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STRUCTURAL _ADJUSTMENT AND THE MACROECONOMY

by

Peter B, Dixon, IMPACT Project and La Trobe Univeraity
B.R. Parmentex, IMPACT Project
Alan A. Powell, IMPACT Project and Monash University

ABSTRACT

In this paper the structural dimensions of macroeconomic
management are explored. Here 'structural' means having to do with
the distribution of economic activity across industry groupings, across
occupations, and among states. It is concluded that many of the
apparently structural problems of the economy would dissppear with a return
to macroeconomic health, Three possible approaches towards the elimination

of the current high levels of unemployment are considered,namely :

(1) additional protection for the import~competing sector;
(1i1) a general expansion of aggregate demand;

(111) & reduction in the real costs of employing labour.
On the basls of computer simulations using the ORANI model, it is concluded :

(a) Increasing protectionism cannot 1ift the economy out of its
present difficulties. The main effects of a uniform increase
in protection are to redistribute unemployment among industries,

occupations and reglons, and to increase the rate of inflation,

(b) A general expansion in aggregate demand <~ that is, equal
percentage increases in real private investment spending, real
consumption, and resl gevernment spending =-- would signifi-

cantly increase employment but would mmmnm<mnm;n:m‘w5m~mnwoﬂ
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simulation specification is explained as follows. Compared with the
original specification, under the specification used in this appendix,
demand expansion is projected to be less harmful to the balance of trade.
On the other hand, in view of the fixity of exports, wage cuts are
projected to be less effective in improving the balance of trade. Thus,
while any given demand increase produces less deterioration on the
balance of trade, any given deterioration on the balance of trade requires

a greater wage cut for its elimination.

In conclusion, it appears that a favourable set of conditions

for a purely demend-stimulatory approach to macro-economic recovery would

oceur 1f

(a) industries typlecally exhibited constant costs (or horizontal
supply curves) even in the short rum, and
(b) foreign demand elasticities for domestic products were very

high.

These circumstances would allow demand and employment expansions with only
minor inflationary effects. TFlexibility in exports would limit the real
cost reductions required on account of the balance of trade. By contrast,
1f either exports are insensitive to domestic costs or if domestic producers
typically have upward sloping supply curves, then real cost reductions

are likely to be at the heart of macroeconomic recovery.

STRUCTURAL ADJUSTMENT AND THE z>awcmoozozwﬁ

by

Peter B, Dixon, IMPACT Project and La Trobe University
B.R. Parmenter, IMPACT Project
Alan A. Powell, IMPACT Project and Monash University

1. The Importance of Correct Diagnosis

Structural change is continually taking place in all economies
which are growing in terms of real income per head and/or population,
Immovation, capital accumulation, demographic change and changing external
terms of trade, all can be expected to lead to a changing occupational
composition of the workforce, a changing geographic distribution of the
population and a changing industrial composition of the economy. To the
extent that such changes follow an evolutionary course involving new
patterns of commitment of new resources at the margin, but avoid the need
to transfer already committed resources from one activity or avea to

another, no structural adjustment is involved. We define structural

adjustment to mean the process of transferring already committed resources
(plant, labour, working capital) from one activity and/or location to

another. Structural change involves changing the compogition of the

economy but need not, in a growing economy, involve structural adjustment.

Depending on the degree to which factors in the economy are
mobile, even the transfer of committed resources need not emexge as a

soclal problem. Recent empirical work indlcates surprisingly high mobility

This paper uses simulations from the ORANI model of the IMPACT Project.
The interpretations of these simulations and the conclusions drawn are
those of the authors alone. They do not necessarily reflect the position
of the management of the IMPACT Project nor of its particivating agencies,
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»w the same time, the quantity of labour used per unit of output has been
made independent of the level of output. All output expansions are
accommodated by .omwmnnmaﬁ increases in the use of labour and previously
idle capital, Thus price changes mmn manufactured goods and services are
assoclated only with changes in variable input prices and not with changes
in output levels. On the export side, we have assumed that Australia
satisfies fixed forelgn demands at fixed foreign currency prices. In

the background of this very rigld export story is the assumption that

the government adjusts domestic institutional arrangements (including
subsidies) so that even in the face of changes in the domestic cost
altuation, our major export industries are willing to satisfy the given

export demand at the given foreign currency price.

The striking feature of Table 4 is that despite these radical
departures from the conditions underlying our earlier simulations, the
general macro policy implications remain intact. On combining the results
in column I (the impact of a one per cent increase in aggregate absorption
assuming fixed real Swmmmvbw with those in column II (the impact of a one
per cent reduction in real wages assuming fixed aggregate absorption),
we find that a 4,80 per cent expansion in aggregate abscrption together
with a 4.17 per cent reduction in real costs per unit of labour would
generate a non-inflationary 5 per cent increase in aggregate employment
with no deterioration in the balance of trade. This compares quite closely
with our earlier package of a 3,21 per cent increase in aggregate absorption

conbined with a 6,15 per cent reduction in real costs per unlt of labour.

41. Labour and capital are used in fized proportions. (The elasticity
of gubstilitution between labour and capital is set at zero.)

42. In terms of Table 5, the results in column I of Table 4 were
generated with cp = ww = 1 and all other exogenous varilables set

at zero. The results in column II were obtained with the exogenous
variables set so that mﬁm+mvwa = «]1 for all m . Again, all

other exogenous variables were at zero,

3.

{(a) By definition, most industries and enterprises experience difficulty
in a severe macroeconomic slump. Not all of them can recelve special

terms; that 1s, not everyone can attaln a relative adventage. Even

so, governments may find it politically attractlve to pretend

otherwise.

(b) The emphasis on the speclal circumstances of individual industries
may lead to totally inappropriate, specific, instruments being used

in an attempt to solve essentially sector-wide or economy-wide problems.

(c) Those industries whose perception of thelr own case as special is
accurate (and which by definition would still be in difficulty after
the slump is over), inevitably will continue to need special assistance,

and possibly at accelerating levels, during economic recovery and

beyond.

(d) Those industries whose perception of thelr own case as special is
inaccurate (and which by definition would recover satisfactorily with
the macroeconomy) would be better served by measures which restore
macroeconomle health at the earliest possible moment., From the
point of view of the more efficient functioning of the economy overall,
the smaller the number of industries whose normal operating procedures
depend on selectlve bureaucratic intervention, the better. From the
point of view of the cost structures confronting the industries
concerned (1.e., those whose health would recover with that of the
macroeconomy), the lower the level of special assistance to industries

described in (c¢) above, the better.

To summarise, interventilon based on the mislidentification of a macro problem

as one requiring action in the form of structural adjustment assistance
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Table 5

TECHNICAL SPECIFICATIONS

Simulations reported in

Simulations reported in
Tables 1-3 Table 4

{a) Exogenous Variables

<mﬁwmvuww Description Variable Description
m
. o,
J C.i.f. foreign currency
n import prices. -
Posr Pgsn:
. One plus the ad valorem t..
u. tariffs. J
b. The exchange rate, $A $.
per $US.
s, umm.w One plus the ad valorem
J export subsidies.
Nm»u , j£G. Export demands. Mﬂav¢ Export demands (All export
J 3 demands are exogenous.)
r. , Jj = non-agricultural industry.
J Real rentals per unit of
. ital.
k. (0). Current capital stocks capita
J in use. k.{0) , j = agricultural industry.
J Current capital stocks in
use.
c, . Real aggregate household £o o
R : R
expenditure.
i, . Real aggregate private i, .
R R R
investment.
n . Supply of agricultural land. n .
mﬁm+muwa. Wage shift variables. mmm+mVME.
Table § continues ...
1. Notation and further details are explained in Dixon, Parmenter, Ryland
and Sutton, op. cit..
2. G is the set of "export" industries, i.e., exports are endogenous for

jEG. In our first set of simulations, G = {1, 2, 9, 10, 11, 12, 15, 22,
27, 60, 61}. In the Table 4 simulations, G is empty.

model”™ in a discussion of three broad approaches :

(1) across-the-board increases in protection against import
competition,
(11) Keynesian demand stimulation,

and
(1i4) general reductions in real wage costs.

Our simulations provide a basis for discussing the likely effectiveness

of each approach in tackling Australia's major short-run economic problem —-
high unemployment. They also allow us to look at the structural implications
of alternative macro policies, We find that different approaches to macro-
economic policy can have quite different effects on individual industries,
occupational groups and regions, Therefore, while we acknowledge that

the same macroeconomlc goals might be reached using different policy
instruments, we wish to stress that every effort should be made to assess

the structural incidence of alternative macroeconomic policies. TFor

example, macro policies A and B may appear to be equally likely to reduce
inflation and unemployment in aggregate, but A may be preferred to B on

the grounds that it is likely to achieve a better balanced stimulation

of activity across industries and regions.

The paper is organized as follows. In section 2 we set out
the assumptions underlying our simulations. Then in section 3 we discuss
the macro results, i.e. the implications of tariff increases, demand
stimulation and reductlons in real wage costs for aggregate imports and

exports, the price level, aggregate employment and employment by broadly

3., See P.B. Dixon, B.R. Parmenter, G.J. Ryland and J.M. Sutton,
ORANI, A General Fquilibrium Model of the Australian Economy :
Current Specification and Illustrations of Use for Policy Analysig ==
First Progress Report of the IMPACT Project, Vol. 2 (Canberra :
Australian Government Publishing Service, August, 1977).
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(b) that the elasticity of substitution between capital and
lsgbour is non~-zero in the short run, i.e. a given capital
stock can be used with varying amounts of labour depending
on relative factor prices, and

(¢) that foreign demand curves for Australian products are

highly elastic. %

In Tsble 4 we provide some ORANI Hmmcwnmum from the model

get up so that

(L) constant costs and zero substitution elasticities prevail in
all but the agricultural industries, (for agriculture the

original ORANI specification is retained), and

(ii) export psmnwwnﬁmm and forelgn currency earnings are totally

insensitive to cost conditions inside Australia.

levels at the prevalling set of real wage rates. These wages are exogenous
inputs to the ORANI simulations reported here, In our view, it is
reasonable to assume that the 'real wage o<wﬂsm=m.a generated by the
explosion in real wages between 1971~72 and 1974-75 has now been largely
eliminated by firms shedding labour {or failing to take on mmm»moump labour
where the potential for such would have existed 1f real wages had not
risen so fast in the three years ending 1974~75). In mpacwwn»nm the
effects of a decline in real wage costs we solve for the induced change in
employment demand which would be generated after firms regain a new
equilibrium reflecting the new (exogenous) real labour costs. Similarly,
our simulations of the effects of changes in protection and changes in
aggregate demand refer to the induced changes in equilibrium levels of
employment demand, industry outputs, etc.

All the simulations reported in the main vmnnm of the paper

Table 5 sets out the technlcal specification for the simulations and could have comparatively short-run focuses. We assume that physical capital

be read in conjunction with Dixon, Parmenter, Ryland and Sutton, op. cit.,

stock in each industry is fixed. Output variations are achieved by

especially section 19. Intuitively, what we have done on the production changes in the amount of labour applied to a given amount of capital,

and pricing side is to modify the model so that prices for manufactured i.e. output changes reflect varlations in the intensity of capital

goods and services equal varlable costs (materials and labour) plus a utilization. To be more specific, the first ORANI simulation (see

40
constant percentage markup on labour costs to cover overheads and profits. Tables 1-3 in the next section) shows the percentage changes in employment,

the rates of exports, the rates of imports, mnn..vswpnr could be expected

38. 1In the simulations reported in Tsbles 1-3, all capital-labour sub-
astitution elasticities were set at 0.5 and all the elasticities of
foreign demand for Australian products were in the range 2% to 20.

See Dixon, Parmenter, Ryland and Suttonm, op. cit., pp. 159-163 and 173.

to arise as a result of & 25 per cent increase in all tariffs after a

period sufficiently short that we can ignore induced changes in the

39, Table 4 contains only some macro projections. Space limitations i
prohibit the presentation and analysis of the underlying occupational, 4. By the real wage overhang, we refer to the gap between the costs to the
industry and regional employment results. Readers requiring these employer of a unit of labour and the marginal value product of that unit.
results can obtain them from the authors,
5. The discussion in this section excludes the simulations described in
40, Alternatively, the markup could have been calculated on total the appendix.
variable costs. Such a change would not, we suspect, affect any of
the conclusions of this appendix.
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reductions in real wage costs combined with a moderate expansion in
aggregate demand, then we could expect a substantial increase in employ-
ment in all industries and all states, This led us to conclude that
many of the problems which appear to be special to particular industries

are in fact related to the unsatisfactory functioning of the macroeconomy.

We have tried not to underestimate the difficulties involved
in implementing macroeconomic recovery. In section 4 we emphasized that
the hard part, the reduction in real wage costs, must come first. As
real wage costs are reduced, we would expect the balance of payments to
improve, This would allow the government freedom to pursue expansionary
monetary and fiscal policy as required. In summary, our views are both
optimistic and pessimistic. We are optimistic in that we completely reject
the often expressed view that high unemployment is necessarily with us to
stay. We believe that macroeconomic recovery could be achieved in a
comparatively short time. On the other hand we are pessimistic in that
we can see no easy options. In particular, we belleve that protectionism
will offer no relief from Australia's current economic ills =-- it will
do little except redistribute unemployment and intensify the rate of
inflation., Similarly, general expansions in aggregate demand, in the
abgence of reductions in real costs, are likely to be merely inflationary.
Without reductions in real wage costs, macroeconomic recovery will be left
to chance. It will depend on a significant improvement in Australia's
terms of trade, a dramatic autonomous improvement in investor confidence
or some other lucky event which raises the anticipated value of employing
additional labour, If we are to ensure continuous prosperity for the
entire community, we must allow flexibility in real wage costs, This
means flexibility in both directions in the overall wage level, flexibiliry
in relativities between occupations and flexibility in the relativities

between reglons.

increase in all tariffs under 70 per cent wage indexation could compute

(3 (3) 3
E = g 4+ n 38 s ( Hv
70 100 RONIa L
i.e.
(3) (3
4 = 4 1 - .3n ]
100 ﬁ £ TL
where &&3) (3)

100 and muo are the effects of the tariff increase on the

consumer price index under 100 and 70 per cent wage indexation respectively.
Amnwv ig 1,641, see Table 1, column I.) n is the elasticity
100 manAxsv

of the consumer price index with respect to a reduction in real wages
(i.e. ~1.118, see Table 1, column IV), Equation (1) says that the effect
on the consumer price index of a tariff increase under 70 per cent wage

indexation consists of two parts, the effect under fixed real wages and

the effect of the reduction (i.e. .wmwwv

obtained mwwv , (i.e. 1.229 in this case) mcnnVWH results under 70 per

)} in real wages. Having

cent wage indexation are computed as

Xy =X + n VA.uVAw.mmmv

100 % (w0

where %160 and Xy refer to ORANI results for variable x under 100
70 per cent wage indexation and axﬁtzv is the elasticity of variable x

with respect to a reduction in real wages.

A third assumption applying to all simulations presented is
that the ewchange rate is fixed. We examine the effects of tariff changes,
ete., in an environment where the balance of trade is allowed to move

7
uncorrected by exchange rate adjustments.

7. In fact, we believe exchange rate movements may have little effect on
the balance of trade and that their main impact is likely to be on
the rate of inflation., See Dixon, Parmenter, Ryland and Suttom,

op, clt., ch. 4,
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38.

are treated as specific (rather than ad valorem). Therefore, according to

ORANI, there is an increase in the real burden of sales taxes under any
stimulus which generates an overall reduction in prices. For the
constructlion-related industries (57, 58, 84, 85), the slight employment
losses reflect the fixity of real aggregate investment. (It will be
recalled that our simulation of the effects of real wage cuts was conducted
with fixed real aggregate investment and consumption.) Because the wage
cut favours the export industries, it induces a reallocation of the invest-
ment budget towards agriculture. Agricultural investment is slightly less
construction-intensive than investment in general. Thus, the construction

industries are left with slightly reduced demand. ¥or retail trade, the

reduction in employment arises from the assumption of fixed real consumption.

The changes in relative prices induced by the wage cut happen to cause a

reallocation of the consumer budget away from retail-intensive commodities.

Apart from the export-related industries, the other main
winners from a real wage cut are the import competitors. Reductions in
domestic costs are particularly valuable for these industries (e.g. 29, 30,
33, 41, 47, 65) because they generate import replacement demand. However,
a glance at the regional results confirms that the effects on the export
industries are dominant. The exporting states, Queensland and Western
Australia, recelve the biggest percentage boosts in employment, whereas

the smallest gain is for Victoria, the least export-oriented state,

Before leaving the real wage simulation, it is worth commenting
on the rate of return results. Perhaps surprisingly, ORANI indicates
reductlons in the rates of return for more than half the industries (57

out of 109). In every case, however, the reduction is small, the maximum

3, The Macro Results

osn,mwﬂmn set of results is concerned with across~the-board
increases in protection, the next two sets simulate the effects of
demand expansions, the fourth gives results for a uniform reduction in
all real smmmmww while in the fifth we consider a combination of demand
expansion and wage reduction. In this section, we analyse the macro
projections, i.e, the material presented in Table 1. Consideration of the
industry and regional projections, Tables 2 and 3, is delayed until

section 5.

(a) The Macro Impact of a General Increase in Protection

Protectionism has always been a tempting strategy during periods
of economic Hmnmmmwom.po In Australia, depressed economic conditions have
often led to policiles of "temporary assistance”. An example is the
current widespread use of "temporary' quantitative restrictions. Economic

recessions have also been used as a rationale for delaying the reduction

of tariffs and other protective devices.

It is our view that protection is at best an ineffective short-

run approach to employment creation and at the same time may impose

9. We refer to the per unit costs of employing labour, not to labour
income. Take~home pay can vary independently of real wages (in our
sense) via changes in income and payroll taxes and in holiday and
other fringe benefits.

10. "The drift toward protectionism and autarchic policies of the past
60 or 70 years has been sharply accelerated by each depression. The
movement away from free trade exhibits not only a secular trend, but
also cyclical oscillations. Depressions and wars bring an outburst
of protectionism -~ higher tariffs and other impediments to trade
which are only incompletely removed during the following peace or
prosperity period." Gottfried Haberler, "Some Factors Affecting
the Future of International Trade and International Economie Policy”,
in Seymour E. Harris (ed.) Economic Reconstruction (New York :
McGraw-H1i11, 1945), p. 320.
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13.

All projections are percentage chanpes.
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major losers from a tariff increase, while Victoria, the home for much
{ - . .
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Notes appear at the end of the table.
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aggregate real absorption, of a one per cent cut in real wages and of our
package, i.e. a 6.15 per cent reduction in all real wages combined with

a 3.21 per cent increase in real aggregate absorption.

Probably the most interesting results are those for the macro
package, These can be interpreted as referring to the changes in employ-
ment and rates of return which would be associated with a macroeconomic
recovery, i.e., a situation in which aggregate employment was increased
by 5 per cent, the balance of trade was left unaltered and the rate of
inflation was reduced. According to Tables 2 and 3, the restoration of
macroeconomic health via our package would increase rates of return on
fixed capital in all but six industries, increase employment in every
industry and have a uniformly stimulatory effect across the states. Thus
the results support the theme developed at the beginning of this paper :
that many of the problems which might appear to be specific to particular
industries and regions are in reality assoclated with the generally
unsatisfactory state of the macroeconomy and that the best form of

assistance to ailing industries in Australia'’s present circumstances

would consist of macro rather than micro policy initiatives.

Our emphasis on macro policy is further supported by the
industry and regional results for a 25 per cent tariff increase. Micro
now»nw instruments, such as tariffs, tend to relocate structural adjustment
problems rather than eliminate them. According to ORANI, a 25 per cent
tariff increase (under the assumptions outlined in section 2) would
reduce rates of return in 73 out of the 109 input-output industries while
employment opportunities would fall in 40 industries and in three of the
states, The most adversely affected sectors would be the major export

industries and export supplying industries, e.g. the agricultural industries

(contd)
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32.

labour., It must not be eroded by increased non-wage elements (workers

compensation, payroll taxes, mnn.v.up

Our expectation is that 1f there were a significant reduction
in the real costs of employing labour, then the second part of our package
(i.e. the increase in aggregate demand) would not provide a difficult
policy problem. In fact, for the reasons outlined above (i.e. the effects
of cuts in real wages on profits and investment, the effects on the income
of the formerly unemployed and the effects on household savings behaviour)
1ittle explicit stimulatory action may be required. However, in the
last section we argued that reductions in real wages would move the
balance of payments towards surplus. As the surplus appeared, a favourable
situation would develop for govermment initiatives of the Keynesian type,

e.g. cuts in income tax, increases in government expenditure, etc.

Two final points should be emphasized. TFirst, we would not
support an immediate attempt to reduce real wages by the full 6.15 per
cent indicated by our package. We would prefer a smaller reduction, say
3 per cent. Although we have argued that cute in real wages, even in
the absence of stimulatory government action, may increase aggregate
demand, there can be no certainty on this point. By starting with only
a small reduction in real wages, we can limit the size of any budgetary
problems which might be associated with maintaining aggregate demand.
When employers have had time to take advantage of the initial wage cut,
then further wage cuts could be introduced 1f required. With luck,

however, further wage cuts would not be required. We expect that the

31. Snape, op. cit., p. 40 produces figures showing that "average adult
avard minimum wages plus other labour costs deflated by the non-farm
G,D.P. deflator" have continued to increase despite partial wage
indexation.
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Table 3

EMPLOYMENT RESULTS AT THE STATE LEVEL OF ALTERNATIVE MACRO ﬁOrmnumm»

o ot 1% Increase 6 e g o
Region wwm.wmwwwm in all Real wm Mcw,w: 2 fZ&mwﬂ 2
! Absorption” i hapes fckage
NSW
(incl. ACT) .06 .75 43 5,06
vic .53 .78 .38 4.82
QLD -.70 ,25 .76 5.48
SA
(incl. NT) .25 .75 .40 4.87
WA -.60 42 .56 4,79
Tas. -.22 .53 .53 4,92
Australia® .05 66 .47 4,97

1. All projections are in percentage changes. The state results were
derived from the national results by applying the method described
in Peter B. Dixon, B.R. Parmenter and John Sutton, "Spatial Dig-
aggregation of ORANI Results : A Regional Balance Method", Inpact
of Demographic Change on Industry Structure in Australia, Preliminary
Working Paper No. OP-19, Industries Assistance Commission, Mcibourne,
February, 1978 (forthcoming in Economic Analysis and Policy). In
terms of that paper, the computations reported here were
made with y = 1 , i,e., the computations take into account both
variations across the states in the industrial composition of their
economic activity and the multiplier effccts arising from the rclation-
ship between state incomes and the level of state consumption.

2. As in Table 2, these computations extend the results for cxperiments
I, II, IV and V of Table 1 (scc notes 1, 4, 5 and 6 at the end
of Table 2).

3. There are minor differences between the results in the last line of
this table and those for experiments I, II, IV and V in the
first line of Table 1. Different weighting schemes woere used
in the two tables to compute the percentage change in aggregate
employment from the percentage changes in occupational employrent.
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30.

accepted, then it follows that a reduction in unemployment
and inflation, via a reduction in real wages, could stimulate
aggregate household expenditure by reducing the average
propensity to save. It also follows that the standard of
living need not fall, even of those who are employed before
the reduction in real wages. (It is clear that the standard
of living of formerly unemployed people who find a job at the
lower real wage will be raised.) An improved macroeconomic
situation allows households to maintain a given level of

consumption on a reduced level of real income.

(iv) Most importantly, the argument ignores the fact that governments
have freedom to manipulate aggregate demand independently of

real wage rates. As Professor Gruen puts it :

"Aggregate demand is subject to control through other
instruments : in particular fiscal and monetary policy.
These can operate much more directly on aggregate demand

than wage vowwo%.zmm

The same point is wade by Professor Corden :

"It must be remembered that fiscal and monetary policies

can make aggregate demand whatever the government wants

29

it to be, allowing for time lags.'

If the time lags mentioned by Corden are a problem, then govern-—
ments can adjust payroll and income taxes sc that real take-home pay is

unaltered while the real costs of employing labour are reduced. That is,

28. F.H. Gruen, op, cit., p. 80.

29. W.M. Corden, op. cit., p. 27.

19.

aggregate employment. Although protection can save jobs in import
competing industries, it simultaneously destroys jobs in export industries
and industries supplying export industries (see Table 2 and the analysis
in section 5). Protection of import-competing industries imposes cost
increases on the rest of the economy. Notice in Table 1, columm I that
we estimate that a 25 per cent tariff increase adds 1.641 per cent to

13

the consumer price index. Under full wage indexation, this adds

1.641 per cent onto the wage bills of all psmcmﬂnwmm.wb Compared with
domestically oriented industries, export and export related industries
relying on world markets are poorly placed to pass on cost increases. The
cost squeeze effect on the export industries is reflected by our estimate
that under the influence of the 25 per cent tariff increase, total

exports fall by 1.863 per cent. It is interesting that this reduction in
exports is sufficiently large for the simulated net effect of uniform
increases in protection to push the balance of trade only slightly towards

surplus.

(b) The Macro Impact of Demand Stimulation

Until quite recently students were graduating from economics
courses secure in the idea that macro policy was principally a matter of
demand management. The Keynesian orthodoxy was that aggregate employment
could be adjusted by changes in government expenditure, changes in
taxation policy and variations in interest rates. The main Iimitation

to employment creation via demand stimulation was seen to be the impact

13. The increase in the capital goods price index is even higher. The
capital goods price index includes a comparatively heavy welghting
on protected imports.

14, As well as increased wage costs, protection imposes increased materials
costs, This idea is emphasized in the "effective protection” literature
and also plays a significant role in the ORANI computations.
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28.

(141) A slow down in the rate of investment (and growth of capital)
associated with reduced confidence concerning the future
political, social and economic envivonment ;

H

(i1v) Deterioration in industrial relations s
(v) Increased costs of hiring and firing., Increased costs of
worker benefits (holiday pay, worker compensation for

injury, etc.).

0f course, policies aimed at increasing business confidence, at improving
industrial relations and at persuading Australia's trading partners to

be less protectionist could all play a useful role in improving the
employment situation while limiting the required reduction in real wages.,
Our view, however, 1s that increased flexibility in the overall level of
real wages and of wage relativities will be necessary for lmproved

employment pexformance. In summary,

"Real wages are important for unemployment."

Corden, op., cit., p. 30.

4. The Implementation of Macroeconomic Recovery

Is our emphasis on real wages misplaced? What about the often
repeated argument that cuts in real vage income would have disastrous
consequances on economle activity as a result of the severe contraction
of demand that it is alleged would follow. It seems to us that this

argument is wrong for several reasons

(1) It ignores the effects of reduced real wages on profits
and the consequent implicationz for investment demand and

consumption expenditure by profit earners.

21,

In column II we see that, according to ORANT, general demand
stimulation can be a very expensive method (in terms of wsmwmnmom and
balance of payments problems) of creating additional jobs., Under fixed
real wages, a .577 per cent increase in employment is bought at the cost
of an increase of 1.707 per cent in the consumer price index and an
addition to the balance of trade deficit worth 3.9 per cent of total
mﬂvoanm.wu Obviously, 1f these calculations are anywhere near the truth,
general demand stimulation cannot, by itself, provide a feasible approach
for a return to full employment from a situation of say 5 per cent

unemployment.,

What aspects of the ORANI model are responsible for these
rather pessimistic results? Our overall hypothesis about the behaviour
of producers is that they will respond to demand increases with an
Hsnwmmmmkws output and employment only 1f the demand increase allows an
improvement in thelr price/cost situation. With full wage indexation,
prices and costs tend to move together and for the typical firm there is
no incentive for expanded operations. In fact, the typical firm may
never "notice” the increase in demand. Price increases for domestic goods
keeping pace with cost increases or cost increases keeping pace with price
increases -- will shift demand away from domestic producers towards
imports. Thus, under full wage indexation, we can expect a major part of
any increase in aggregate demand to be satisfied by imports, (Notice in
column II that imports are shown as increasing by 1.813 per cent.) Also,
we can expect gemeral demand stimulation (under conditions of full wage

indexation) to reduce job opportunities in those industries which are

17. §$B.144 is sbout 3,9 per cent of exports in the model's base vear.
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a little experimentation, it becomes obvious thai there is no plausible
package which (a) generates a substantlal well-balanced increase in
employment, (b} involves no serious balance of trade problem and

{c) does not involve a cut in real wages, The message from Table 1 is
quite clear : cuts in real wages costs combined with a moderate expansion
in aggregate demand offer Australla the best possibility for a non-
inflationary return to full employment.

Our concluding point for this subsection concerns gauses and

. . 24
cures. It has been avgued by many writers that increases In real wages

have been an important cause of unemployment. For example, Professor Suape

puts the case persuasively as follows :

1o those who sre accustomed, following Keynes, to play down
the role of real wages, I pose a question. BSuppose an
sconomy 18 operating near full employment and for some reason
(e.g. the conditions of 1973-74 Australia) real wages
{necrease significantly ahead of growth of output per employee,
and are retained at thelr new, higher level; what ls likely
to happen to employment? Unless there was a slzable economic
"gurplus' in the profits earned prior to the real wag
incresse I find it difficult to conceive of circumstances in

which one might argue that "full" ewployment would continue.”

74, See, among others, R.H. Snspe, “Comment’, Economic Fapers,No. 56,
Octobar 1877; W.M. Corden, 'Macro-Beonomic Policy Uptions for
sustralia”, ZBeonomic Papeys, Mo, 56, October 1877; F¥.H. Gruen,
"Some Thoughts on Real Wages and Unemployment", in M.R. Fisher,

et. al, Real Wages and Upemployment, CAER Paper, Ho. 4, March 1978;
T.W. Stammer, Real Wages and Unemployment”, in M.E. Fisher,

et, al, ep, cit.; end P.B, Dixon, B.R. Parmenter and J.M. Sutton,

fSome Causes of Structural Maladjustment in the Anstralian Feonomy',
Economic Papeys, No. 57, January 1978,

25, Snape, op, cli., p. 38,

25

23,

18,19

{about 0.3 per cent of exports). On making the obvious multipli-

cations, it might appear that with a sufficient increase in government

expenditure, we could eliminate 5 per cent unemployment at a cost of a
1.77 per cent increase in the consumer price index and a deterioration
in the balance of trade worth approximately 9.5 per cent of mwﬁowﬁm.mc
What makes such an approach to employment creation impractical is the

size of the required increase in government expenditure. It would need

to be 5/.158, 1.e. 31.65 per cent. Quite apart from questions about the
feasibility of framing monetary and fiscal policies which would allow such
mageive changes in government expenditure while fixing real private
expenditure and real wages, there is the question of long-run resource
allocation., A policy based on engaging people in public employment, not

in response to demands for public services but merely from the point of

view of creating jobs, can be enormously wasteful of human effort.

() The Macro Impact of a Cut in Beal Wages

A glance at Table 1, column IV confirms that, according to
the present ORANI simulations, rzal wages are the key to macroeconomic
recovery. A one per cent veductiom in real wages leads to a .514 per cent

increase in employment, an improvement in the balance of trade and a

18. $B.011 is about 0.3 per cent of exports in the model's base vear.

19, Tn these simulations, short-run expansions of public services inerease

unit costs, just as shori-run expansions in private production activities

increase unlt costs. However, unit costs (or "prices') of public
services (defence, public administratiom, etc.) do not enter the
ORANT consumer goods price index and do not flow on to wages.

20, Note that 5.0/.158 = 31,65 eand 31.65 x 056 = 1.77 and
31.65 % 0,3 = 9.5 .
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