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INFLATION AND PRICE CONTROILS
IN A FLEXPRICE-VIXPRICE MODEL

By Dox E. SCHLAGENHAUF AND FRANKLIN R. Shope®*

This paper develops a simple model of inflation for an cconony characterized by both flex-
price and fixprice ontpur secrors. Inflation oniginates with excess demand in cither sedtor,
and it iy transmitted across sectors. This transmission process togcther with an inflationary
expectation hypothesis sustainy the inflation evert in the absence of any continuing  excess
demand. The inflation generated by this process i subjected to wage and price cantrals. Par-
ticular attention is given to the structnre of the optimal control rale lor the maedel and to
the question of allocative efficiency. Equity and terminal coneerns are also considered

1. INTRODUCTION

This paper has two purposes. First it develops a simple analvucally
tractable model of inflation for an economy characterized by two output
(flexprice and fixprice) markets and one input {labor) market. The model
incorporates most of the major elements of short run inflation theory and
demonstrates. at least in a stylized way, how inflation can be transmitted
and sustained. Second. the study imposes a set of temporary wage and
price contrels on the model. The impact of these controls is examined to
identify the circumstances under which controls might, and also might
not. be appropriate, and aiso to suggest how controls might be designed to
satisfy certain allocation, equity, and termination criteria.

2. Tue INFLATION MODEL

Price and wage behavior is examined in a simple cconomy char-
acterized by two output markets and a single labor (input) market. Prices
in one output sector are determined primarily in auction-type markets,
while prices in the other sector are largely administered. The first market-
type is representative of agricultural and commodity markets in which
prices are determined largely by excess demand considerations. The see-
ond market-type is typical of many manufacturing industrics in which
prices are largely determined by some mark up strategy. Gordon [3].
Hicks [5] and Moroshima (6] refer to the former as the flexprice niarket
and the latter as the fivprice market. Okun (7] prefers to call them the
auction market and the customer market, respectively.

*The authors are particularly gratefui to the referecs of this journa! for their thought-
ful and very heipful comments. They would also kike to acknowledge inancial support tor
this study provided by the Graduate School (Arizona State University) and Investors
Business Fducation {Umiversity of Hlinois).
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In this simple economy thc. labor market is Specified by 4 Wage for.
n:ation equation in which wage Increases are ilSSUl]‘]Cd w‘ rcsppnd to prige
increase expectations and to excess demaund COllSl(‘icrutmns in that m,,.
ket. Price increase expectations are ;_lssumcd to be formed udsiptiv(g]_y ang
are related to past price increases in both output markets  Sip. but
output prices and wages inﬁucnc; costs, the postulated mark up Strateg,
of the fixprice sector raises prices in that scctor‘, and these Increases iy tuen
feedback into increased wage demands, }-{xr(hcrmorc,. the resulting
changes in relative prices of the two sectors unpll‘\- 4 shift in (he com.
position of demand (even if one assumes that noming) dggregate demang
is held constant or js determined exogenously), and thig 100 feeds the
inflation process. In this study aggregate demand and supply consider.
tions are. in fact, assumed to be determined €xogenously. However, the
model can be readily adapted to allow for the impact of fiscal and/or
monetary policies.

A. The Flexprice (Auction) Marker

In this market it is assumed that the dominant determinant of price
movements are output excess demand considerations, Prices are assumeq
to be essentially unrelated to short-run changes i COSts: possibly .
cause in many of these commodity or auction Markets, labor cogtg are
relatively uniniportant,

The demand function appropriate to the flexprice (auction) market is
given by

D e -8
(I) At = }7Pm (,'l
where ¢ income elasticity of demund

£ = price elasticity of demand
Y = cross price elasticity of demand

i

The quantity supplied js assumed to be gjven €xogenously and is con-
trolled by the vagaries of the Weather and by the OPEC ministers and/or
other domestjc and internationy] cariel managers. Consequcntly, the sup-
Ply function js of the form
2) S < 03

Finally i i assumed that prices fespond to excess demand as given by

(3) PA(HI] = [Q?I/Qfl}kﬁu

elasticity of price adjustment, ang
Pu= Pyl o )" = the trend flexprice which insures some long
fun price parity for the flexprice sector.
Combining (1),(2), angd (3) yields

i

where K
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(4) Pawiny = (YIPHPL(OL) VP,
Equation (4) can casily be rewritten as

(5 Prain = k'Yl’(‘: - ’\'.Bf’,u + Oy
where

Cy = kﬂ_l‘, - /\({i. + p

and p,..,y, is the percentage change in Py yo 15 the percentage
change in Y, etc.

It should be clear from (5) that inflation can be initiated cither by a
contraction in the quantity supplied in the flexprice market (%,, or by an
increase in demand resulting from an increase in national income Y.

B. The Fixprice ( Customer) Marke!

The dominant market clearing mechanism in this sector is a quantity
adjustment process. Accordingly, prices are essentially independent of
short run excess demand considerations and are instead largely cost de-
termined as firms employ a mark up strategy. The three inputs employe
are customer goods, auction goods and lubor. The mark up relationship
can be written in lagged form as

(6)
Py = nl(Bpe; + Ypa + éw,) + (I — MOpee-y + ¥pag-n + ow,_y)

+ (1 - 77)2(0[’('(:~2) + ¥Pau-2 + W, ) + - - -]

where w, is the percentage change in unit labor cests, defined as the per-
centage change in nominal wages, w, minus the percentage change in
long-run productivity, pr,.

After a Koyck transformation this yields

(7) Peesn = (1 — n + 90)pe, + n¥pa, + now,

In this equation 7 represents the response coeflicient, with a larger » im-
plying a more rapid pass through of costs. The coeflicients 8, ¢, and ¢ sum
to one and represent the relative intensity of use of customer goods, auc-
tion goods and labor in the production process. It should be evident from
(7) that price increases in the fixprice market are not directly apected by
changes in short run aggregate demand. However these prices are indi-
rectly influenced by aggregate demand through the corresponding tight
labor market.

C. The Labor Market

The labor market is assumed to be characterized by a combination
of ‘administered’ pricing and excess (input) demand considerations. In
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particular it is assumed that employecs try to obtain a fair’ money wage
increase which covers both any productivity increase and any expeeted
price increase. The actual increase is also influenced by excess demund

in the labor market. This relationship is given by

(8) Weor = W = Phoa = Pl + MU - UF),

where  pr, = the pereentage change in labor productivity
U, = the unemployment rate,
U}r = the natural uncmployment rate. and

pi = theexpected percentage change in overall prices.

The actual pereentage change in overall prices is a weighted sum of the
pereentage change in customer and auction prices. That is.

(9) Pu = rpy + (1 — v)pe,

where » = the fraction of final ontput comprised of anction poods.

In addition we assumc that expections are formed adaptively' so that

(10) /";mn = “/’i: + “ - {)/’m n ot (l - .‘()2/71(1 n + }
Substituting (9) and (10) into (8) and wsing a Koyck transformation yiclds
“ l) ‘;'ul = _(.(I - ")/’('t + S‘—"."At + (l - .()‘;'1 + Cy

where

Co =AML = UF) = 81 — &N, ~ UX ),

D. The Complete Model

The complete inflation model is thus specilicd by equations (5. ().
and (11). To illustrate the basic dynamics of the modc]. plausible param-
eter values were approximated from estimates reported in other related
studies. Thesc parameter estimates include: k= 6. a = |. g = Ty =
S5 and p = 01 for equation (5): p = 3. 9 = 2. ¢ = .l.and ¢ = 7 for
equation (7)and v = |, {=.55andé = 3for equation (11). As a check
the three reduced form equations, (5), (7) and (I11) were also estimated
directly. and these estimates correspond surprisingly well to the parametcer
values obtained from other sources. The direct estimates include kvy=
334 and k8 = 430 for equation (5): (I — y + nf) = 766, gy = 028
and n¢p = 205 for equation (7); and (1 - ») = 495, &v = 055 and
(F = ¢y = 450 for equation (1),

Four simulation results for the inflation model are presented in

i

wn
)

In _lhi.x cortext in which aggregate demand s determined exogenously the adaplive
expectation hvpothesis is probably supcerior to the rational expectation hy pothesis. Further-
more. for the wage control optian the wage increase formation cquation (8) s o erridden
b the controller.
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TABLLE |
Frer MARKEFT PRICE INCREASE TRAJFCTORIES IN THE FINPRICE-FLEXPRICE Mol

A Fagmhibnam Conditions with B Wy Flexprice Snpniv Shortape
n =3 withp = .3
Period 12 Pa " " 2 Pa w Py
! 1.500 3.000 1.650 1.650 1.500 3.000 1650 1.650
2 1.5372 307 1.650 1455 1.572 2.600 1.650 1.674
3 1.349 1.489 }.537 1.543 1.615 2414 1.663 1.695
4 1.543 973 1.540 1.468 1.646 2126 1.6¥1 1.695
5 1524 1.193 1.510 1.491 1.665 1878 1.68% 1.686
6 1.310 1.092 1.500 1468 1.674 1.608 1.687 1.667
7 1.494 1.130 1.4%82 1.458 1.673 1.345 1.676 1,630
3 1479 1.180 1.469 1.442 1.662 1.076 1.650 1.603
1.465 1113 1.454 1.430 1.642 [E i.627 1,396
10 1458 1.106 1.441 1416 1.624 1.133 1.610 1.5375
1 1.437 1.104 1.427 1.404 1.605 L1511 1.5391 1.559
i2 1.424 1.101 1414 1.391 1387 1.137 1.574 1542
C. 10", Flexprice Shortage, . 10", Flexprice Supply Shortage
1", Excess Demand, p = .3 withy = .6

Period 2 P w Pi P P w P
1 1.500 3.000 1.650 1.650 1.300 3.000 1.630 1.630
2 1572 2.600 1.950 1.674 1.653 2.6(X) 1.650 1.747
3 1.676 2444 1.963 1.750 1.708 2441 1.703 1.781
4 1.754 2.147 2011 1.793 1.730 2445 1.746 1.790
5 1.316 1.905 2.056 1.825 1.772 1.904 1.770 1.785
6 1.865 1.647 2.094 i.8d3 1.779 1.632 1.778 1.765
7 1.903 1.392 1.821 1.852 1.770 1.370 1.771 1.730
8 1.869 1.132 1.83% 1.796 1.746 1.098 1.74% 1.681
9 1.840 1.233 L.81S 1.779 1.708 1.207 1.712 1.658
10 1.815 1180 1.795 1.751 1.630 1.147 1 652 1.626
il 1.794 1.194 1.771 1.731 1.649 1.163 1.651 1.600

12 1.767 1.180 1.749 | I

708 1.621 1.460 623 1.573

table 1. All four simulations assume the same initial conditions, i.e., first
periad guarterly inflation rates of 1.5°,, 3.G°, and 1.65°, respectively in
the fixprice, flexprice, and labor sectors. In the first simulation, no addi-
tional excess demand considerations are introduced. Nevertheless after 12
periods a quarterly inflation rate of approximately 1.4°, persisis. In the
second simulation reported the only inflationary stimulus is a 10”, shori-
fall in supply in the flexprice (auction) sector. This shortfall is assumed to
persist for six quarters. A substantially higher rate of inflation obtains

both in the short run and at the end of the planning horizon. In the third
simulation in addition to the 10, supply shortfall in the flexprice sector a
I*, increase in aggregate demand is introduced. The resulting inflationary
trajectories are given in table 1C. The fourth simulation reported uses
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the same cconomic environment as the second: however, [Ihc Pass through
cocflicient » has been doubled from 3 to 6. The SensIivity of the mol
to this particular parameter has been cxplored hc.cnusc .lhcrc appears 1o be
some evidence of & threshold effect which dramatically increases the speed
with which cost increases are recouped when the rate of inflation exceeds
a certain level. One should not, however, infer from this sensitivity ex-
periment that the parameter values cmploved in this study are offered s
anything other than plausible estimates.

3. WAGE AND Prick CONTROLS

Income policics of any form are controversial and direet controig are
particularly suspect. Two questions arise rather naturally in this conlext,
Is it possible to identify any circumstances under which controls are ap-
propriate? How should controls be designed to satisfy certain allocation
and equity properties? These are not really separate questions beeause the
cconomic arguments against controls are typically couched in terms of mn-
duced misallocation and of induced incquitable redistribution of income.

Proponents of controls acknowledge these shortcomings. However,
they maintain that in some circumstances controls permit the use of
stimulative monetary and/or fiscal measures whose positive impacets more
than offset any negative impact of controls, This argument can not be fully
tested in the model outlined above, because in it aggrepate demand is ys.
sumed to be determined exogenously. However, the modei can be used
to estimate the potential for induced misallocation and income redistribu-
tion. It can also be used to derive control rules which minimize these nega-
tive features.

A. The Criterion F unction

Four arguments dppedr o be germane (o g criterion function ap-
propriate to the simple model outlined above. These provide for (i) a re-
duction in price inflation to some ucceptable level, (ii) an equitable dis-
tribution of any restraining impact on wages and profits, (it} minimal
interference with market allocation, and (iv) terminal characteristics
which minimize the possibility of an explosive wage-price spiral following
the suspension of controls. A criterion function constructed to achieve
these objectives when i 1S minimized is given by

(12)
T
, *
D =Z; w | py, — Pl + % = pul + | pey — ﬁ‘-*-' W, |
' w,
* *
+nlp, - ‘/~l Wl uslpy - %/’('n, + 115Jp7(7'+l) = plaanl.
1 r
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The first term of this function. u, | p;, — p¥|, is designed to insure
that the percentuge price increase p, does not differ substantially from
the targeted price increase pf, which may be set equal to some historical
norm.

The sccond term of the welfare function, | W, — p, |, is designed to
protect the purchasing power of the wage earner or salaried employee.
and thus to guarantee that the burden of stopping the inflation is borne by
both wage carner and property owner. It is evident from this term that
whenever the increase in money wages adjusted for productivity gains
fails to compensate for price changes, a penalty is incurred. Conversely, a
penalty is imposed whenever the relative share of property income
deteriorates.

The most severe critics of incomes policies typically focus on price
controls’ potential for disrupting the allocative function of the market. It
18 ebvious that imposed uniform price and wage increases eliminate this
function completely. Therefore, it is important to design policy measures
so as to preserve some relative price flexibility in response to market
pressures. The third, fourth and fitth terms of equation (12) are intended
to achieve this objective. For example, the third term is given by

wsl po - 22w,
wk
where the price ratio pd/Ww¥ represents the relative price increase which
would have prevailed in the absence of controls. Deviations from this
ratio are penalized because the controlled price relatives may transmit
erroneous signals.

A final important characteristic of any temporary control is that the
termination of the control should be more or less automatic, and that this
suspension should not induce a wage-price explosion such as occurred in
1973-74. Wage controls, for example, can only be readily abandoned
whenever the restraining impact of the control is minimal, i.c., whenever
the control rule grants most of the free market wage demand. Further-
more, whenever this condition prevails. no substantial pressure for a
wage-price explosion exists.

It is evident from the analysis in the previous section and. in par-
ticular, from equation (8) that as pj,,,, approaches p¥, adjusted wage
increases w, induced by market forces will stabilize at pf. Frem (7) it
follows that market induced price increases pe, will also stabilize at pg.
Consequently a major objective of any control strategy is to reduce the
price increase expectation pir,;, to p¥r,y. The last term of the cri-
terion function. us| pir.1y — pfr.n] is designed to accomplish this
objective.

The first and fifth terms of (12) can be combined using the relation-
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ship 1, = wy + (1 — O "ns. This relationship is derived from (10,
: , = :

The criterion function (12) can then be replaced by the more tractable

quadratic structure of (13) given below.”

s ;) the Frysidg
B. The Controi Theoretic Formulation of the Problem

A formal statement of the wage-price control model is now possible
The objective is to minimize
1

13 »-= ;Z u(pu = PR+ 0% = pu) + wpe, — [¥50):

“r=1

+udpa =m0+ w(pa - nFp)
subject to either one or two of the following price and WAge increase
equations

) Pauiny = Kype, — kidp,, + oy
(7 Pozony = (1 = n + I}f/)p(-, -+ r];//p“ + e,
(h Woor = S0~ p)pe, + Sopa + (1 )0, + ¢y,

withpy, = opy + (1 ~ v)p,. I¥ = PEIRE mE = pY/wF and nx - PLIPE.

It should be clear from (5). (7) and (1) that any inflation in thjs
cconomy can be brought under contro! either by employing aggregate de-
mand policics including monetary and tiscal measures which aiter ¢, and
¢y, or by controlling either wage or price increases, If the policy option
sclected i1s to override the wage formation cquaticn (11), ie.. to impose
direct wage controls. the price formation equations (5) and {7) govern the
inflationary process. and the control variable is w, of cquation (7). This
choice docs not necessarily preclude price controls but prices must only
be controlled at a level consistent with those generated by market forces,

2An alternative formulation of the eriterion function would replace the aiith term of
U2) with g w, - 7% 1. This formulation. appropriate to Wage controls, has the advan-
Lige of focusing dircetly on the basic objective of the controls which is to align wage in-
creases adjusted for productivity gains with the targeted rate of mfation. The trade olt be-
tween this term and the second term of (12). which is designed to align adjusted wage in-
creases with the current tate of inflation in order to preserve lahor's share of national income,
is immediately apparent, The inclusion of the tesim “slny = piialso obviates the need
for the fina! period cxpectation term. becanse it forees wy and therefore py, to approach
pfearly in the planning horizon. This assures that /’71 ey = /;;4, s The disadvantage
of this formulation iy that cquating w, and pJ, is an miermediate objective (much hike a
moncey supply target). which provides no wlimgre utility torits attainment.
~ Thisalternative tormulaticn does not materially alter the major findings of this study.
For example, cquations (16) and (17) below mply a control rule chiaracterized by u varinble
policy coeflicient, This finding ulso obtains for the alternative eriterion function. 4 some-
W hzjl more subsl;mli‘:‘xl modification is required for cquation (15) whicl must be rew ritten
ANy = 1/ 20py + ph) - 76/ ¢, +1- Thisimplies 4 more vigorous and somewhat less
wduitable wage control rule. .
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t.c., by equations (5) and (7). Alternatively. the price increase trajectories
generated by these equations can be interpreted as guidelines.

Cenversely, the decision maker may elect to control prices directly.
In this case he would either override (7) and use pg, as the control variable
or possibly choose to control both p., and p,,.

C. Some Analytic Resuits with Direct Wage Controls

The wage-price control problem outlined above with direct wage con-
trols can be formulated in terms of a discrete time Pontryagin minimum
principle problem with w, as the control variable. The necessary and
sutficient conditions for an optimum are given by:

" - |
141 W, = T I,* ¢+ U ’”l* P LY
(141) » g (P 21 Pe WMEPa = MdAcu ]
A4y Ao = 2L upy = i+ (= )iy - )
(7,)(,

+ w(I¥2pe, — 1¥w,) + us0i¥per — n#pa,)
+ (1 =0+ 090wy + Avausn

(14i11) A, = 37”_ = uplpy — phl + vlpu — Wil + ws(pay — 2m}w,)
At

+ wy(par — 1Epa) + wWcaany — ABA 4y

(41v)  Pegay = =2H o (1 = g 4 00)pes + ndpa + ni.
dAcpsn
and
dH
(I4V) I)A(Hl) = ‘-d‘— = k’YP(', - kﬁ[’u + Cly-
aAA(HI)

Given the proper boundary conditions these five difference equations
can be solved for the optimal trajectories of the control variable w, and
the corresponding trajectories of pe,, pa A and Ay,

It is also instructive however to examine separately the individual
equations. To facilitate this examination we set u, = uy = 0. Under these
circumstances the wage control rule (14i) reduces to

(15) ﬁ‘: = Py — 7’¢A(‘(l¢l)-

The critical variable in this expression is the time varying shadow
price gy, . Using (141) through (14ii1), it is possible to show that this
shadow price is given by
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1 ..,
-+ ll.{”:*[pu "1*/’7(11 /‘ I’\Allo i)}'

For the special case in which the cconomy has no Aexprice sector
1. for which p = ¥ o= uy = Ay, = 0. cquattion (16) further reduces )

(n Acuviy = A¢p — ulpy — i)

It follows immediately from (17) that Acueny < A¢, whenever Pu > pE
During a period of controls this would almost certainly be the case. This
result together with (15) implies that w, approaches Predst > 1ie the
policy rule compensates the employee for an increasing fraction of any
price increase over time. Alternatively the policy rule can be written as

(18) W, = Gy,

where the variable policy cocflicient G, increases over time and approaches
'towards the end of the horizon. This is avery desirable property because
it states that in the Lust few periods of the control program the employee
is fully compensated for all price and productivity increases. Conse-
quently, there should be minimum pressure for a wage-price explosion
when the controls are terminated ?

For the more general model which includes the flexprice sector. the
optimal wage control rule iy governed by {15} uand {16). As above, 4
smooth transition from wage controls back to the market requires,
mimimally, that Wr > pooie that Acis 1y approaches zero as approaches
7. This obviously implics that Acusy < A AS can be seen from (16) this
inequality holds when nd is quite small, Pu > pit. the third and fourth
terms of the r.h.s. of (16) are also small, and Adven, > 0. Typically these
conditions all hold. However d separate examination of cuach condition is
informative,

The first condition derives fromi the factor /(1 - ne) which applies
to the entire r h g, of (16) and is therefore potentially very disruptive. The
parameter n is the adjustment or pass through coctlicient for any increased
costof producing fixprice goods. A large 5 could prove damaging becanse
itmplies that g high flexprice inflatjon rate would more quickly become
imbedded in the price of lixprice commoditics. However, it also implics
that a wage increase controlled at a low level s also quickly passed on.
and this serves (o improve the performance of the controls. The net im-
pactofincreasing y from 3 10 .6 is studied below

The impact of this factor 1 /(1 - ny)is also dependent on the param-
cter ¢ which measures the input intensity of the flexprice good. The value

s of course, true that at the beginning of the control peniod tabor’s share of income
decreases. ¢ onsequently. an income tax rebate proportional to this Joss would make wage
controls more equitable and more palatable.
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of y is approximately 1. H this should increase sigmficantly either because
of a higher relative cost for flexprice goods or because of @ more flexprice
intensive technology. the efticaey of wage-price controls would be under-
mincd.

The second condition. that p, > pf. bas been discussed previously.
[t imposcs no real restriction since temporary controls will only be con-
sidercd in periods characterized by an inflation which excecds the tar-
geted rate.

The smooth functioning of a wage control program also requires
that the third term on the r.h.s. of (16). ¢[p, — W] bc small. This ob-
viously derives from equity considerations. but exists independently only
for a non-zero flexprice market. The parameter » measures the fraction of
national product comprised ol flexprice outputs. A plansible estimate
herc is .1. Again any substantial increase in this fraction would impedc
an orderly reduction in the level of the shadow price A, and therefore
chstruct the operation of a wage-price control program.?

Similarly, eflicient operation of the control program requires that
the fourth term of the r.hs. of (16). wnf(ps, — nfpe). be small.
The bracketed term captures indnced allocative ineflicicney as measured
by the deviation between the controlled and market determined relative
price trajectories. From (16) it follows that uny increase in the deviation
interferes with the smooth dampening of Ae,. The extent of this inter-
ference also depends on the relative size of the allocation weight uy. Too
great an ¢cmphasis on allocation could prove so disruptive as to lead to a
rejection of all controls, as is shown in the simulation studies reported in
the next section.

In summary it should be clear from all of the above that the intro-
duction of a ficxprice sector into the model complicates any control pro-
gram. The control rulc is then governed by eguations (14) and (16) in-
stead of by the more simplc equations (15) and (17). Nonetheless, in both
cases the rule can be written in the general variable policy cocflicient for-
mat of (18). Furthermore for the plausiblc parameter estimates used in
this study. the controls for the more complex cconomy still appear to be
relativeiy smooth and eflicient. This is demonstrated by the simulation re-
sults presented in the next section.

4. SIMULATION STUDIES OF DIRECT WAGE CONTROLS

To illustrate the basic arguments outlined above, eight simulation
studies of direct wage controls are reported in this section. The first four
focus on the allocation question and its implications for dircct controls.

4We note that the implicit weight for this 1erm in 1he criterion function is | Any in-
crease in this refative weight would obviously also increase the negative influence of this
term.
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The next three experiments analyze difterent approuchcs. o avoiding 4
wage-price explosion once controls are snspcnd.cd. The final simulatioy
tests the robustness of the carlier findings by varying the cost pass through
coetlicient », which appears o be the most sensitive parameter in (he
system. _

) The model used in these simulations is the flexprice-fixprice model
constructed in scetion 2. The economic environment is that appropriate
to the price movements presented in tabie 1B. This implics an inherited
inflation characterized by first period quarterly price changes of 3 bse,
and 1.65°, respectively in the flexprice, fixprice and labor sectors, In ad-
dition a 10°, shortfall in supply in the flexprice sector is posited for the
first six quarters of the planning horizon.

A, Misallocation and Controls

In the first simulation study the criterion function is defined by
W= S = uy = ug = 0and ug = 100. This implics that any induiced
misallocation is costless. The results of this experiment are recorded in
table 2A and figure | and are generally very satisfactory. By the end of the
12 quarter horizon the inflation rate in all three sectors approaches the
targeted level of 1°, per quarter. The shadow price A¢y, 1, of equation (15)
diminishes over the horizon and approaches zero. and the policy co-
eflicient G, of equation (18) converges on one. These trajectories are con.
sistent with the findings of section 3 that a variable coefficient policy rule
is optimal. At the same time. they imply that wage earners and salaried
employees are almost fully compensated for ull price and productivity
changes in the last few quarters of the control horizon. This near com-
plete compensation reduces the pressure o recapture lost wages once the
controls are suspended.®

This is an important finding and is one possible explanation for the
failure of previous incomes policies. These policies have all been of the
fixed policy coeflicient variety. A fixed coeflicient policy rule does not
compensate fully for price and productivity increascs even in the final
periods. Consequently substantial latent pressure exists to right induced
disinibutional incquities. This pressure is capable of triggering a wage-
price explosion, similar to that of 1973 74, which can negate most of the
gains of the controls,

The second simuiation experiment recognizes the cost of indiiced mis-
allocation. The criterion function is detined by uy = 5wy = uy = 0,
ug = .3 and us = 100. and the control rule is governed by equaticn (16)

$This CODVErZeNce is even more pronounced when either 4 18 increased or » is de-
creased. The former implies thay prices in the fixprice sector adapt more rapidly 10 cost in-
creases, while the latter implies that the size of the flexprice sector is diminished. The more
rapid convergence provides for a smoother reentry into the free market.
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above. Because of the allocative pressure. wage controls are pursued
somewhat less vigorously and the terminal characteristics are marginally
less attractive. See table 2B, Nonetheless, the inflation s suppressed and
rood convergence is obtained in the policey cocllicient.

The third simulation experiment also focuses on the allocative Issue.
While no increase in the aggregate penalty for misallocation is introduced,
the criterion function has been moditied to redistribute the penalty so as
to penalize any deviant price relative. The loss function is defired by u, = 3,
u; = iy = uy = .1 and u, = 100. The simulation results are presented
in table 2C and figure 1. In this instance imposed wage constraints are
markedly less severe at the beginning of the control horizon; still all price
targets arc approximately met by the twelfth period. The shadow price
Acu. y decreases monotonically, while the policy coeflicient ¢, declines
from .756 to .708 in the sixth period before beginning its slow rise to one.
This unevenness in the poliey coeflicient trajectory lessens the intuitive ap-
peal of the control rule and therefore reduces its chance of adoption.
However, the overall results of the policy appear reasonably satisfactory
and closely parallel those of the first two simulations.

In the fourth simudation experiment, the weights on the allecative
terms are tripled. The results are recorded in table 2D. The controls again
meet the targeted inflation rates by the twellth quarter. However, the
shadow price and policy coctlicient move so very slowly towards their
respective targets that a successful reentry into the free market appears to
be marginal, at best. A longer control period may be indicated: or pos-
sibly under these circumstances the inflation should be moderated with
more conventional demand management policies, or with more selective
measures.

B. Vartations on a Theme

It should be clear from equation (17) that the variable coctlicient
policy rule is consistent with a time invariant &, However, any increase
over time in », amplifies the variability, and a large us, the weight of the
price expectation term in the criterion function, leads to such an increase.
In all of the above simulations studies. us is set equal to 100. In the fifth
simulation, us is reduced to 10, and the other weights arc given by wu, =
Sand w, = uy = 1y = 0. The resulis of this experiment are presented in
table 3A. These should be compared with those of the first simulation run
recorded in table 2A. From this comparison it is evident that while the
indicated controls of this fifth simulation are semewhat less vigorous and
the targets slightly underachieved. all trajectories are quite similar to those
which obtained using us = 100. It follows that while the control results
are indeed sensitive to the relative emphasis placed on the terminal ex-

ectation term. a wide range of ecmphases is (uite acceptable.
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The two sets of simulation resuits given in tables 3B and 3C assume
the use of the alternative eriterion function described in footnote 2. In this
criterion function, the {ifth or terminal expectation term is replaced by a
new terim designed to align adjusted money wage increases in cach period
with the targeted inflation rate. This is a rather conventional approach to
the design of incomes policy measures, and corresponds loosely to the
structure of the Nixon controls of 1971 73. In the first of these simula-
tions the criterion function is defined by u, = S, 1y = w4y = 4y = 0, 45 =
Sandu; = .5. In the sccond simulation allocative criteria are considered
and the function is defined by w; = 5. uy = wy = ug = .1, us = .5 and
1 .5. The cocflicient g is associated with the equity term which 1n all
previous simufations had an implicit weight of one. The sum of the co-
eflicient of the two equity terms in the alternative function, usand ug, also
cquals one. The results in tables 2B and 3C should be compared with
those given in tables 2A and 2C respectively. As is evident from this
comparison. the alternative speciiication is less attractive on all counts:
inflation control, cquity, and terminal or reentry considerations.

In the final simulation. the cost pass through coetlicicnt 5 of cquation
(7) is doubled. This allows an analysis of the sensitivity of the control
measures 1o variations in this parameter. From equation (16) it appears
that an increase in n should reduce the effectiveness of the controls be-
cause this increase implies that prices in the fixprice sector adapt more
quickly to the “destabilizing’ impact of volatile auction sector prices. This
is true. However. this adverse impact is more than offset by the more rapid
adaption of price in the fixprice scctor to controlled wage increases. Con-
sequently as shown in table 3D and figure 2. the simulated inflation re-
sponds very quickly and equitably to wage controls. The criterion func-
tion used in this simulation is given by u#; = 5.1y = w3 = uy = .1 and us=
100. and corresponds to that of simulation 3 above. Table 3D should
therefore be compared with 2C. The control results of this last simulation
are significantly better on every count. This is particularly impressive
since the model with y = .6 generates a somewhat higher rate of inflation
on the free market. Compare tables 1B and 1D. This sensitivity test 1s
obviously illustrative. Nevertheless, since it focuses on what was believed
a priori 1o be the most sensitive paramcter in the system, this experiment
suggests that the control conclusions derived above may be rather robust.

5. CONCLUSION

An alternative to direct wage controls is direct price controls. No
analytic or simulation results for direct price controls are presented in
this paper. However, the results obtaining from direct price controls in
the fixprice market arc analogous to those of direct wage controls, with
the qualification that severce fluctuations in auction market prices are more
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annoying for price controls than for wage controls. On the other hand.
controlling prices in both the flexprice and fixprice scctors proved more
or less unworkable. This is not surprising. Direct controls are most effec-
.livc in combating inflation induced primarily by inflationary expectations
I an economy characterized by mark-up pricing. Controls are least effec-

S8

P R L




A

]

alty

12

hand,
more
effec-
Rations
effec-

e

tive 1in dealing with excess demand inflation. Because of this, auction
markets have historically been exempted from controls.

The study is obviously mcomplete as several major guestions remain
unanswered. These include: How much relative price movement can be
tolerated before wage controls must yield to direct intervention in sce-
toral markets? At what point do allocation considerations require the
substitution of direct controls by restraining monctary and fiscal mea-
sures? How serious are the consequences of introducing a heterogencous
labor force? What is the implication of introducing a quasi rational ex-
pectation hypothesis? These are all subjects for a continuing study.

Arizona State University, Tempe
University of llinois, Urbana-Champaign
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