development 

of incomes--at its simplest in the notion that all wages and salaries should 

go up more or less in line; and that extreme disparity of income distribution 

should be curbed. We find all these countries returning repeatedly to the 

quest for an "equitable" incomes policy in inflationary circumstances. 

Countries in which the political situation was not conducive to the 

adoption of policies along these lines experienced severe inflation. One 

consequence of this was the adoption of widespread indexation of wages in 

Belgium, Luxembourg, France, and Italy.ll In France, Italy, and Germany exten- 

sive price controls set up during the war continued to be enforced in the 

immediate postwar period. In Gernany, nominal wages were kept at about their 

wartime levels, but real wages depended on differential rations, provision 

of housing, etc. 

In countries where supply conditions were comparatively normal--such 

as the United States, Canada, "and Belgium, explicit incomes policies were not 

1/ Indexation was also customary in the Scandinavian countries other than 
Sweden, in the context of centralized wage bargaining. 
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adopted. However, controls were ioposed in the United States at the 

time of the Korean War. 

Interest in incooes policy subsided after the Korean War except 

in countties still facing severe balance of payments difficulties. 

The Netherlands and Austrian systems proved their usefulness in balance 

of payments crises in the late 1950s. In the United Kingdom and Sweden 

the problem of incomes policy continued to attract considerable attention 

because of the tendency for labor costs to rise more rapidly than in other 

countries with a lower degree of utilization of labor. In Sweden the 

systeo of centralized wage bargaining, \vhich has been characterized as 

"private incomes policy," was developed over this period. 

2. The early 1960s 

In the early 1960s there was a widespread revival of interest in 

incomes policy. Attention was concentrated on voluntary measures aioed at 

moderating the rate of increase of prices, and more especially of wages, by 

influencing the climate of opinion and the attitudes of partners in wage 

bargaining. Policies were directed (1) at securing the cooperation of 

employers and trade unions in limiting inflationary pressures by appro 

priate wage and price decisions; (2) at educating those concerned with such 

decisions on the "public interest" aspect of avoiding inflationary reper 

cussions, and mobilizing the forces of public opinion against undue increases 

in wages, salaries, and prorits; and (3) at establishing, or strengthening, 

specific checks and balances to lessen cost pressures in particular areas 

or the economy. 

The early 1960s were the heyday of the productivity guideline. ":Jorns" 

were adopted with two basically different aims. In the Netherlands, Norway, 
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Sweden, and the United Kingdoô, the basic ain was to prevent pay rising faster 

than productivity in order to avoid loss of conpetitive power vis-a-vis countries 

in which industrial prices were under only slight upward pressure, such as 

the United States, the Federal Republic of Germany, Japan, and Italy. In the 

Netherlands, this aim was not altogether appropriate, because Dutch wages were 

by now well below those in surrounding countries and strong upward pressures 

were beginning to be experienced for that reason, weakening the entire systeo 

of coordinated wage fixing. In some of the other group of countries, notably 

in the Federal Republic of Germany and the United States, the aim was to recon 

cile fuller utilization of manpower resources with the high priority accorded 

to price stability by the electorate; that is, the object was to forestall 

price increases as full employment was Dore nearly realized. In either case, 

wage restraint could plausibly be presented to the wage earners as necessary 

for maintaining full eoployment in a world in which there were strong pressures 

for price stability. 

The goal of incomes policy during this period was essentially to modify 

the working of the existing system, with the least possible interference 

with the market mechanism, by strengthening underlying forces of com 

petition, which, it was presUôed, could be revived or brought into play. 

In most countries, interest centered on moderating wage increases rather 

than on limiting price increases directly because prices in general were 

relatively stable. It seemed more feasible to restrain increases in ray 

rather than increases in prices because of the smaller number of decisions 

involved. Formal collective bargaining was the predominant factor in wage 

and salary determination; hence, the rate of increase was effectively 
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decided by a manageable number of bargaining units, with changes occurring 

relatively infrequently--rarely more than once a year. Therefore, "no 

great administrative apparatus is required. Even the imposition of statu- 

tory control would not prove too overwhelming an administrative task." 

By contrast, it was generally held that "the number of significant price 

fixers is too large for control through a few organizations or a small 

administrative machine."ll 

Stronger measures were adopted by Britain and Finland in the mid- 

sixties. The British Government imposed a mandatory incomes policy 

in an effort to avoid devaluation in 1966; and Finland instituted a com- 

prehensive incomes policy after devaluing in 1967. 

Under fixed exchange rates the strongest inducement to adopt an 

incomes policy with the likelihood of considerable public support arose 

in two very different situations:~1 

(a) Where the tendencies to cost inflation in the economy were 

moderate compared to other countries but the incentive to maintain 

that advantage was strong owing to a desire to provide more employnent 

opportunities and shift labor out of disguised unemployment in low 

productivity sectors. 

Cb) Where the tendencies to cost inflation were particularly 

strong, and a weakening of the current account threatened to require a 

devaluation. 

It should he noted that these motivations for union support of wage 

moderation were liable to he drastically weakened (a) if governments delih- 

erately adopted restrictive demand policies aimed at keeping down wage 

li Economie Commission for Europe (1967). 
21 Romanis (Braun) (1967, p.20S). 
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increases by raising une~ployment, or Cb) if efforts to ooderate wage 

increases coincided with a strong balance of payments position. The weaken- 

ing of the Dotivation for wage restraint by these factors had a very ioportant 

impact on wage bargaining attitudes and outcomes in the late sixties and 

early seventies. 

3. The late 1960s and early 1970s 

Many countries again resorted to direct intervention in price and 

wage setting in an attempt to curb the marked acceleration of inflation 

at the end of the 1960s. Canada set up an Independent Prices and Incomes 

Commission in 1969; although the unions opposed the wage guidelines pro- 

posaI, large businesses undertook to limit price increases in 1970. The 

Netherlands, Denmark, and some other countries made use of price/wage 

freezes, power to prolong wage agreements, and other measures.l/ 

By early 1971 we find the OECD reversing the earlier view and announ- 

cing that "basically, it is apparent that incomes are, in nany countries, 

less amenable to institutionalized systems [of control] than prices."~/ 

In a few small countries with a tradition of incomes policy--the Netherlands, 

Norway and Finland, and also Ireland--wage increases were postponed or 

limited by direct government intervention; and, in an astonishing volte-face, 

the Nixon administration imposed a wage/price freeze at the tine of the 

de facto devaluation of the dollar in August 1971. Incomes policies of 

varying foms continued to be applied in the United States until the spring 

of 1974. Elsewhere, except in the United Kingdom, recourse to incomes 

policies lessened after 1971, but price restraints again became widespread 

during 1973. 

1/ See Braun (1975 pp.9-11). 
2/ OECD (1971) p.36. (The reasons for this change of view are described 

on-page 24 below.) 

f 
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In the United Kingdon, the Heath Government resorted to stringent incones 

policy measures late in 1972, to suppress the consequences of a runaway none 

tary expansion that followed a liberalization of controls on the banking systen, 

and to counter a sharp deterioration in the wage bargaining climate due 

to the passage of the Industrial Relations Act. The government imposed a 

90 day prices and incomes freeze at the end of 1972, followed by six months 

of strict control in Stage II, and then by Stage III, to last 12 conths, incor 

porating the disastrous threshold agreements.ll The miners strike against 

Stage III led to the fall of the Conservative Governnent in early 1974. 

4. Recent incomes policies 

The latest round of incomes policies differed from earlier periods 

in that the need was to bring down existing very rapid rates of inflation, 

not, as on most earlier occasions, to forestall rapid inflation before it 

took hold; and because on this occasion policies were applied in a new exchange 

rate setting, the characteristics of which were far from clear. Recent incomes 

policies have to be seen in the light of the situation that prevailed at the 

time of the adoption of the regime of managed floating for major currencies 

in 1973. 

Faced with rates of inflation al~ost unprecedented in peacetime, the 

authorities of the three largest industrial countries and Switzerland gave 

first priority in 1974/5 to bringing down the rate of ?rice and wage increases 

by restrictive demand managenent, particularly by tight nonetary policies. 

Governnents were under less political constraint in applying such policies 

in these countries than in other industrial countries because of the rather 

greater tolerance of unemployment on the part of the electorate in 

11 Braun (1976 pp. 250-53). 

L_ ~~ ~ __ 
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the United States and Japan; and in Germany (also Switzerland) because the 

increase in unemploywent was mitigated by the departure of about a million 

foreign workers. The prospects for securing a rapid deceleration of wage 

increases by restricting demand were also relatively favorable because, 

except in Switzerland, the degree of wages indexation was slight as compared 

with most other industrial countries. 

Of the other ten industrial countries, all the Europeans except Italy 

and the United Kingdom--which had the weakest payments positions--chose to 

peg the exchange rate on the deutsche mark, hoping to benefit from the success 

of the German authorities in achieving a moderate rate of increase in labor 

costs and prices. By doing so they imposed a powerful check on price increases 

in the exposed sectors of the economy, thereby strengthening market forces of 

wage restraint. The maintenance of the rate also provided a strong ration- 

ale for deliberate policies of price and wage moderation. The case for incomes 

policy remained somewhat the same as under the fixed par value system. Austria, 

Denmark, the Netherlands and Norway adopted comprehensive incomes policy mea 

sures anù Belgium applied a temporary incomes policy to protect the balance 

of payments in 1976. In Sweden tentative moves towards a voluntary policy 

of wage and price restraint were ruled out by the fall of the social democratic 

government, but a moderate wage settlement was achieved after the devaluation 

of the kroner in 1977. After leaving the snake in September 1976, France 

imposed a price freeze, temporary lowering of VAT and measures to halt the 

acceleration of wage increases in order to prevent a continuing depreciation 

of the franc. Canada and the United Kingdom applied comprehensive policies 

in the setting of a more flexible exchange rate regime.ll 

li For a description of policies during 1973-77 see Braun (1978). 
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5. The international context 

Let me conclude this brief survey by saying that in my opinion, the 

rather nodest incomes policies of the early sixties represented an honest 

endeavor to cope with the problems of cost inflation in a capitalist inter 

national economy approaching full ernploynent, in a setting of sensible 

national macroeconomic policies and a functioning, coordinated international 

monetary system. Incomes policy was rightly treated as an adjunct to fiscal 

and monetary policies, not as a substitute for--or a determinant of--such 

policies. 

In addition to the concept of productivity-based guidelines, best 

expounded in the United States, useful developments of the early sixties 

included; for small countries, tripartite bargaining in connection with budget 

planning, as practiced in Norway and de facto but not explicitly in Sweden, 

and less successfully in Denmark and Finland; "concerted action" in Ger.nany; 

and the establishment of the Prices and Incomes Board in the United Kingdom. 

All these developments served the purpose of informing the public of the scope 

for real income increases--and of the direction of government policies. The 

Prices and Incomes Board added greatly to the knowledge of how the economy 

worked at the nicro-level, identifying areas where competition could be strength 

ened, or productivity increased. It also served a useful purpose of "ombudsman" 

to which specific issues could be referred for cool and objective study. 

At this period there were also genuine efforts in the United Kingdom to 

secure a more coordinated wage bargaining system by union amalgamations 
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and strengthening the employers' organizations.ll The Confederation of 

British Industry was established at this time. 

With the sole exception of the early sixties, however, all the episodes 

of widespread reliance on incomes policies occurred in response to severe 

disequilibrium and disfunctioning of the international payments system. 

The incomes policies of the late forties and early fifties were induced 

by the fragmentation of the international economy--and the destruction of 

productive capital by World War II. They were a response to abnormal 

scarcities and the need to allocate essentials; and they represented part of 

a general situation in which economic incentives had been largely superseded 

by physical controls. The schemes evolved were generally fair and they enjoyed 

strong popular support because (a) they gave the mass of the population a 

larger share of real consumption than they otherwise would have had; and (b) 

because they provided a "quiet" life in which the effect of struggling to 

stay ahead of other groups or individuals via wage bargaining, changing 

jobs, etc., was largely obviated. Something of the same situation prevailed 

under strongly coordinated wage bargaining, as practised in Scandinavian 

countries, Austria, or Germany; and it is one reason why union members will 

1/ See Romanis (Braun) (1966). Moves in this direction were hampered by 
the appointment of the Donovan Commission on Trade Unions and Employers' 
Associations in 1965. Its hearings unfortunately served to raise the pitch 
of controversy over the reform of collective bargaining and to intensify 
union resistance to change, an outcome which might have been avoided by 
more pragmatic efforts and less talk. The subsequent application or some 
of the Commission's recommendations by law under the Heath Government proved 
disastrous--and greatly stiffened union wage pressure in 1972-73. In advoca 
ting wage bargaining reform as being less likely than conventional incomes 
policy to be reversed at each election, Blackaby seems to have overlooked 
this instance in which such a reform was immediately repealed by the incoming 
government. 
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support such a system so long as specific groups do not secure very large and 

highly visible increases via wage drift or plant bargaining. 

Incomes policy, like any tool, can be used constructively or negatively--or 

merely flourished as a theatrical prop. In the late sixties and early seventies 

as we shall see, it was employed negatively in an attempt to suppress the 

consequences of unsound and conflicting national macroeconomic policies. 

The problem of ensuring mutually consistent and tenable national poli 

cies, that would provide a reasonably stable, non-inflationary environment 

for international trade and investment, and promote confident expectations 

concerning prospective demand, prices and exchange rates still remained unsolved 

at the time of the shift to managed floating in 1973. The experience of very 

rapid inflation in many countries in 1973-74 or 1973-75 had powerful political 

and institutional repercussions. Incomes policies were widely adopted as 

a short-term strategy to aid in bringing down very rapid rates of inflation 

more quickly and smoothly than would otherwise be possible. Policies sometimes 

served as a means of lessening pressure on the exchange rate by increasing 

confidence that cost pressures would be brought under control, thereby avoiding 

the inflationary consequences of devaluation. Policies were often designed 

to moderate the divisive political effects of the differential impact of rapid 

inflation upon various income groups; and they generally included provisions 

aimed at supporting the real income of the lowest income groups. Incomes policies 

of this period should perhaps be seen mainly as an attempt to mitigate the 

political stresses associated with the major adjustment of exchange rates 

and national policy goals after 1973. 
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To conclude, the coincidence of widespread recourse to inco~es policy 

at particular periods strongly suggests that, contrary to appearances, the 

need for incoces policy has often been occasioned by international factors 

rather than by the "increasing pushfulness" of wage bargaining and pricing 

behavior within particular economies, of the kind cited by Blackaby and 

other commentators. Such changes in behavior cay indeed represent a response 

to the broader conditions rather than an independent factor in generating 

inflationary pressure. 

II. International Causation of Increasing Cost Pressures 

Let us return to Mr. Blackaby's observation that "socething has changed 

since the early 1960s," and consider why the tendencies to cost pressure were 

unusually cild in the mid-fifties to early sixties, and what happened during 

the late sixties and early seventies to make the problem of controlling cost 

increases and avoiding "stagflation" so much nore intractable. 

A little economic history will help to demonstrate the interplay between 

political and economic factors--and the nature of the national authorities' 

"reaction-functions"--to use one of the latest "in" terns in econonists' jargon. 

It will also illustrate the interrelation between domestic labor supply situa 

tions and the functioning of the international monetary systec and cay throw 

some light on puzzling features of recent inflationary experience. This 

exercise Day help to correct the tendency to assess actual Jèvelopcents 

on the basis of a neo-classical node I in which tile real e c o uonv i s a s s umc d 

to be continuously close to equilibriuD. 

1. Favorable factors in the mid-fifties to early sixties 

During the cid-fifties to early sixties, tendencies to cost inflation in 

the industrial economies were restrained by three major influences; an abnor 

mal real supply situation, the constraint imposed by the functioning of the 
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fixed exchange rate system, and the particular political situation. 

During the fifties and into the sixties the industrial world was still 

a. Abnormal supply situation 

in the process of correcting the massive distortion of the real economy 

that resulted from the prolonged fragmentation of the international system 

during and after World War II. 

(1) The supply of primary products in world trade was increasing 

(2) The elasticity of world supply of industrial goods and services, 

rapidly as a result of improvements in transportation and technology, and 

opening up of new sources of supply after the war: primary product 

prices were stable or falling. 

especially tradeable goods, was raised by the exceptional opportunities for 

increasing productivity in industrialized countries outside North America 

by catching up with advanced techniques. 

(3) The elasticity of the supply of tradeable goods in the indus- 

trialized countries was also increased by wide inter-country differences of 

money wage levels at existing exchange rates. 

(4) Exceptional labor market situations served to prolong result- 

ing inter-country differences in industrial unit labor costs. 

All four factors were a legacy of the war, though the third was largely 

due to the level of exchange rates set after the war, particularly for the 

German mark,!/ the Swedish krona and the yen. Other currencies such as the 

1/ In his excellent study of exchange rate determination, Isard cites the 
relative movement of German and U.S. price levels between 1950 and 1970 as 
an illustration of "the pitfalls of using (purchasing power parity) comparis()ns 
to na k e normative judgme n t s about exchange rates." (Isard, 1978, p.6.) However 
his data do seem to provide a good basis for such a uormative ex post judgment 
regarding the level of the deutsche mark rate iu 1950. Between 1950 and 1970, 
although the price level in terms of the GNP deflator iu domestic prices rose 

continued ••.••.• 



- 16 - 

lira and the franc were subsequently adjusted to bring them more into line 

with the deutsche mark. 

One should note the very great importance of the last three factors 

in fostering export-led growth in countries such as Germany and Japan. Indeed 

one may question whether a policy of export-led growth is feasible without 

these initial conditions; they may apply now in countries such as Mexico, 

Korea, and Singapore, but are not fulfilled in say the United Kingdom or 

the United States. 

Low wage countries--at different periods, Germany, Italy, the Netherlands, 

Denmark and Japan--were able to expand their industrial sectors rapidly by 

increasing exports.!/ Competition from producers in these countries tended 

to restrain increases in open sector prices in other countries, especially 

once the former became important suppliers. These tendencies were reinforced 

by the ongoing liberalization of trade during the fifties. 

Countries facing profitable opportunities for expansion in supplying 

the world market for manufactures were able to benefit from a high level 

of investment and expanding scale of production to secure rapid producti- 

vity growth in industry and services generally. Hence nominal and real 

wages could rise 1/ without unit labor costs or prices increasing or profit 

rates declining. This process continued for lengthy periods because the 

Footnote l, continued from page 15 
5 per cent faster in Germany than in the United States, the exchange rate 
appreciated by 14 per cent. "Yet who would have argued in 1970 that the 
mark was overvalued by 19 per cent ••• ?" If that was not the case, it would 
seem to imply that the appreciation was a correction of the undervaluation 
of the deutsche mark in 1950. (But see also footnote 1 below.) 

1/ Low Doney wage levels in industry at going exchange rates did not neces 
sarily imply equivalent differences in real wages, because consumer prices 
for food, housing, and services were much lower in relation to industrial goods 
prices than in the world market. 
1/ Real wage levels gradually overtaking those in countries with higher 

initial wage levels such as Belgium and the United Kingdom. 
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power of unions to organize labor and the strength of pressures ror wage 

increases at the plant level were circu~scribed by the floods of new entrants 

into the industrial labor force. The inflow of refugees into West Germany, 

and the enormous scope for attracting labor into industry from agriculture 

in countries such as Italy, Denmark, the Netherlands and Japan, ôade it 

possible to expand industrial employment without unit wage costs being 

bid up by employers or forced up by union pressure. So long as real 

wages were increasing and high profits were associated with high invest 

ment, rising productivity and increasing employment opportunities, the 

unions were not inclined to treat high profit rates per se as grounds 

for a rise in the share of labor compensation in total company earnings. 

This was particularly the case where the leadership of a strongly coordinated 

labor moveoent was convinced of the need for high investment to expand 

employment and real incomes as in Germany and Sweden. 

b. Constraint imposed by the fixed exchange rate system 

Monetary expansion in the industrial world was held down by the con 

straint imposed by the fixed exchange rate system--under the strict monetary 

policy pursued by the United States at this period. The factors tending 

to limit cost pressures made it easier for governments to live with the 

discipline imposed by the fixed exchange rate system. At the same time, 

the system served to reinforce moderation in wage bargaining anù pricing 

behavior. It also had the important effect of promoting tolerance for measures 

of aggregate demand restraint, since union leaders and wage earners generally 

feared real wage losses resulting from a devaluation (an outcome that they 

were not powerful enough to prevent--and that WaS, for e xanp l e , successfully 

realized in France in 1958/59). 
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One should note also that the force of the balance of payments constraint 

was particularly great at this period, because private capital novements 

were still of relatively minor importance. (Significantly this was not the 

case for Canada, which was already under a flexible rate system, nor for Belgium 

which operated a dual exchange rate.) For most countries the balance of pay- 

ments effectively consisted of the current balance plus the balance of official 

capital transactions and transfers and leads and lags in financing trade.ll 

Because of the predominant importance of the current account the connection 

between overly expansive demand policy or excessive wage increases and a 

weakening of the payments position was very clear. The converse also applied. 

A more restrictive demand policy could effect a speedy improvement in the 

current account and the overall external balance. 

Private capital movements remained of comparatively minor importance 

in the early sixties, in part because the necessary institutions and expertise 

were gradually being built up after convertibility was restored; but also because 

tight monetary policies were still enforced in the United States and because 

there was no widespread expectation of sharp changes in exchange rates. 

After the small 1961 revaluation of the deutsche mark and guilder calm was 

quickly restored in exchange markets. 

li This context is relevant to Isard's comment that "the popular notion 
that increases in a country's trade or current account deficit are likely 
to lead to depreciation .•. " "received nourishment during the Bretton \.loads 
regime of adjustable pegs" (p.8). The popular view was not altogether ~is 
leading so long as capital movements between financial centers were effectively 
limited, as they were during much of the Bretton ~~oods era--and as may possibly 
have been envisaged would be the case when the Agreement was signed. In a 
sense the ability to limit capital movements during the fifties and into 
the sixties was another reflection of the dislocation of the international 
economy, and the resulting isolation of financial centers before, during, and 
after the war. These circumstances naturally tended to distract attention 
from the historic view of exchange rates as determined by supplies and 
demands for currencies, "the effect of current account imbalances on exchange 
rates" depending "critically on aggregate supplies and demands in the markets 
for financial assets denominated in different currency units." (p.9.) 
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c. The international political situation 

Now one should note that the rapid industrial growth and integration 

of the industrial economies and the successful operation of the fixed 

exchange rate system at this period was not the result of purely econonic 

forces, but depended in very large measure on politically inspired actions 

of U.S. governments, anxious to restore a strong Europe and Japan as a counter- 

balance to the Communist threat,ll and not averse to financing very large 

current account surpluses that contributed to maintain employment in the United 

States. Even when the "dollar shortage" ended, and Germany in particular began 

to run large surpluses, political reliance on U.S. support in the cold war 

disposed the German authorities to take steps to finance the surpluses 

by such measures as restitution payments to Israel, early repayments of debt, 

funding of IBRD, etc. Similar considerations led other national authorities 

to submit to the constraints of the exchange rate system more readily than 

they otherwise might have done. 

To conclude, at this era the problem of controlling inflation in the 

industrial world was sinplified by the paramount political power of the 

United States ;'!:_! by the fact that under effectively fixed exchange rates 

between industrial countries, the growth of the industrial world's money 

supply was restrained by the nonetary policy of the ~nited States, and by 

the fact that the United States was holding down the rate or monetary 

1/ One might remark in passing that the United Kingdom's future role as 
the "sick man of Europe" was not unconnected with the fact that Harshall plan 
lending concentrated on the need for physical rebuilding and did not tackle 
the financial weakening of the British economy due to the sterling balances 
accumulated from wartime expenditure. 

2/ Hc~'1ahon corunents that the early success of the Bretton IJoods regime 
was primarily due to the "feature oost severely criticized in its later stages: 
the asymmetry of the system and the uni<1ue role played in it by the United 
States." (1978, p.241). This article presents a siDilar view of the evo 
lution of the iQternational economy to that given here, but with a different 
focus. 
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expansion in pursuit of price stability. The problem of stagflation did 

not rear its ugly head because of the abnorwal real supply situation--it 

was glimpsed however in the United States in the late fifties. 

2. What went wrong in the sixties and early seventies? 

a. Divergent national policies 

National economic policies during the fifties and sixties were decisively 

shaped by marked inter-country differences, both in the relative level of 

industrial wages at the exchange rates of the early 1950s and in domestic 

labor market and wage bargaining situations. Countries with initially low 

money wages expressed in terms of foreign currency, especially those faced 

with totally inadequate export earnings to pay for imports, were naturally 

disposed to seek export-led growth. Indeed the exchange rates for the mark 

and the yen were expressly set with the aim of facilitating export expansion 

and obviating the need for continuing massive foreign aid.~/ As the expansion 

of the industrial sector got under way the authorities were naturally inclined 

to buttress their wage advantage by tight financial policies, and were disinclined 

to stimulate domestic demand by deficit spending. The initially high wage 

countries, on the other hand, tended to encounter difficulty in maintaining 

investment and output in the open sector, and in sustaining their high postwar 

levels of employment. They were therefore inclined to iopleoent Keynesian 

"full employment" policies, one effect of which was to expand the size of 

the sheltered sector. Thus some countries, notably Gernany, the Netherlands, 

Italy during the fifties, and Japan, were inclined to follow strict financial 

policies, while others, notably the United Kingdom, Belgium, France and 

the United States after 1960 were predisposed to expansionary policies. 

1/ See Rooanis (1965, p.20). 
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This dichotouy posed proble~s of balance of payments adjust~ent, and 

the change in U.S. policies to e~phasize full employment rather than price 

stability represented a oajor shift toward a more expansionary world 

monetary environment. AIDost equally important, the relaxation of restric- 

tions on capital moveoents with the restoration of convertibility in 1959 

produced a major change in the working of the international system within 

a few years, rendering the system far Dore vulnerable to discordant national 

Substantial flows of direct foreign invest~ent and portfolio capital 

policies. 

were attracted to the countries with competitive industrial wage levels, 

resulting in large payments surpluses unless associated with strongly rising 

aggregate demand and an offsetting worsening in the current account position. 

With freedon of capital Dovements and closely integrated financial markets, 

such as developed in the later 1960s, the maintenance of fixed exchange 

rates implied the need for unified, or at the least consciously coordinated, 

monetary policies.!1 The restricted capital oovements and to some extent 

isolated financial markets of the fifties and early sixties, made fixeci 

exchange rates Dore compatible with divergent national economic policies 

and rates of monetary expansion relative to trend growth rates. 

Large capital inflows would have tended to eliminate the wage cost 

advantage, either by inducing stronger demand pressure and a faster rise 

in wages in the recipient economy, or if reflected in persistent surpluses, 

by requiring upward exchange rate adjustments. However, for some years this 

li "Fixed exchange rates are not c orapa t i b l e with free capital mo veme n t s , 
freedom to alter official reserve positions, and uncoordinated monetary 
policy." Hoffmeyer (1978, p.4). 
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process was postponed by policies to neutalize the domestic expansionary 

effects and by deliberate neasures to avoid exchange rate changes ~y official 

transfers and capital novenents, and the building up of large foreign exchange 

reserves. Surplus countries were prepared to finance their surpluses by 

lending to the United States so long as they could maintain a fair degree 

of price and wage stability and a strong conpetitive position and growing 

stake in the open sector by doing so. 

The exchange rate system came under increasing pressure toward the 

mid-sixties.l/ A warning signal, indicative of a failure of nerve in its 

operation, was the refusal to recognize the "fundal7lental disequilibrium" 

in the British balance of paYl7lents that clearly existed by 1964, for fear 

of upsetting the dollar exchange standard. Instead cane the attempt to 

avoid the necessary devaluation by a mandatory incomes policy; and the sub- 

sequent highly unfortunate combination of devaluation closely followed by 

relaxation of wage and price controls. The devaluation of the pound, that 

could have served to lessen price and cost pressures unner the strong de~and 

conditions that existed in Europe in 1964/65, instead coincided with a major 

slowdo~m induced by restrictive policies aimed at curbing such pressures. 

b. Episodes of synchronized intense demand pressure 

I have described elsewhere how the continuing integration of the indus- 

trial economy ceased to be a moderating influence on inflationary tendencies 

during the sixties and how cost pressures strengthened under generalized high 

enployt:lent and stronger and more extensive unionization.:'1 I want to focus 

11 A crucial weakness in the working of the systen was already ~pparent. 
namely the lack of adequate flexibility in the fiscal policy machinery of 
the United States and Geroany. Romanis (Braun) (1965, p.31). 

21 Braun (1975, pp.15-13). 
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here on how national policies in the late 1960s contributed to intensify 

inflation in the 1970s; in particular by causing two unprecedented episodes 

of simultaneous intense demand pressure in all the main industrial coun- 

tries, first in 1969 early 1970 and again in 1972-73. 

This synchronization of overfull capacity working is very clearly illus- 

Duncan RipleY.ll 

trated in the following chart based on a series presented in a paper by 

(i) Widespread misinterpretation of the Phillips curve as implying that 

c. Causes of the inflationary crisis in 1973 

Among the major elements in the sequence of events that led up to the 

inflationary crisis of 1973 were: 

the rate of wage increase is determined by the level of unemployment;~1 and 

the belief, based on equations calculated from the data of the fifties and 

early sixties, that a moderate rise in unempl~yment would produce a marked 

slowdown of wage increases.ll This philosophy strengthened the tendency for 

exchange rate adjustment in coping with inflationary pressures occasioned by 

continental European countries to apply restrictive demand policy rather than 

undervalued exchange rates and an increasingly inflationary external monetary 

situation. 

li Ripley (1978). The three countries shown accounted for nearly b5 per 
cent of potential manufacturing output in all industrial countries in 1977. 

21 See Romanis (1967 pp.186-88). 
31 Failure to recognize the extent to which wage and price behavior at 

moderately low levels of unemployment had been influenced by the special 
factors mentioned earlier led to overconfidence that full employment and 
price stability could be combined without difficulty. Moreover, the powerful 
influence of the balance of payments constraint in contributing to strengthen 
the effect of restrictive demand policies had been reflected in the apparently 
favorable trade-off of a marked deceleration of wage increases for a slight 
rise in unemployment. 
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(ii) The inplenentation of a strongly deflationary policy in Germany in 

1966/67 accidentally coinciding with a. sharp brief downturn in the IJnited 

States, produced a drop in activity in Gernany unprecedented since the war, 

and a very narked slowdown in neighboring countries, and precipitated a balance 

of payments crisis irt Italy. 

(iii) Meanwhile the Johnson administration failed to finance the rising 

cost of the Vietnam war by increased taxation. 

(iv) European governments were faced with a series of wage explosions 

and intense political and industrial unrest when they pursued deflationary 

donestic denand policies in the context of booning export markets and rising 

world prices. 

The wage explosions and unrest were triggered by the fact that the slowdown 

was seen as a deliberate reduction of employment aimed at holding down wages. 

This hardened labor attitudes throughout Europe, just at the tine when these 

countries are exposed to the inflationary external shock of U.S. nonetary 

expansion. Constraints on social expenditures for housing and education, 

and increasingly evident disparities in the development of real incones-- 

partly occasioned by increases in indirect taxes and in incone taxes and 

social security charges deducted at source while income from propertv and 

self-enployment management benefits largely escaped--created an explosive 

political situation in several countries, sparked off first by the student 

uprising in France. 

(v) ~he events in France, the "hot autunn" of 1969 in Italy, the surge 

of unofficial strikes and large wage increases even in Germany, caused a 

narked change in the political climate. Governnents were under very much 
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stronger pressure to maintain a high level of employment, for fear of the 

political consequences. Union leaders were under greater pressure to bargain 

aggresively, for fear of loosing power to other elements. The events of 

1968/69 could also be interpreted as a demand for higher public spending. 

(vi) The changed political climate strongly influenced the conduct of 

economic policy, and had the very important consequence of making European 

national authorities less willing and able to counter the effect or sharp 

erratic changes in U.S. economic policy after 1969. 

With hindsight it appears a mistake that parities for the stronger 

European currencies were not adjusted upward in 1969. At the time however, 

it seemed that, with the ending of the Vietnam war and strongly restrictive 

demand management in the United States, there might soon be a deflationary world 

situation--as in fact occurred in 1970. Politically harassed European govern- 

ments were disinclined to risk increasing the prospective rise in unemployment 

by appreciating. Horeover there was the practical difficulty or swiftly devising 

a concerted program of exchange rate changes (not all of which needed to be in 

the same direction); and also the thorny issues raised in connection with pric- 

ing under the Common Agricultural Policy. 

The political climate had the effect of making European governnents 

fearful of implementing fiscal restraint hy cutting public ~xpenditure or 

raising taxes, and inclined them to rely increasingly on the l e s s "po l l t i (::ll" 

alternative of monetary restraint by the Central Bank. The e f f e c t l,f t h I s 

policy stance was to create very powerful inducements for capital outflows 

from the United States when the Nixon adoinistration suddenly reversed 

course, adopting a highly expansionary fiscal and monetary policy stance in 
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1970. Hardly had foreign authorities recognized this shift when there followed 

a still more abrupt change of policy with the abando~~ent of dollar converti- 

bility and effective devaluation of the dollar in August 1971, coupled with 

the ioposition of a price/wage freeze. 

Interest rate differentials and expectations of exchange rate changes 

led to enoroous capital outflows, and excessively easy world monetary conditions 

in the early 1970s. All the major industrial countries, except the United 

States, were in overall balance of payments surplus in 1971, and world 

reserves tripled between 1970 and 1972. Thus, as a result of the interplay 

of political and economic factors, the gears were set for a very sharp 

acceleration of demand in the industrial world in 1972/73. Its impact in 

causing a spectacular rise of primary product prices was intensified by 

widespread speculation in comnodities encouraged by easy money. 

The countries which had prospered under export-led growth could hardly 

be expected to favor changing their way of life. They faced a massive readjust- 

Dent if their export sectors were to stagnate or contract; and the political 

conflict that f o Ll owe d the slowdown in the sixties reinforced the authorities r 

disinclination to allow the exchange rate to appreciate. This attitude persisted 

even in the face of the huge surpluses of 1971;l/ and the exchange rate changes 

1/ See the statement of the Governor of the Bank of Canada, Gerald ~. Souey, 
that the early 1970s "was marked by acute international monetary I ns t ab iLâ t y , 
and for many countries fear of the domestic consequences of relatively strong 
exchange rates reinforced the tendency to permit unusually rapid rates or 
monetary expansion. Earlier international exchange rate relationships were 
in the process of breaking down, and in the highly uncertain environment 
many countries were reluctant to see their exchange rates move as far as 
was appropriate at that time, although in the end vast changes became neces 
sary. I doubt whether it is generally appreciated how important this factor 
was in laying the foundations for the worst outbreak of inflation of the post 
war period." (Bouey 1975, p.14). 
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agreed to under the Smithsonian Agreement were not large enough to convince 

the market that thev would hold.ll Finally as the speculative inflows could 

not be neutralized, and price increases began to accelerate in the surplus 

countries, the deutsche mark, Swiss franc, and yen moved up sharply against 

the dollar, and the dollar was devalued by 11 per cent in effective te~s. 

One nay summarize the developments leading up to the massive exchange 

rate adjustments of 1973 somewhat as follows. Under the fixed exchange rate 

system, the unemployment constraint is acconmodated by expansionary mone- 

tary policies in certain countries, notably the United States, Canada, and 

the United Kingdom. It becomes increasingly difficult for the export-oriented 

economies to avoid rising inflation as exchange rates become increasingly 

undervalued and as expectations of exchange rate changes strengthen. As a 

consequence both or efforts to raise activity very rapidly in the early 

19705 in some countries, notably the United States and United Kingdom, and 

of surplus countries' efforts to avoid appreciation, the industrial world 

as a whole experiences an excessive monetary expansion that precipitates 

an exceptional boom in primary product prices. With the surplus countries 

experiencing accelerating inflation, adjustment of paynents disequilibria 

and exchange rate changes can no longer be avoided. 

1/ "It was quite clear that authorities were not will i ng to .id jus t ~:<~~hall:;l' 
rates sufficiently--with the advantages of hindsight, the fi~ures in the 
Smithsonian (agreement) could have been doubled ... " Hoffmeyer (l97R p.4). 
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The eventual adjustment of dollar exchange rates in 1973 constituted a 

delayed response to inflationary U.S. policies at the time of the Vietnam 

war and during the early 1970s. During the interval, the maintenance of 

dollar exchange rates served to keep down the price of foreign industrial 

products in dollars and to slow the rise in prices and wages in U.S. industry. 

The various stages of incomes policy implemented by the Nixon administration 

after 1971 also had the effect of putting off price and, more particularly, 

wage increases. But the delayed adjustment of the rate exposed the U.S. 

economy to the likelihood of a subsequent increase in inflationary pressures, 

due to the need to secure a shift of resources to correct the distorted 

structure of output promoted by the overvalued rate. 1973 represents a water 

shed; but the consequences of the prolonged disequilibrium do not disappear 

overnight with the shift to a more flexible exchange rate regime. 

d. The situation after 1973 

The synchronization of highly expansionary policies in nearly all the 

industrial countries in 1972/73 had at least two major consequences. It rein 

forced the momentum of wage and price increases by greatly strengthening 

inflationary price expectations, encouraging increased indexation of wages 

and Dore rapid adjustment of prices. It also led to a continued synchronization 

of demand policies since nearly all the larger countries, faced with a similar 

need to bring down politically intolerable rates of inflation, implemented 

contractionary policies in 1974. As a result the adoption of a more flexible 

exchange rate regime between the dollar and other major currencies was not 

associated with more independent national policies, and the working of the 

new system was not put to the test in 1974 and 1975. It is only during the 
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last three years or so that the way in which the regime functions under diver- 

gent policies has become apparent. 

The oil price shock was superimposed on the effects of the decline in 

the dollar--indeed was precipitated by it. Some marked rise in the dollar 

price of oil !I was an inevitable consequence of dollar devaluation--along 

with increases in the dollar price of other primary products such as crude 

farm products, lumber, etc. 

Ironically, however, the oil price increase had the temporary effect of 

strengthening the U.S. overall balance of payments position, thus support- 

ing the dollar and concealing some of the problems associated with the 

flexible exchange rate regime. The improvement arose in part because the 

huge initial OPEC surpluses inevitably were largely reflected in capital 

inflows into the United States--the only financial market capable of handling 

the sheer volume of transactionsjll and in part because the other industrial 

countries as a group followed less restrictive policies than the United 

States in 1974-75. The tendencies to higher inflation in the United States 

were mitigated by the strengthening of the dollar, and by controlling the 

price of domestically produced oil and natural gas. But for these conse- 

quences of the oil price increase, the United States would have been exposed 

to stronger price and wage pressures in the open sector, and prob~bly to 

a greater divergence than actually occurred between the U.S. inflation rate 

and that of countries whose exchange rates had appreciated. Such a divergence 

might well have encouraged renewed portfolio shifts and a continued decline 

li The oil price increase is an extreme example of the kind of price move 
ments liable to be induced by marked changes in exchange rates in the context 
of monopolistic control of supply. 
li The United Kingdom was also able to take advantage of its highly 

developed financial market to borrow heavily, and thus to maintain the 
exchange rate despite very large current account deficits in 1974 and 
1975. 

L ~ 
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in the external value of the dollar. As it was, 1974 and 1975 constituted 

an abnormal interregnum in the operation of the new exchange rate system--both 

because of the special effects of the oil crisis, and because of the unusual 

synchronization of policies and conditions in the main financial centers 

that was mentioned earlier. 

To conclude, this survey suggests that the history of the Bretton 

Woods system should be seen in terms of a very long swing of the pendulum 

from an initial disequilibrium position of severe distortions through a 

gradual correction to overcorrection and renewed severe distortions- 

followed by a sudden reversal of the pendulum with the abandonment of 

fixed exchange rates between the major protagonists. The distortions 

of the real structure of the international industrial economy by 1973 

were hardly less severe than those of the late 1940s, though much less 

obvious and entirely different in character, while special factors favor 

ing adjustment, such as existed in the 1950s, seem to be lacking today. 

The abandonment of the fixed par value system was inevitable, given 

the fact that the major powers were not prepared to abide by the requisite 

"rules of the game" for its successful operation, or to adjust exchange 

rates when disequilibrium rates were clearly impeding national demand 

management and distorting the structure of real output within, and between, 

industrial economies. 

The results achieved from greater exchange rate flexibility have 

proved less satisfactory than was hoped. This outcome has been partly 

due to the distortions stemming from the twilight of the Bretton Woods 

era. ~ore fundamentally, the problem of reconciling conflicting national 

policies and national priorities within a highly integrated international 

economy still remains unsolved. 
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The advocates of flexible rates in the 1960s never considered that the 

system would have to operate in a ~Yorld of preexisting structural distortions, 

such as overexpanded open sector capacity in the hitherto "strong currency" 

countries and overexpanded sheltered sectors in some hitherto "weak currency" 

countries, and the huge current account deficits and surpluses and enormous 

accretion or liquid dollar assets, precipitated by the sudden upward adjust- 

ment of the level of oil prices in 1973. Nor was it foreseen that flexible 

rates would be introduced in the context of powerful ongoing cost pressures 

generated by the generalized monetary inflation of 1971/72 and the oil 

price increase. 

The determination of the major industrial countries to bring down the 

going high rates of inflation after 1973 meant that the advent of flexi- 

bility coincided with a less propitious climate for growth and real invest- 

ment. At the same time the structural distortions of output patterns within 

surplus and deficit countries served to reduce the buoyancy of the real 

economy in the race of changes in real exchange rates.!1 The overexpan- 

sian of the open sector in countries such as Germany and Japan increased 

the impact or real appreciation in holding down private investment, output 

and employment in those countries, and made it more difficult for the 

authorities to maintain the growth of aggregate domestic demand, had they 

been so inclined. In deficit countries such as the United States and the 

United Kingdom, the overexpansion of the sheltered sector and the previous 

constriction of the open sector posed a similar problem by limiting the 

li That is, changes more than compensating ror differences in national 
rates of inflation, that result in lowering (or raising) the relative level 
of costs in terms of foreign currency. 



- 32 - 

scale of the response of private investment, output and employment to a 

real depreciation of the exchange rate. 

One particular consequence of the growing overvaluation of the U.S. 

dollar coupled with the international oil companies' pricing policies 

holding the world price of crude oil almost stable during the 1960s, 

was to promote a growing dependence of the United States on oil imports 

while mitigating the immediate effect on the U.S. current account. The 

oil price increase therefore greatly magnified the scale of the shift 

of resources into export and import substituting production needed to 

achieve improvement of the U.S. current account position. Furthermore, 

as recent events have shown, the change in the oil supply situation to 

one in which the major oil producing nations exert concerted pressure 

to secure high real earnings from a depleting national resource, greatly 

complicates the working of the flexible exchange rate regime. 

The abandonment of fixed exchange rates altered, but did not obviate, 

the special problems associated with faster monetary expansion in the United 

States than in other industrial countries, due to the size of the U.S. econ 

omy and the role of the dollar as the predominant reserve currency. Under 

the Bretton Woods system a sustained divergence of inflation rates among 

industrial countries was generally prevented either by automatic tendencies 

making for the coordination of monetary expansion rates via the effects 

of balance of payments imbalances, or via policy adjustments forced upon 

the authorities in deficit or surplus countries. As a rule countries could 

protect themselves against an unwanted inflationary impact from rapid 

monetary expansion in one economy, by taking measures to offset the domestic 
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effects of reserve accumulation; the deficit country would be obliged by 

declining foreign exchange reserves to slow its rate of credit expansion 

and/or devalue thus curbing the external inflationary stimulus. However, 

when the rapid credit expansion occurred in the United States, measures 

to restrain domestic credit expansion in other countries were liable to 

be swamped by the scale of capital inflows induced by interest rate differ 

entials, while a refusal by other monetary authorities to finance the 

U.S. deficit by acquiring dollars implied the collapse of the existing 

exchange rate system, with the risk of severe repercussions on the entire 

international monetary system. Thus the discipline imposed upon the 

United States could be less effective than for other nonreserve currency 

countries. 

Under more flexible exchange rates, faster monetary expansion in the 

United States than in other major industrial countries still poses special 

problems for the international system as a whole. Very large foreign hold 

ings of liquid dollar assets--the legacy of the disequilibria of the early 

1970s and the subsequent oil deficits--and swiftly changing views concerning 

the advantages of currency diversification of holdings--expose dollar 

exchange rates to sharp changes in market sentiment and to excessive vola 

tility. Unfavorable wage or price developments in the United States, a 

sharp increase in the scale of the U.S. oil deficit, or the expectation 

of a continuing disparity in monetary expansion rates, is liable to provoke 

"band wagon" reactions and sharp movements of the rate. Such overshooting 

exposes the United States to the likelihood of an acceleration of the 

upward movement of the price level brought about by sharply hight!r import 

prices and world market prices in dollars for homogenous products (notably 

L 
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agricultural commodities and industrial materials) and it tends to lessen 

business confidence and weaken investment in the countries whose rates have 

appreciated sharply. But the greater risks and uncertainties that a continuing 

run on the dollar creates for financial institutions, as compared with a com 

parable movement in another, less widely held currency, means that it is 

more likely to induce intervention by monetary authorities aimed at restoring 

orderly markets, which may result in an acceleration of monetary expansion 

outside the United States. For this reason the limits on the degree of flexi 

bility of exchange rates and the independence of monetary policies become 

very evident when the United States pursues a more expansionary policy than 

the other major industrial countries. Finally, not the least of the reper 

cussions of an uncontrolled run on the dollar, are its consequences in causing 

a deterioration in the oil producing countries' terms of trade and an erosion 

in the real value of their liquid dollar assets, that the OPEC group may seek 

to counter by increasing the real price of oil. This sequence of events 

makes it difficult for the United States to realize a reduction in its cur 

rent account deficit by allowing the exchange rate to depreciate. 

III. The Exchange Regime and the Behavior of Costs and Prices 

It is not clear how the exchange rate system will evolve over the next 

few years. But since this seminar was given, an increasing consensus appears 

to have grown up concerning the need for "managed" rather than freely floating 

rates.11 This of course is tantamount to accepting a reduction in the indepen 

dence of national monetary policies. 

li See Artus and Young (1979). 
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It may be helpful to end this historical survey by considering briefly 

how the exchange rate regime may influence the behavior of costs and prices 

within the closely integrated industrial economies.ll 

At the most abstract level, one may conceive of two polar international 

systems:- one in which exchange rates are rigidly fixed and domestic mone- 

tary policies are tightly constrained, the other in which the exchange 

rate is perfectly flexible and domestic monetary policy is unconstrained--at 

least in theory. The former obviates any sustained divergence of inflation 

rates by imposing automatic coordination of monetary growth rates. The 

latter permits (indeed promotes) divergence of inflation rates via the 

rapid response of exchange rates to differences in monetary policies. 

In the one case, balance of payments adjustment is enforced by coordina- 

tion of monetary policies. In the other, payments balance is secured via 

the exchange rate. 

In practice, of course, actual exchange regimes lie between these 

extremes, in the realm of "fixed but adjustable" or "flexible but managed" 

rates. Moreover, in the real world of imperfect capital markets and insti- 

tutional factors limiting the adjustment of interest rates, some divergence 

of monetary policies and inflation rates will be possible even under fixed 

exchange rates.21 However, to the extent that the international system 

li The following paragraphs draw upon the presentation in Flemming 
(1978). See Caves (1975) for a discussion relating to Canadian experi- 
ence. 

21 See White (1976). 
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aspires to fixed exchange rates, any persistent divergence of monetary poli- 

cies that is reflected in changes in relative costs of production and prices 

will tend to produce shifts (i.e., distortions) in the location and structure 

of real output. 

1. Adjustment process under fixed rates 

Consider the working of a fixed exchange rate regime under "real 

world" conditions in a two "country" world (analogous to the United States 

versus the other industrial countries as a group). Suppose that, as a result 

of a change in policy, the rate of domestic credit expansion (after taking 

account of the trend growth of GDP in each area) becomes higher in country 

A than in country B. This leads to a deficit in A's current account and 

to compensating capital flows from A to B, tending to raise the rate of 

monetary expansion in B and reduce it in A. If B acquiesces in these conse- 

quences of A's policies, the current account disequilibrium gradually will 

be eliminated. In the interim, B gets a higher level of employment and more 

inflation than it would have experienced as a closed economy; while A gets 

less employment but lower inflation than if it was a closed econoay. 

If B's authorities act to protect the economy from the automatic 

consequences of A's faster monetary growth, by sterilizing the increase 

in foreign exchange reserves and so restraining the acceleration of its 

money growth, this perpetuates the tendency for capital outflows from A 

by maintaining interest rates in B.ll The scale of capital outflows is 

1/ B's monetary authority sells government securities in open market 
operations tending to keep up interest rates, and so acquires home currency 
with which to purchase foreign exchange reserves of A's currency. 
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increased by the greater inflationary pressure in A li than in B, and by 

rising expectations of a change in the exchange rate provoked by this or of 

a change in A's policies causing a fall in security prices; as well as by the 

continuing or worsening current account deficit and the changes in A's and 

B's international reserve positions. So A comes under mounting pressure 

to alter its monetary policy if the exchange rate is to be maintained. 

In the disequilibrium "solution" neither A nor B acquiesces with the 

other's policy, and each seeks to maintain its policy and avoid exchange 

rate changes by specific interference with market forces. A may attempt 

to restrict capital movements, or limit domestic cost increases by incomes 

policy, etc., in order to protect the rate. B may increase taxes on for- 

eign capital holdings or impose high reserve requirements on foreign held 

bank deposits, while generally attempting to insulate its economy by restrain- 

ing domestic credit expansion and acquiring foreign exchange reserves. Never- 

theless, the pressures for adjustment intensify. If B succeeds in maintain- 

ing a slower rise in costs than A, the current account disequilibrium widens, 

expectations of an exchange rate change mount, and the tendency for asset 

holders to prefer B's currency strengthens. However, B's growing current 

account surplus tends to promote overutilization of capacity and increas- 

ing pressure on costs and prices in its open sector; and accelerating 

inflation may put the authorities under increasing political pressure 

to revalue in order to satisfy the inflation constraint. 

Such in essence was the sequence of policies that supported the dol- 

lar vis-a-vis the deutsche mark, the Swiss franc, most other European 

1/ Especially reflected in wage increases and sheltered sector prices 
since price movements in the open sector are constrained by the movement 
of foreign producers' prices. 

L 
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currencies, and the yen during 1968 to 1973, and that eventually culminated 

in the steep decline of the dollar, initiated in 1971 but mainly delayed 

until 1973. 

2. Effects of prolonged disequilibrium 

Broadly speaking, if B attempts to insulate its economy by restrictive 

domestic financial policies, this holds down demand in B's sheltered sector. 

This in turn restrains cost pressures in the international open sector by 

curbing price and wage increases in B's sheltered sector and promoting 

shifts of resources to B's open sector, to compete with A's open sector 

producers and thus constrain price increases in A's open sector. Because 

of the fixed exchange rate, the constraint on demand in B's sheltered 

sector contributes to restrain the rate of price inflation in A. If A 

seeks to expand employment under these conditions, it will be virtually 

obliged to do so by expanding the sheltered sector. The maintenance of 

the disequilibrium exchange rate thus distorts the structure of production, 

increasing the scale of the open sector versus the sheltered sector in B, 

and vice versa in A. Quite possibly because of their investments in speci- 

fic capital facilities and occupational skills, and the related infrastruc 

tures, both A and B become increasingly unable to maintain full employment 

and a high level of capacity utilization without the current account imbal 

ance. B would find it impossible to absorb the full output of its open sector, 

while A lacks the open sector capacity to enable employment to be maintained 

by lowering demand in the sheltered sector and eliminating the import surplus. 

This description provides an insight into the legacy of distortions in the 

international real economy that remained to be coree ted during the later 

1970s. 
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3. Influence of fixed but adjustable rates on price and wage behavior 

Should rates of monetary expansion diverge and prices and costs tend 

to rise at different rates in the two "countries" when the fixed exchange 

rate system has been functioning satisfactorily, there will be some uncer 

tainty about whether the resulting payments disequilibrium will be corrected 

by the gradual built-in mechanism of the system, or by A's authorities delib 

erately slowing monetary growth, or by an exchange rate adjustment. Price 

expectations and price and wage decisions clearly will be influenced by 

which of these alternatives is expected to ensue, and with what confidence 

the belief is held (as was apparent from the historical developments described 

in Section II). How the system has operated in the past will be important 

in determining which outcome is expected in the future--and that expecta- 

tion will influence the actual outcome. However, the fact that the auto-' 

matic adjustment mechanism of the system requires considerable time to work, 

and the uncertainty over whether deliberate adjustment will be d ef La t Lonz.ry 

or inflation-validating, may tend in general to promote a conservative atti 

tude to price and cost increases. 

For moderate and not too prolonged differences in monetary expansion, 

it is possible to conceive of the case where the rate of wage and price 

increase in the more expansionary country A's open sector will be kept 

in line with that in the less inflationary country's open sector, which 

itself will be little affected by the faster expansion in A. This could 

be so, for example, if enterprises and unions in A do expect that the 

exchange rate will be maintained, and if enterprises and unions in B's 

open sector expect A's competitive position li to be restored or even 

11 Including nonprice sales effortq. 
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improved by the implementation of a more restrictive demand policy. This 

suggests that temporarily divergent demand policies under fixed exchange 

rates, by strengthening competitive pressures in the open sector, may suc 

ceed in extracting rather more real output, and a lesser rise in prices and 

costs on the average in the two economies, than would be realized with the 

same average rate of monetary expansion in a closed economy. This would 

also imply that, if cyclical fluctuations cannot be avoided, moderate desyn 

chronized cyçlical fluctuations may be helpful in limiting the tendency for 

costs and prices to rise at less than "full employment" levels of output, 

and so in permitting a rather higher average level of employment and activity 

than could otherwise be secured in the industrial countries as a group with 

slight inflation. 

Subject to this qualification, the industrial world will resemble a 

closed economy if fixed exchange rates are zealously maintained. Flemming 

has described how in a closed economy the quantity effects on output are 

likely to precede the price effects of an increase in money supply. Simi 

larly, under fixed exchange rates, the rise in the general level of costs 

and prices will tend to be constrained as long as there is unemployed capa 

city or labor somewhere in the system; and the more expansionary country, 

(provided it is not the reserve currency country) will be subject to the 

balance of payments constraint before it experiences much more rapid infla 

tion than other countries. So, the limitation placed on independent national 

monetary policy by fixed exchange rates is associated with a comparatively 

slow response of prices and costs to monetary expansion while there is spare 

capacity in the system. 
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4. Adjustment process under flexible exchange rates 

With independent monetary policies under flexible rates, the price and 

cost effects of domestic credit expansion are likely to be speeded up in 

the more expansionary country, irrespective of the degree of capacity utili- 

zation in the system. The more domestic credit expansion rates differ (after 

allowing for differences in natural growth rates)!/ the stronger this effect 

is likely to be. 

Under freely floating exchange rates, central banks do not buy or sell 

foreign exchange to maintain the rate, and the rate varies according to 

supply and demand for the two currencies. Now if A accelerates its domes- 

tic credit expansion and B does not, this leads to an excess demand for 

BIs currency. Incipient capital movements will cause a fall in the external 

value of A's currency to the level at which expected rates of return from 

holding A or B currency-denominated assets are judged to be the same by 

the market. By and large this means that if nominal interest rates remain 

unchanged, the exchange rate for A's currency must fall until asset holders 

feel protected against losses from depreciation; and if interest rates 

in A tend to decline, the exchange rate must fall until asset holders 

feel that the likelihood of appreciation recompenses them for the lower 

nominal interest rates in A.2/ 

The actual depreciation that occurs need not however be greater because 

the relative nominal interest rates diverge since the different behavior 

of interest rates is likely to be associated with a different evolution 

--l/-Determined by fac"t;rssuch as-population growthrate-s-:- riatur~T-r-e 
resource endowments, and scope for raising productivity, etc. 

2/ Dornbusch (1976). 
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of the current account balance. Suppose that in one case, nominal interest 

rates remain unchanged in A despite the acceleration in money growth--for 

example because the acceleration is associated with increased government 

spending on goods and services and a large public deficit;l/ suppose that 

in another case interest rates tend to decline--for example because the 

monetary authority is pursuing expansionary open-market operations. In 

this case declining interest rates tend to promote the holding of larger 

money balances;~/ and the acceleration of money gro'~th is associated with 

a smaller rise in nominal expenditure and a smaller deterioration in the 

current account balance that in the first case. To the extent that A's 

accelerated monetary expansion is reflected in a current account deficit, 

the movement of the exchange rate has to be large enough not only to satisfy 

asset holders that they are protected against losses from depreciation, 

but also to promote increased foreign holding of A currency-denominated 

assets. The larger the current account deficit, the more important this 

effect will be. 

Now the depreciation, which occurs before prices and wages have begun 

to rise faster in A than in B might tend, in time, to improve A's current 

account,l/ by raising the relative cost of imports, and increasing the 

profitability of exports, provided these gains in A's competitive position 

were maintained. But the depreciation will lead directly to an acceleration 

of wage and price increases if indexation is widespread, and it facilitates 

1/ See Isard (19ï8) for a discussion of the exchange rate effects of fis 
cal policies. 

2/ This of course requires that for many holders of money, domestic and 
foreign assets are not perfect substitutes, otherwise the interest rate 
could not decline in A relative to B. 

3/ In the immediate short run however, the worsening of the nominal balance 
on current account by J-curve effects is liable to intensify downward pres 
sure on the exchange rate. 
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price increases for import competing and export type goods, tending to pro 

note large windfall profits in some industries or occupations, and lessening 

the constraint on wage increases in the open (tradeable goods and services) 

sector and by example throughout the economy. Hence it may produce a rapid 

acceleration of inflation in A, that obviates the gain in competitiveness 

and reinstates purchasing power parity by raising the general level of costs 

and prices in A. (If a persistent current account disequilibrium in the 

past has led to heavy dependence on imports of specialized manufactures, 

materials or fuels and a reduction of domestic capacity, this will rein 

force the price and cost effects of devaluation, and lessen the competitive 

gains to be secured from the "overshooting" of the rate.) 

The authorities in B are able to pursue the chosen rate of monetary 

expansion without experiencing "imported inflation" as a result of the more 

rapid expansion in A. But the "overshooting" of the exchange rate exposes 

the real economy to the deflationary shock of sharply lower import and world 

market prices in terms of domestic currency and relative to production costs, 

and to a perceived reduction of profitable future export (or import compet 

ing) production possibilities. It is true that this situation will tend 

to be corrected by the heightened tendencies to inflation in A, but that 

outcome may not be taken for granted by enterprises in B. Therefore B's 

authorities are liable to find that greater independence of monetary policy 

is associated with a reduction in the rate of domestic real investment 

relative to saving, that tends to lower domestic activity and strengthen 

the current account position.ll 

li See McKinnon (1978). 
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Thus the short term effect of accelerated monetary expansion in A is 

a real depreciation of the exchange rate, that serves to raise (lower) the 

relative level of external prices and costs for A's (B's) producers, and 

that reinforces the effects of the divergence in policies. Specifically, 

the changed relation between external prices and domestic costs serves to 

check private investment in B, holding down activity and the growth of income; 

in the short to medium term (say 6 to 18 months). This would tend to produce 

while it tends to strengthen the expansionary stimulus in A. The "overshooting" 

of the rate enhances the income effects worsening A's current account deficit 

a further depreciation. However, if the same rates of monetary expansion 

are maintained, equilibrating effects come into play due to the strengthening 

inducement for incipient capital flows caused by the tendency for the relative 

level of returns to rise in A versus B. (Weak investment demand leads to 

the easing in B's financial markets required to accomodate the worsening 

of A's current account.) 

If these equilibrating effects are to be realized, the acceleration of 

inflation in A must not be greater than was expected when the exchange rate 

changed, and the divergence in money growth rates 1/ must not widen because 

--~--------- - ---- ----- --------- --- ---- 
1/ The choice of an appropriate measure of monetary expansion rates raises 

difficult problems which cannot be discussed here. It must be no t e d , how+ 
ever, that it is not appropriate to use a narrow measure confined to currency 
and non-interest bearing bank deposits, since relative rates of monetary t~xpan 
sion according to this measure will not be independent of nominal interest 
rates. The country with the more expansionary domestic credit policy that: 
experiences rising nominal interest rates because of strengthening demand 
for money balances due to the price and output effects of a real deprecia-· 
tion, will also experience a shift away from the holding of money balances 
in non-interest bearing forms. A decline (or low level) of nominal inter-· 
est rates may tend to have the opposite effect. Thus it would not be 
surprising to find that a marked depreciation was associated with a lower 
rate of increase in narrow money in the depreciating country (such as is 
shown in Dornbusch, 1978, Table 7). 
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A's authorities pursue accommodative policies or B's tighter credit condi 

tions. This requires, on the one hand, that A's authorities accept stiffen 

ing monetary conditions and the tendency for rising interest rates, possibly 

resulting in a slower growth of real domestic demand, even some tendency 

for increasing unemployment, in order to secure the conditions conducive 

to a shift of resources into import substituting and exporting industries. 

On the other, it requires B's authorities, either to accept a marked easing 

of monetary conditions in order to accommodate A's current account deficit, 

or--the preferable alternative if there is considerable unemployment--to 

promote stronger home demand at the same rate of monetary expansion by off 

setting excess private saving by increased public spending not financed 

out of revenue. Such action will tend to strengthen A's current account 

(by reducing the adverse income effects) and to moderate (or even prevent) 

the widening divergence of nominal returns on assets denominated in the two 

currencies that would otherwise occur. Stronger demand conditions in B 

will mean that the effect of tightening monetary conditions upon real 

activity and employment in A is mitigated by a strengthening of the cur 

rent account, but higher interest rates in B will increase the pressure 

on A's authorities to restrain monetary expansion if a further depreciation 

is to be avoided. Thus this combination of policies is consistent with a 

desirable narrowing of the divergence of monetary expansion rates without 

undue effects on the level of activity or the exchange rate. 

Should B's authorities deliberately raise interest rates by tighten 

ing money supply, they will inflict the same pressures on A by restricting 

incipient capital inflows but without the benefit of the countereffect of 

• 

L_ _ 
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the improvement in A's current balance. The exchange rate is likely to 

depreciate further, both for this reason and because of the effect of slower 
• 

monetary growth in B in proDoting expectations of a widening divergence of 

future inflation rates. The same effects, tending to perpetrate the "vicious 

and virtuous cycles", will arise if A permits its rate of oonetary expansion 

If policies remain unchanged for several quarters or years, the depre- 

to accelerate while B's remains unchanged. 

ciation may promote import substitution and increased penetration of export 

markets and stimulate higher investment in A for these ends, and have the 

opposite effects in B. However, if the effects on investment are large (as 

they were likely to be in the circumstances of the exchange rate adjustments 

in 1973)ll income effects will cause a worsening of A's current account 

and strengthen the tendencies for an acceleration of the rate of inflation 

in A relative to that in B. The tendencies for incipient capital movements 

to accommodate the worsening current account will be weakened by accelerating 

inflation in A. The relative rise in nominal returns in A will not suffice 

to induce the requisite increase in demand for A currency-denominated assets 

if the acceleration of inflation in A, or the widening divergence of inflation 

rates, provokes expectations of a further depreciation, thereby bringing 

it about. 

Thus the outcome may be "that monetary policy, through the rapid 

reaction of exchange rates and through the overshooting, exerts rapid 

li Investment was likely to be substantially reduced in the "export led" 
economies, such as Japan and Germany, where a high rate of industrial invest 
ment, largely financed out of export profits, had been undertaken in order 
to secure an increasing share of profitable export markets at the exchange 
rates ruling in the 1960s and early 1970s. Opposite factors had served to 
discourage industrial investment in the United States and other countries 
with high relative production costs at the going exchange rates. 
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inflationary pressure in expanding countries and inflation dampening in 

relatively tight money countries. Monetary policy becomes quite possibly 
• 

ineffective if •.. the inflationary pressure of depreciation is quite 

soon translated into domestic price increases. In these circumstances .. 

(expansionary) monetary policy is primarily inflationary; it has very 

little, if any effect, on real aggregate demand."ll 

Dornbusch suggests that the argument that such vicious and virtuous 

cycle effects cannot continue without validating monetary policies,ll 

may be "irrelevant as an observation about policy" because "The relevant 

policy setting is one where widespread indexation, for example, will imme- 

diately translate depreciation into wage and price inflation with the 

consequence of growing unemployment if the central bank fails to accomodat~ 

through further monetary expansion. The central bank may in practice have 

very little power to stop this inflationary process and the right starting 

point is incomes policy not monetary policy." 

This is of course an extreme statement of the issue for pedagogical 

purposes. In practice indexation is seldom so widespread, complete, 

or automatic as to leave the monetary authority powerless to influence the 

inflationary process. Moreover, the danger of the overshooting (i.e., 

real depreciation) setting off rapidly accelerating inflation in A is not 

independent of its scale--which is determined by the extent of the initial 

divergence between monetary policies in A and B. Thus, if A's authori- 

ties permit monetary expansion to accelerate very sharply in relation 

li Dornbusch (1978), p.104. 
2/ See Bilson (1978). 

to that in B, they risk ending up with higher inflation rather than in- 

creased real output; while a more moderate divergence could result in 



- 48 - 

• 

some real growth and some increase in inflation. Or, if B's authorities 

reduce the rate of monetary expansion somewhat below that in A they may 

achieve a moderation of price and cost inflation via the effects of the 

moderate exchange rate appreciation, without a severe check to private 

investment and real growth such as would be produced by a sharper policy 

divergence and more marked appreciation of the rate. The trade off between 

the gain in improved price stability and the sacrifice of actual and poten 

tial future growth will be more favorable in the former case. 

A sharp divergence of monetary policy between two major interdependent 

industrial areas is likely to expose the more expansionary area to rapidly 

accelerating inflation following a marked real depreciation of the exchange 

rate. It is unlikely that this consequence can be substantially modified 

by incomes policy. The immediate effects of a large real depreciation 

are to raise the domestic prices for basic homogenous commodities price 

in the world market, to strengthen the position of home producers competing 

with imports or in export markets, and to influence price expectations, 

quickly influencing the scale of wage demands. Pressure for wage increases 

is reinforced by expectations of a substantial rise in the cost of living; 

while the depreciation makes it easier for concerns in the open sector to 

concede wage increases. These are not conditions conducive to the successful 

use of incomes policy--and it is no accident that the recent implèmentation 

of incomes policy has usually been associated with efforts to maintain the 

exchange rate. 

It is a moot question, therefore, whether A has a greater possi 

bility of influencing the level of real output and employment through 
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its greater scope for pursuing an independent monetary policy under flexi- 

ble rates than under fixed exchange rates.ll 

The moral of all this is that exchange rate flexibility does not 

enable the authorities of closely integrated economies to pursue discor- 

dant policies with good results; and the greater independence of monetary 

policy made possible by flexible exchange rates does not mean that countries 

are insulated from the effects of marked changes in each others' policies. 

In the examples given above, the sharp relative acceleration of A's money 

growth and consequent overshooting of the exchange rate reduces the level 

of activity associated with B's unchanged policy. Or the sharp relative 

deceleration of money growth in B and the resulting, overshooting of the 

rate, subjects A to increased inflationary pressures with an unchanged 

monetary policy. Excessive movements in real exchange rates between major 

currencies have undesirable repercussions and are to be avoided. They are 

an indication that the bounds of tolerable divergence in major countries' 

policies have been exceeded; i.e., that policies are mutually incompatible 

because taken together they produce unsatisfactory results. 

1/ "The "new arguments" for returning to fixed exchange rates (wi t h i n 
appropriately defined currency blocs) are concerned with the lack of real 
benefits than can be derived from pursuing an independent discretionary 
monetary policy under flexible rates •.. it is becoming recognized that 
a country may have less freedom to influence its real interest rate under 
a flexible rate; a change in monetary policy will be reflected more 
immediately in a change in the price level under a flexible rate owing 
to the immediate impact of the accompanying exchange rate movement on 
the price leveL" Day (1978), p.2. 

• 
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