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32.

upper limit for G*+aj | The highest Australian estimate of
G

(- w) for recent data is 2.51 ﬁabumcpm‘ 1978); this figure is well above
the estimate of 1.82 obtained by Williams (1978) and the weight of the
international evidence for a country like Australia (Lluch, Powell and
Williams, 1977). The lowest recorded value of s since December 1972

is just under .14; a generous lower limit in present circumstances would

be .09. Calculating n on the basis of these upper bounds, we obtain
= - 0.48 x 0.91 x 1.52 x [1 - 5]
n = . . . 55T
= - 0.40 .

EMPLOYMENT PROSPECTS FOR KEYNES' GRANDCHILDREN :
SOME POPULAR FALLACIES

by

Alan A. Powell®

Preamble

The allusion made in the title of my talk is to an article by

Keynes published in the Nation and Athenaeum for October 11th and

October 18th, 1930. In that brief essay he discusses economic possibilities
for the grandchildren of his generation. Many of those grandchildren are

now adults. What is surprising (perhaps) is that the burning issues - -
cbwawwowsmaﬂ and especially ﬂwnzﬂoyomwOWH unemployment - x‘aoz_ﬂ seem to

have changed. Moreover, the attempts of the grandchildren to deal swmr

these problems have not been marked with spectacular success, notwithstanding

instruction from their famous forebear.

In this talk I wish to examine four popular reactions to the
current unacceptably high levels of unemployment. Research undertaken
within the IMPACT Project is able to shed some light on each of these

approaches to the restoration of full employment. The first two, namely,

1 would not have been able to write this paper without the intellectual
support and stimulus of my colleagues at IMPACT. Special thanks are due

to Peter Dixon, David Vincent and Ashok Tulpulé; while Brian Parmenter's
generous supply of feedback on draft material served as the anvil without
which the paper could not have been forged. Richard Filmer and Tony Lawson

kindly drew my attention to Keynes' 1930 paper. Residual errors remain my
exclusive responsibility.
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30. 3.

that (Keynes, 1930) : (A) The Real Wage Issue

"The pace at which we can reach our destination ... In the last two years we have seen a debate in Australia on the
will be governed by four things ~ our power to control “ question of whether or not a reduction in the level of real wages (or at
population, our determination to avoid wars and civil least a slowing down in the rate of increase of real zmwmm relative to
dissensions, our willingness to entrust to science the ) productivity growth) is necessary for the restoration of full employment.
direction of those matters which are properly the concern In his presidential address to the Seventh Conference of Economists

of science, and the rate of accumulation as fixed by the ] Max Corden (1978, 1979) gives the issues a very thorough going over. His
margin between our production and our consumption .... " ‘ conclusion that it is not viable to reflate an open economy by demand
(italics in original). stimulation alone, seems (with one or two notable exceptions) to have been

accepted by the Australian economics profession. The minority opinion has
It is difficult to avoid choosing a 'determination to avoid civil dissension!',

been forcefully put by Geoff Harcourt (1978)and by Peter Shechan and his
and the energetic application of our intelligence towards means of achieving

colleagues at the Institute of Applied Economic and Social Research (Sheehan
this goal, as the values whose primacy Keynes would have stressed for

et al. (1979)). As I interpret their position, the minority group's con-
Australia in the nineteen eighties. i
nycmwozm are at variance not only with Corden's analysis, but with the
general thrust of the OECD's McCracken Report (1977) and with the views of
Gruen (1978, 1979), Peter Jonson et al. (1977), Richard Snape (1877), Dixon,
Powell and Parmenter (1979) and, at least implicitly, Perkins ﬁwwqmu. Corden
and most of the authors supporting the majority opinion emphasize that, in
the context of an open economy, one can no longer erase the wcmmwﬁ constraint
as in the Keynesian analysis of a closed economy. While the restoration of
full employment at home requires an expansion of aggregate demand, the mainten-
ance of external viability requires a matching reduction in costs. In the
case of Perkins' proposals for demand stimulation matched by sales of bonds to
the non-bank public, an essential ingredient is the cut in real costs which it

is hoped would be secured by the package.

So the position is as follows. With the exceptions noted above,

among the economists who have contributed publicly to the recent Australian
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In contemporary Australia acquiescence by employed labour in such a (3) The fact that the differential incidence of a general

squeeze on real wages seems too much to hope for. Yet barring some expansion in aggregate demand is in the opposite direction

lucky accident which leads to an autonomous increase in the full employment to the differential incidence of a cut in real wage costs

real wage, it is to such an acquiescence that our hopes must necessarily be — suggests a two-pronged approach to the macro problem. A

pinned. For while the refusal of employed labour to tolerate a squeeze macroeconomic 'package' combining both approaches would

in real wages might not have been fatal to the Keynesian strategy in a provide balanced stimulation of industries, occupations

closed economy, it must surely be so in the context of an open one. Refla- and regions. Such a package, moreover, would reduce the

tion of an open economy requires not only an expansion of aggregate demand, rate of inflation.

but also a cut in real costs. A package based on these two elements is much

. With reference to point (1), the ORANI model projects that a
less discriminatory among industries, occupations and States than either

1 per cent increase in real aggregate demand (that is, a balanced increase
element taken singly (DPP, 1979).

in all components of real absorption) leads to 2 0.6 per cent increase in
In anything but the short run (less than two years, say), it is . . )
aggregate employment, to an increase in consumer prices of 1.7 per cent
very unlikely that levels of protection afforded particular industry sectors . X
and to a worsening of the balance of trade equivalent to about 3.9 per cent

have anything to do with the aggregate level of employment. Opinions to the
Y & SREIOERTS Loy v of total exports.

contrary tend to ignore the fact that increased protection for some sectors )

imply increased costs for all sectors especially when wage rates are effect- The conclusion in (2) above was based on a simulation in which
ively indexed to domestic prices. Recent research (DPP, 1979).indicates real aggregate absorption was held fixed when real wages were squeezed.

that the adverse effects of cost increases on maﬁwo%sm:ﬁ\wn other trading The essence of the Keynesian position, however, is that a strong link
sectors is likely to offset any increases in employment generated in the exists between the level of aggregate demand and wage payments. We have
protected sectors. Qur research priorities in the trade area should be advanced a number of reasons for rejecting the relevance of this view to
into identifying feasible approaches to liberalization involving manageable the contemporary Australian economy (DPP (1979}, pp. 25-28). For reasons
adjustment paths. I would agree with those who see it as our responsibility, of time, I will not go into them in detall now. Suffice it here to mention :

and as in our own long term self interest, to give more weight to the needs s .
g s g g (a) the fact that asset income is no longer the sole preserve

of third world countries in these matters. .
of a narrowly defined small group of 'capitalists' ;

3

Current proposals to shorten the length of the working week are : .
prop ng g (b}  that the average savings ratio does not seem to be

s t h. E i .
unlikely to help close the gap between the number of man hours which the independent of the inflation and unemployment rates and

i illd 1 t . 8i . .
work force is willing to supply and the volume of employment demand ince in fact increased dramatically over the Tecent period of

high inflation and high unemployment ;

3
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26. 7.

To conclude this section, I will reiterate the major dangers remainder (those without jobs). I share Hugh Stretton's (1979) concern

inherent in the adoption of the Luddite creed : ‘ about the ugly nature of this trend (although I cannot agree with the degree

of intervention involved in his proposed remedies).
(a) it is unlikely to solve the distributional problem and

in fact may exacerbate the new class warfare between When Keynes eliminated the budget constraint of neo-classical
the employed and the unemployed because of the stagna- . economics he was asserting that it was possible to get something for
tion in the levels of real wages which a technological . nothing. This was a rather optimistic view for a practitioner of the
moratorium would produce ; gloomy science. It was founded on the belief that, although money wages
(b) the cost in terms of higher material standards of living were sticky in the downwards direction, real wages could (if :wnommmdwu be
foregone would be excessive (roughly equivalent to an squeezed by the inflation which would follow an expansion of aggregate
indefinite freeze on the standard of living at its demand as the economy neaved full employment. Thus, if necessary, those
current level); and currently holding jobs might be "tricked" into accepting real wages lower

than they would otheiwise have enjoyed. They would hence allow involuntary
(¢}  Australia could not unilaterally adopt the Luddite position

unemployment to be mopped up. Union leadership is undoubtedly more
without abandoning a large percentage of the benefits which

sophisticated than that of four decades ago. There seems little doubt
at present flow from interpational trade.

that in the contemporary economy neither union leadership nor the public
As it was at ‘the beginning of the nineteenth century, as it was in the in general is subject to money illusion to any major extent.

crises of the nineteen thirties, the perspective of the Luddites remains

All of this was in the context of a closed economy. In an open
t00 NAarrTow. It ignores the fact that

economy the number of economic agents who would need to be "tricked" by the

".... this i 1 t T hase of maladjustment. . . . . .
s 15 only & temporary phase ] governmental magician is larger. In particular, all those foreigners holding

All this means in the long run [is] that mankind is

paper assets with yields denominated in Australian currency would need to
solving its economic problem. I would predict that

believe that the expansion envisaged by a Keynesian minded government could

the standard of life in progressive countries one . . R .. R
prog in fact be achieved without bringing the Australian dollar under pressure.

hundred hence will be between four and eight . : . i
unered years hen * & This latter group of agents (foreign investors), however, could hardly fail

i high as it is today. There would be nothin
times as high as it is today 8 to understand that any governmental policy which brings the balance of payments

surprising in this even in the light of our present . . X
™ 2 & P under pressure is a risk from the point of view of the real value of the

knowledge. It would not be foolish to contemplate the X . . I
income stream vepresented by their Australian assets. If this is inter-

possibility of a far greater progress still.® (Italics . . . L
national money's perspective of the situation, then it is very likely that

in the original.) (Keynes, 1930.)
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24,

us to what is going on under the surface - to the true
interpretation of the trend of things. ..+. [Flor the
first time since his creation man will be faced with his
real, his permanent problem - how to use his freedom

from pressing economic cares, how to occupy the leisure

which science ... will have won for him ... ."

A decade ago I took up the same theme (Powell, 1969) :

"In 100 years' time m@mﬂrmmm 50) the concept of "working
for a ww<w=m: will be as dead as the dodo.  The technolo-
gical capacity of the world economy will make all but the
most skilled labour redundant. The economies of the world,
as well as our value and ethical systems, will be
challenged in a way that has never seen equal. The
typical "worker" (who, by and large, will not work) will

receive a cheque in the mail solely in order to give him the

purchasing power needed to keep the wheels turning. Indeed,
he may have to "pay" to get a job - jobs will become as
leisure, and leisure as jobs. All of our moral ideas about

the value of ''good honest work" will suddenly be floundering

in a sea of leisure.”

Such radical changes are unlikely to surface in a country like Australia,

at least not in the lifetime of this audience (although on this point

there can be no certainty : the recent public pronouncements of the
President of the A.C.T.U. (Hawke, 1978) suggest that the time for considera-

tion of such radical measures is now).

9.

expansion in real demand and a cut in Hmww wage costs would provide a
balanced stimulus with fairly even incidence across industries, occupations,
and States. For these reasons such a balanced package has social as well
as economic advantages. The link between real wage payments and real
aggregate demand is now seen to be much weaker than the one assumed by

many traditional Keynesians., Further, the maintenance of real wages in
excess of their full employment level is socially divisive and threatens

to lead to a dangerous polarization. Finally, it is unlikely that a
government such as Australia's could expand wosmmﬂwn demand without leading
to a flight of foreign capital followed by forced devaluations. The con-
clusion must be that real wage restraint is a necessary ingredient of any

attempt to restore full employment.
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22.

the deleterious effect on Australia's trading position of a unilateral
freeze on technology. These trade effects would clearly reinforce our
conclusions for the domestic economy (see also Johns, 1979, p. 12). Since
the benefits of trade are two way, our major trading partners would also

stand to lose.

It is true that distributional difficulties have been assumed
away in the SNAPSHOT projections described above, The justification for
the Luddite position, presumably, must be that these difficulties are
insuperable. The long run historical perspective demonstrates that this
is not necessarily true : neither the original Luddite premonitions nor
their revival half a century ago (which led to the paper by Keynes which T
have cited) in fact turned out to be fulfilled. Moreover, it is likely
that the imposition of a moratorium on the new technology would generate
distributional difficulties of its own.  The SNAPSHOT projections indicate

stagnating or declining full employment real wage levels. At the present

time, organized labour is pressing for higher real wages and certainly seems

to have been successful in resisting attempts to squeeze real wages to any

extent since the real wage explosion of 1972-75. Given the adoption of the

Luddite creed and the consequent stagnation in the full employment level of
real wages, nonﬂwmcmw successful pressure for real wage increases by power-
ful sections of the labour force would result in substantial unemployment.
This would surely fuel the new class warfare between the employed and the

unemployed.

Although the absurdity of the Luddite position is now apparent,
we must nevertheless give careful attention to the questions of adjustment
and income distribution. In facing adjustment difficulties some of the

more facile union leaderships have been clever enough to invoke the

11.

to improve the balance of trade. In fact, it is estimated (DPP, 1979) that

a 25 per cent across-the-board increase in tariffs would lead to an improve-
ment in the balance of trade equivalent to about 0.3 of one per cent of the
value of exports. This is because in these ORANI simulations, carried out
under conditions of maintained aggregate demand and fixed real wages, the
effect of higher prices for importables feeds through immediately into
consumer prices {(which rise by 1.6 per cent) and into costs generally, The
export industries are poorly placed to pass on these additional costs.
Consequently, although imports are curtailed, the value of exports drops

by an almost matching amount. To avoid this conclusion one would have to
believe that the elasticities of export demand facing Australian commodities
are very much lower than the values used in the simulations (which we believe
to reflect the best empirical evidence available - - see Freebairn (1978)),
and/or that the elasticities of export supply by Australia are extraordinarily
low {(i.e., much less than the mecmm used in the ORANI simulations, which were
approximately 0.08 for major agricultural exporting industries - - see DPP,

1979, p. 79, footnote 9).

Corden does identify another set of circumstances in which a
carefully designed set of tariffs might be employment creating. This would
be the case in which the tariffs were specifically on items not in the typical
budget of members of the class who supply labour. Thus the effect of the
tariff would not be to increase any relevant measure of labour costs. Under
such a scenario a contraction in exports (if any) could be much smaller than
the value of the imports eliminated by the tariff. In such a rigid real wage
economy an increase in absorption coupled with a tariff on goods purchased

by the capitalist class but not by the working class might lead to the
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20.

argument is fallacious. Successful innovations (that is, those which are

actually adopted and survive) by definition make more productive use of

primary factors as a whole (i.e,, of labour plus capital). All success-
ful innovations are cost cutting in this sense. Nor is it true to assert
that innovations of times gone by always satisfied new needs. The work of

Lancaster (1971) and Ironmonger (1972) on the definition of ooaaomwwwmm in
characteristics space clearly points up the idea that the relevant attributes
of a product are the needs which it fulfils. Thus railways and automobiles
satisfied the same basic human needs as the modes of transportation which
they displaced. The important thing about innovation in, e.g., the
transportation field, is that the same number of ton miles of transport
services could be delivered with a lower composite input of labour and

capital. Contemporary innovations are basically no different.

Some idea of the order of magnitude of the potential labour dis-
placement problem can be gleaned from simulations recently carried out with
the SNAPSHOT model (Dixon and Vincent, 1979). In these simulations we

make use of technological scenarios developed by the Bureau of Industry

Economics (Chapman and Wood, 1978, a, b, c¢) and augmented by the IMPACT team.
The year of projection (or snapshot year) is 1990-91. The base year for
the projections is 1971-72. An interesting hypothetical question to ask is
what would have been the demand for labour in 1971-72 if the technology
envisaged for 1990-91 had applied then?  Actual employment in 1971-72 was
of the order of 5.2 million. Using the 1990-91 technology the same final
bill of goods and services could have been produced with a workforce of

3.6 million. In this sense, the technology envisaged for 1990-91 is

"labour displacing" to the extent of 1.6 million jobs.

13.

competitors in temperate zone agriculture, e.g., by Canada and the u.s.,
our actions in the field of tariff making have the net effect of improving
employment prospects in the rich countries at the expense of employment
prospects in poor ones. This obviously cannot help Australia's image in

the region in which we are located.

We have pointed out that even in the absence of retaliation by
our trading partners, attempts to export unemployment via increased
protection will not work. Such attempts may, however, provoke retaliation
among our trading partners and lead to a fall in the demand for our exports.
Hence competitive attempts to export unemployment ultimately benefit no-one.
Such an approach to the restoration of macroecconomic health is founded on a
fallacy. In Australia's case it can lead only to a worsening of international

relations and a demonstrably regressive redistribution of international income.
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18.

Against this upper limit on the reduction in labour supply
likely to result from a five per cent reduction in standard hours must
be set the contraction in employment demand which would result from
the five per cent increase in the real hourly wage rate implied by the
scheme., Simulations with the ORANI model under neo-classical assumptions
(DPP, 1979, Ch. 3} indicate that such an increase in real wage costs would
lead to a 2.6 per cent reduction in labour demand. Even under extreme
neo-Keynesian conditions, ORANI projects that labour demand would fall

by 1.4 per cent.

The above results suggest strongly that even under the most
optimistic assumptions about the sensitivities of labour supply and demand,
the proposed cut in standard hours with maintained real weekly wages could
not make a significant contribution towards reducing involuntary unemploy-
ment., Indeed, under assumptions which seem plausible to me, the scheme
could well exacerbate the imbalance in the labour market, and possibly by

a significant amount.

15.

Suppose that "cutting standard hours' is taken to mean that no one may
opt to work more than the new standard; i.e., all overtime is banned.

(I won't dwell on the administrative feasibility of such an approach.)
Then some "sharing" of work might result, but at the expense of repressed
labour supply (implying disguised unemployment). The fact that many
employers choose overtime in preference to a larger work force indicates
that it is less costly for them to operate in this way. The arbitrary

proscription of overtime, therefore, would raise real wage costs and

very likely lead to a drop in labour demand in addition to the fall induced

by the higher hourly wage rate (which itself is a consequence of maintain-
ing standard weekly earnings in the face of lower standard hours). As a
partial offset to these effects it is possible that some less powerful
firms which are currently involuntarily enmeshed in overtime arrangements
solely in order to satisfy the preferences of a powerful umion, would
find the higher priced standard hourly wage rate more attractivz than the

old standard rate plus (from their viewpoint, compulsory) overtime.

On a more serious level we might suppose that initially those

people who actually hold a job are, by and large, in approximate equilibrium

with respect to the number of hours per week they work, given the terms of
employment in the job which they currently hold and in any other jobs to
which they probably could move. Could the proposal to shorten the standard
working week and to increase the standard hourly wage rate lead to an
increase in voluntary leisure which is sufficiently large to cause a worth-
while fall in labour supply? Might the celebrated "backward bending supply

curve" for labour be harnessed to good effect?

In the traditional theory of labour supply, an increase in wages

very probably leads to a desire on the part of workers to spend less time
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