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| _Introduction

Inflationary inertis , loosely defined as the process by which the
economic systern transforms past inflation into current inflation , is not
ususlly considered & problem on its own right . Yet one of the most
important insights developed in connection with the recent Latin
American inflations is notion that inertia is not necessarily associated
with the basic determinants of inflation : it might be relsted with &
number of institutiona) factors and rigidities that are unrelsted with the
“fundamentals” of the process . On the other hand inertia is often assumed
to be generated either by "less than rationsl” inflationary expectstions or
by "rigidities" such as backwards looking indexation . This paper argues
differently ; it suggests that the inertis phenomensa should not be seen as
an ad-hoc rigidity vitisting the maf‘ket mechanism but as quite an organic
feature of large capitalist economies .

The paper develops the notion that inertia is an expression of &
problem of coordination of wage and price setting decisions . The problem
of stabilization , at least as far as the inertia problem is concerned , is
but loosely related to the determination of market clearing resl wages or
the relevant distributive shares ; it involves only the "height” of the
"vicious spiral” or of the Phillips’ curve . The problem is essentially one of
engineering coordinated restraint , though it may or may not involve
changes in relative prices/incomes . This paper's approach is to consider
the inertis problem , namely the problem of coordinating restraint |, in
isolation of the "fundamentals” of inflation . That obviously does not imply
either that inflation is always purely inertisl or that coordinstion devices

are &l we need for stabilization palicies . Qur point is merely that even



when “fundamentals™ are not & problem., the inertia issue is a very
difficult one to address .

The key to the paper is the idea that stopping the "spiral”™ involves g
“free rider” problem : "small” sgents would always be strongly compelled
to withhold their contribution to the collective stabilization effort so
long as the impact of their individusl decisions over the outcome of the
plan seems negligible when seen in isolation . The core of the paper is &
very basic model in which this idea is formalized in very simple terms .
The purpose is merely the one of illustrating the underlying mechanisms
in an elegant way , though we are aware that care should be exercised on
every step of the way especially as far as interpretation is concerned .

The model’'s more important conclusion is the association between
inflationary inertis and the broadly defined degree of corporatism or
“organization” of economic interests . Some work has been pruduced along
these lines addressing the contrasting stabilization performances of the
OECD economies during the 1970s! . we comment on this work in section 6
and we also suggest ways to apply these ideas in the Latin American
context. The paper is very simply organized : section 2 defines the issues
in detail , sections 3 through 5 lay down the model , while section &
discusses applications and extensions . The last section merely recoliects

the main conclusions .

 For exemple in C. Crouch{ 1985) , J. McCallum( 1983 ) and M. Bruno/J. Sachs{1964) .



2. Price Stability as a Public Good

The influence of strategic behavior over stabilization policy is &
growing sres of resesarch ; yet strategic behavior has been considered only
in a8 framework where the stabilization problem is trested ac & policy
game between the centrsl bank and an entity termed "the public™ . That
actuslly mesans that one of the most important parts of the problem , the
interaction among agents , is very simply wiped under the rug ; ususlly the

assumptions assuring the existence of s representstive agent , turn out to

bie trested as if they implied & single sgent economy . Of course , ihere is
nothing implicitly illegitimate sbout working with 8 Robinson Crusoe
economy so long as fundamental sspects of the problem at hand sre not
assumed awsy . This turns out to be the case for even in &n econorny
formed with identical individuals - in case of which & representative
individual certainly exists - strategic interactions would not be ruled out,

In & Robinson Crusoe economy problems of coordination are senseless by
construction, and in this sense & single agent economy hides some of the
most interesting aspects of the inflation stabilization problem.

This paper's point of departure is thast the econormy should be
thought as composed of & collection of rationsl decision-makers that sre
aware of their interdependence and the importance of their interaction as
long as the social outcomes sre concerned . When confronted with &

stabilization initiative , for instance , sgents will govern their behavior

according to their assessment of the merits of the plan snd also sccording

! See for exsmple E. Phelps (1979) | J. Driffill {1984) and [. Bsckus/J. Driffill {1985)
and references therein .



to their idea of what other agents would do . It is not merely a question of
credible government actions but how individuals willing to explore every
single chance to profit will react to the plan . It will be argued that there
is a "structural” compulsion to dissent or to be “pessimistic” as regards
inflationary expectations , for "small” agents can enjoy the stabiliztion
without bearing the sacrifices . On assessing the “public’s™ responses to a
stabilization initiative , in a context of multiple interacting rational
agents , an agent who feels that his decision has & negligible impact on
the overall outcome of the plan, will have a very strong incentive to “err”
his inflation forecast on the pessimistic side for any "overestimation” of
gctual inflation would result in gains for those making the "mistake™ .
This compulsion of marginal actors to dissent from the norm , provided
they can still enjoy the outcome of the collective effort , characterizes

very clearly a free rider problem . As a matter of fact , the problem of

stabilization can very easily and very usefully be thought as a problem of
the provision of a public good® . Price stability satisfies “jointness of
supply” and also "non-excludability” properties at least as far as
ingignificantly small agents , whose non compliance to the collective

stabilization effort would not even be perceived , are concerned . For

2 whether such gains are permanent is a matter of debate . It could be arqued that if the
stabilization effort is starting from an equilibivium position |, such “mistakes” would result in
some agents charging prices above equilibrium levels and in this sense such "gains” would
eventually be taken away "by the market” . But this is not necessarily so . A partial equilitirium
justification is that in the absence of perfect competition price incresses might not be self
defesting , and quite on the cantrary , such defensive increases provoked by "free-riding” might
act as a mechsnism to enhance oligopolistic coordinstion . In & general equilibrium context the
outcorne is even less clesr for such "mistakes” would sctuslly bring about & whole new
equilibriumm vector of relstive prices/distributive shsres which could certsinly imply a
movement slong a Pareto frontier to a position rwore favorable to those "pessimistic” agents |

% See for example D. C. Collander 7K. J. Koford { 1985) and M. Wallace {1983-64) .
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“large” , or more “visible” actors , however , such as large unions and
corporations , there could be some “exclusion” to the extent that the
government could “punish” their “pessimism” or their negative
contribution to the collective effort .

The classic public finance problem of charging each agent for his
consumption of the public good finds an interesting correspondence in this
context : it is difficult to devise mechanisms to allocate the "cosis” of
the public good . In fact the problem is less one of financing but one of
coordination , and in large decentrslized economies with millions of
heterogeneous decision makers governed by self interest , this problem
has gigantic proportions . As in the pure public good case , the allocation
of burdens , or the coordination device does not involve @ market process :
there is no market for “price stability” , whose “price signals” would
coordingte “producers” and “consumers” decisions* . Mechanisms of
coordination in this context should have to be engineered on an ad-hec
basis . Clearly enough there is no "invisible hand” guiding capitalist
economies to price stability , the same way no sutomatic mechanisms
exist - as it is well known today - to assure full employment

A number of results and ingights developed within the framework of
the theoretical literature on public goods can perhaps bring some light

into the issue . One very significant result , originally due to Mancur Olson

4 |t has been argued that , "like money econormic stability hes no unique market of its own , but
trades in 81l markets . Except for governments , no private individual intentionally “purchases”
econornic stability . It would be irrstionsl for & single individual to attempt to “purchsse”
stability . Attempts by sn individual to increase spending , make new loans |, or heavily investin
new project "to turn the economy arcund” in 8 time of economic downturn would have no
perceptible effect on the economy and would subject the individual to great risk . Nor does it
make any sense for an individual purposely to “purshase” less stability during times of
prosperity by cutting bsck on profitable investments or reducing utility maximizing
%onsum;)\tinn plans.” , cf M. Wallace {1983-84) p. 298 . See slso D. C. Collander /K. J. Koford
1985 )
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(1965) , is that the underprovision of the public good , as caused by free-
riding behavior , would increase with the size of the community . This
would mean that , other things equal , a large decentralized economy
would be more prone to inflationary inertia or to "pessimistic” responses
to stabilization attempts than @ more centralized and corporatist society
with “fewer” and "larger” agents . Another interesting result is the notion
that the Mash equilibrium , as regards the provision of the public good , is
not Pareto optimum . In our case this would mean that the non-cooperative
behavior would tend to produce & degree of inflationary inertia greater
than under cooperation ; this could be interpreted as meaning that inertia
should be stronger in societies with less “"social consensus™ . A third
relevant result is the symmetry of equilibrium configdrations to be found
within the framework of identical agents . & certain level of provision of
the public good would be compatible with ceveral equilibrium positions
that would differ only as regards the distribution of endowments , or as
regards who effectively paid for the public good . In our case this would
mean that an inflationary equilibrium would be compatible with several
possible income distribution configurations depending on who is free
riding® . These ideas can be very simply formalized - as done in the next

three sections - so0 as to highlight the mechanisms involved .

3 Other possible analogues with public finance results that might be relevant to our problem
could be , for example , the issue of the impessibility of private provisian of the public good |
the isaue of "pricing” of the public good , snd the possibility of constructing incentive
compsatible mechanisms to resolve the underlying free rider problem .



% The Model with an Individual Agent/Coalition 2

we are going to consider an economy experiencing a “purely
monetary” inflation , or alternatively a "purely inertial” inflation , in the
sense that relative prices/distributive shares do not need to be changed
for the economy to pass from the inflationary to the stable prices steady
state . That means basically that we are assuming away "fundamentals” so
as to identify the determination of inflation with the outcome of the
inertia process . This simplifies the formal presentation of our results
but implies that we should be very careful with the interpretation of our
results .

Let us consider this economy as having one fully employed factor ,
labor , and that producers price their goods according to a fixed mark-up
rule . Assume further that money creation is entirely passive or fully
accommodative in the sense of the Central Bank following a "real billg”
rule at some "normal” or "natural” real interest rate . Workers-consumers
are assumed utility maximizers in a conventional sense and their utility
functions are assumed to imply an unit income elasticity in consumption .
For each worker we will write an utility index which will have the
character of a conventional indirect utility function . This utility index
will include as arguments , the change in real income - measured by the
difference between nominal wage growth and inflation - and the level of

inflation , thus assumed to represent an inconvenience as suché :

& This formulstion is at varisnce with the recent werk on the strategic sspects of stabilization
policy games , which , in general , considers a setting in which unions fix the wage an profit
maximizing firms choose the level of employment | for example D. Backus/d. Driffill {1985)
and J. Driffill {1984) . The inclusion of this feature in our model could certainly bring about a
number of relevant issues , but it would mske less ciear the resylts this chapter wishes to
emphasize . We choose then to omit conziderstions as the level of capacity utilization of firms |
and it does not seem that this assumption results binding or crucis! for our results . In this
connection our rnodel could be though a3 8 model for s very short term period within which
firms sre unable to change their levels of employment .
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Vi=Vi(wi =T, M), Y0, V<0 (1)
It is readily observable that if equation (1) refers to individual
workers who exercise no influence over the inflation rate , then eguation
(1) represents no more than an ordinary indirect utility function
monotonically increasing in income? . The interesting feature of (1} is
that it might as well describe the behavior of an union or of a coalition of
workers for which the rate of inflation is not a given datum . In this
connection it is convenient to define inflation as a weighted average of all
price (wage) increases in the economuy:
My = ZBiPj = ZBiw; , 2Bi=1 (2)
The fs can be interpreted as the share of consumers’ expenditure
allotted to specific products , which is actually an indication of the "size”
of a determinate sector at least as far as the inflation rate is concerned .
Under certain conditions , namely concavity of ¥ (} , maximizing (1}
subject to (2) yields an optimal rate of growth of the nominal wage . The
rationale for the existence of this solution is that increases in the
nominal wage generate some utility but also some inflation, o that a
point would be eventually reached in which the marginal disutility of
inflation is so large that it cancels the increases in utility generated by
increasing nominal wages This can be made explicit by establishing a
specific functional form for (1} :
Vi=Vifwi-T T)=wid Md ab0 andb>a (3)
Expression {3) can be thought as describing the utility index of
workers of industry i . The assumption that b>a assures concavity in w or

that @ maximum exist for any Bz0 ; the exact location of this maximum

7 We are actuslly considering the change in income | as the srgument for ¥{.} .
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would depend on the "size” parameter 3 . [n order to make this more clear
it will be useful to assume that the "rest of economy” , a coalition of size
I - B, is bound by indexed contracts assuring wage increases equal to
past inflation . In these conditions , the expression for the inflation rate
can be rewritten as®
My = Bawy +1- BI04 (4)
Equation (4) states that current inflation is simply & weighted
average of the wage (price} increases in the specific industry under

consideration and the increases determined in the other industries ,

assumed to be equal to Ty, . A couple of alternative interpretations could
be given to equation {4) and to the parameter . We could identify Tl
with international inflation or with exchange rate deprecistion caused by
an external imbalance ; in this case £ would be the "size” of the non-
tradables sector and 1- B a measure of the degree of openness .
Alternatively if we think of an economy with overlapping wage contracts ,
then Ty, could be though as current inflation and £ as related to the
proportion of contracts currently open for renegotiation . By maximizing
(3) subject to {4}, we obtain:

w = [(1- B)/8)] [a/(b-a)] M-y (5)

From {5) and {4) we obtain a relation between current and past
inflation as function of the size of the indexed sector and the optimizing

behavior of the individual agent :

M =(t- B) [bsb-al M-y (6)

€ we , are from now on , omitting the subscript i as in this section we are dealing with the
behavior of an individual or individusl union .
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Equation (6) should be interpreted with great care . It should not be
geen as g theory of inflation , but & description of the way the economy
translates past inflation into current inflation . This is only & theory for
the "inertial” component of current inflation ; whatever created inflation
in the past might still be operative in the current period, in case of which
this influence will be superimposed over the inherited inflation .

The role played by the parameter B in equation (S) and (6) is very
important . Note that for the case of insignificantiy small agents , i. e.
320 the coefficient in equation (5} tends to infinity , expressing the fact
that a “marginal” agent will set this wage increase as high as possible .
The current rate of inflation will not be infinite , actually , though the
inertia coefficient in equation {(6) will be greater than one , indicating
that inflation would be accelerating . On the other extreme , for B=1, 1. e
the economy is actuslly & single agent economy , both caefficients in

equations (5) and (6) are null . In this case , the increases in nominal wage
are fully transformed into inflation , as equation (4) becomes simply M=
‘s:'(t . In this case & rational Robinson Cruzoe easily perceives that it is
senseless to try to run ahead of inflation that he is actually creating and
will naturally see no reascn to continue with a procedure that results to
be a nuisance . The existence af inflation in & Robinson Cruzoe economy is
entirely senseless ; it is not surprising that inflation can be easily wiped
off in single-agent-economy models where “the public” is rational . For
values of 5 between O and 1 the behavior of the inertia coefficient in
equation (6) is depicted in Graph 1 .

Again one should be careful with the interpretation of equation (6) .
¥hile the parameter J could be seen as the size of the coalifion that

exprasses in its collective action & concern about the level of inflation ,
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yet equation (6) could simply be seen as relating the degree of
inflgtionary inertia with the size of the indexed <sector or the
proportion of contracts currently open to negotistion . [t turns out that

the latter interpretations

Graph 1
inertial Inflation and the Size Parameter

ni 4

[b/b-a)In -1

*,

B
AN
1

S
™ /}

are of special relevance only in this single agent/coalition framework .
With more than one agent/coalition , the size of the indexed sector ceases
to be the main source of inflationary inertie to become an “anchor” or @

baseline inflation which is "multiplied” by agents’ strategic behavior .

4 . The Model with More Than One Agent/Coalition

Let us consider then an economy with two agents/coalitions , that
we will term £ and « , and an indexed sector . The expression for the

inflation rate can be rewritien as :
M= Bwp + awy +rllioq (7)

where r=1- 3 - « is the size of the indexed sector . We will assume that

the two agents/coalitions have identical utility indexes and that they
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differ only insofar B = « . The next step is to maximize individual utility

functions as givenin (3}, subject to equation (7) , from which we obtain
the following reaction functions :

-(b - a) BWB - a cx."f'fo(_ = a.r.ﬂH (&)

~afwg + (b-aluwy =arlli-q (9)

from which we obtain a Nash equilibrium solution given by :

wg = lar/bB] Ty (10)

~

wee =lar/bul. Ty (11)

These relations are depicted in Graph 2 that shows several Nash

equilibrium for several configurations . Graph 2 displays the reaction
functions (8) and (9) as curves R, and R respectively , and the Mash

equilibrium Ny characterized by equations (10} and (11} . Note that along
the 45° ray we have the equilibrium configurations for coalitions of the

same size,i. e B =oc. A movement from Ny towards 1 is the result of both

coalitions being reduced in size and the indexed sector increased | like

Graph 2
Nash Equilibria for Two coalitions .

P Iy

WB
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g movement from B to A in Graph 1 . The reverse movement , from Ky to

the origin means that both coalitions are increased at the expense of the
indexed sector , as a consequence of which the degree of inertia is reduced,

Points like Ng and Ng show Nash equilibrium positions for coalitions of

different size but for an unchanged size of the indexed sector . For an
enlarged B-coalition at the expense of the oc-coalition a point like Ny

would obtain . It is interesting to note that the larger coalition would

have & lower increase in nominal wage , 8 result which we will comment

at some detail later .

To clarify the effects of the introduction of & second
agent/coalition, we use equations {10} and (11} to write the relation
between current and past inflation as given by (7} :

M =01-r)(2a +b)/b)] M-y (12)

It is interesting to compare (6) and (12} with the help of Graph 3 :

Graph 3
Inertial Inflation : size parameter and number of coalitions

M
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The graph shows very clearly that as the number of
ggents/coalitions increase , for a given size of the indexed sector , or for
a given proportion of contracts open to negotiation , we observe a higher
degree of inflationary inertia , as expressed by the vertical movement
from A to B in Graph 3 . The more “splitting” or the less "organized” the
economy becomes , the stronger the mechanism by which past inflation
becomes current inflation . On the other hand , as the economy becomes
more "centralized” or "corporatist” for a given set of unions/coalitions ,
or there is an increase in unionization or in the propensity to organize - as
expressed in Graph 2 by a movement from B to & - the weaker inflationary
inertia becomes . The horizontal movement from A to € and from B to D
imply reductions in the indexed sector . This could be though‘as 8 reduced
propensity to adopt indexation , as we would expect if inflation is , for
some reason , made less unpredictable . It could be also determined by an
increased synchronization of contracts ; if , for instance , the average
contract length is being reduced , then an increasing proportion of
contracts becomes open for negotiation at every point in time . It is
important to note that the size of the indexed sector , or the degree of
desynchronization is no longer the only source of inertia . Mote |, for
example , that in Graph 2 points A and D characterize the same level of
inertia for two different sizes of the indexed sector .

The “classic™ public finance results mentioned a few paragraphs
back find a very clear illustration in Graph 3 . That the Nash equilibrium in
the provision of the "public good” is inferior to the cooperative solution is
easily verified by the fact that inertia at A is lower than at B ; this means
that with the "merging” of several coalitions the economy approaches the

cooperative equilibrium , and the enlarged collective concern about the
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consequences of inflation lead to less ambitious wage demands , and
consequently less inflation , leaving all better off . The notion that the
underprovision of the public good decreases as the economy become
“srnaller” can be seen in Graph 3 in the vertical movements fromBto A . [t
is also easily seen that as individuals are identical the membership in
or B coalitions is actually indeterminate . Since coalitions of different
size enforce different wage adjustment rules the membership assignment
is important as regards income distribution , so that each egquilibrium

point would be compatible with many possible membership configurations,

5 . The Membership Issue

These considerations have been essentially descriptive , in the
sense we did not discuss the incentives involved in coalition membership®,
The decisions involved are basically the one by the individual worker of
whether or not to join a coalition , and by the coalition of whether or not
to extend its membership . Let us congider the coalition decigion Tirst . At
& point of cooperative eguilibrium , like point A in Graph 3 , it is essily
verifiable that the level of utility of the B-coalition is:
Ve = U(B,M.,) = alogiall- B)N.Ab-a)B} -
- blogib{1- BN, /(b-a) (13)

Maximizing V¢ with respect to B , one finds that the optimal

coslition size is =1, so that in a cooperative equilibrium the B-coalition

? Stretching our group of public finance analogies further |, this is s typicsl problem of club
theory .
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would always be interested in increasing membership . In & Nash

equilibrium pasition , however , the picture is somewhat different . The

optimal level of utility is given by :

Y= U6, ) = a loglartl,., /(b3 -
- blogi(Za + bl(1- )N, /bl (14]
Differentiating equation (14} with respect to changes in 3 and in r
we would get :
AN = [-a/BlAB + [asr +b/(1-r)] Ar (15)
from equation (15) it can be observed that if the size of the B-coalition is

increased at the expense of the indexed sector, i. e Af3zAr , we would get:
AVNZAR =[brf + alt-ri(B-rildrll -l (16]

A sufficiently small indexed sector would assure that extended
membership would increase utility provided that other coalitions retain
the same size . This is bagically what we had for the cooperative case :
increased size increases utility if new members come from the indexed
sector . In contrast , if we take as constant the size of the indexed sector
, then equation (15) indicates that :

LVYNAD = —a/fs (17)
this mesning that coslitions would not be interested in new members
coming from other coalitions , or the merging of two coalitions would not
result beneficial to either one . Thig is basically due to the fact that as
coalitions merge their influence over the rate of inflation is increased and
so is their propensity to exercise wage restraint . Smaller coalitions

would actually enforce larger wage increases , as we saw in connection
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with Graph 2 , so that individuals would rather belong to smaller unions
and these would rather not grow . This is very clearly seen as regards the
individual work decision on whether or not to join a coalition is
straightforward . Since his decision has no impact over the rate of
inflation all he needs to observe is whether the coalition wage increase
rule , as given by equation (10} , would be better than the utility
maximizing rule when he free-rides , i. e. when he forms & coalition of
size zero , as given by equation (11} . It is easily seen that individuals of
negligible size will have no incentive to join a coalition as there would be
no wage restraint in free-riding!® . Similarly , those already in coalitions
will have a clear incentive to quit as well as the members of the coalition
would prefer to have their coalition reduced in size .

AS regards the problem of stabilization these results mean that
individual agents would feel & strong tendency to withhold their
contribution , i. e. moderation in wage demands , to the stabilization
effort so long as they see themselves as having a negligible impact on the
outcome. The straightforward conclusion is that , within the very abstract
framework of our model , the more decentralized , or the more
characteristically atomistic an economy is , the stronger inflationary
inertia will be for a given propensity to adopt indexation or a given degree
of contract disynchronization . It is very clear that financial policies have
no bearing on the mechanism generating inertia so that stabilization
initiatives centered on such policies will be of very little effectiveness ,

uniess specific policies are implemented to address the issues of

10 As g practicsl matter there would be limits imposed by each specific market configuration in
which agents find themselves into . The rotion that there is no restraint is related to the
restraint as far as the collective interest is concerned ; specific market games might impose

very strict ceilings on such “free-riding” .
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coordination and strategic interaction involved in the process by which
the economy continuously recreates past inflation .

These results are sympathetic with Dlson’'s conclusions about group
formation , namely that individuals will hardly feel inclined to join groups
designed to provide for the common good , so long as non excludability is
present . General solutions for this problem are not really illuminating , at
least as long as our problem is concerned . Olson emphasizes the role of
coercion to accomplish , in our terminology , an extended coalition
membership!! . in the case of the inflation stabilization problem coercion
may take the form of extensive price-wage controls or guidelines . Recent
experiences with price freezes - as illustrated by the recent stabilization
plans in Argentina , Peru , Brasil and Israel - seem to imply that coertion
in this sense might indeed provide an acceptable solution for the inertia
problem . Free-riding behavior is very clearly observed in sectors where
the freeze is ineffective . very significant price increases has been
observed in such sectors , especially during the first moments of the
respective plans . Other forms of coertion might be useful in such cases ;
the tax system in principle could be used to punish free-riders or to
stimulate compliance . In any event , since "capitalism has produced no
values of its own to foster restraint™2 |, coordination devices have to be
supported by a system of incentives and pensalties compatible with actions
driven by self interest . This might be & very difficult thing to accomplish
in practice , for it might involve inconveniently high levels of "coertion”

or unattainable degrees of "cocial consensus” .

"1 Especislly &5 regards trade union membership , ¢f. M. Olson { 1965) pp. 66-76 .

12¢ Crouch{1978) p. 227 .
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6 . Corporatism and Inflationary nertia

The results of our model were obtained in a very abstract setting
and by force of some quite restrictive assumptions ; any effort of
interpretation should consider explicitly these limitations . The most
obvious objection to our results is that , in general , the organization of
economic interests , rather than enhancing social awareness of inflation ,
may very well increase the scope for conflict and thus intensify the
“incompatibilities”™ or "competing claims™ conductive to inflation . Qur
model actually assumed a "purely monetary” or "purely inertial” inflation ,
which was meant to rule out the problem of identifying the "fundamentals”
or the origins of inflation. This is certainly restrictive in the sense what
is ucually observed is the continuing influence of renewed inflationary
shocks superimposed upon the inertia mechanism . The problem of
“fundamentals” is certainly essential to a successful stabilization, but in
the absence of new shocks the inflationary "memory” remains and very
often this represents by far the most important component of the
observed inflation rates . By ruling out the "fundamentals” of the problem
this paper is only building an analytical separation between two important
parts of the problem .

Perhaps the key assumption to our model was that “large” agents
would have 8 “social” concern about inflation . This could be documented ,
for instance , by reference to the fact that large unions and big labor
federations seem to show & concern about the macroeconomic

consequences of their acts! . But this ic also dangerous as & general

1 See for example A. Romanis {1967 p. 172 8nd {1975} p. 2 ,C. Crouch { 1965} p. 107 , M.
Olson {1982) p. 48 and L. Calmfors {1985) p. 329,
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proposition ; the behavior of these large bodies might be governed by atl
sorts of considerations and can very easily be markedly "selfish™ . in fact ,
it is quite common to see tests of the positive association between union
size or militancy and inflation? . in view of this we could rephrase our
results into a weaker form as the more "corporatist” an economy is , other
things equal , the easier to enforce stabilization initiatives involving
coordinated wage-price restraint , consequently the more likely are
administered “shifts” in the Phillips’ curve . Notice , however , that we
assumed that all movements in wages would be fully reflected into prices
which might be somewhat unrealistic especially on a downwards

2

direction . in fact , only when "gocial pacts” are engineered and/or within

the framework of "incomes policies” , that explicitly establish that prices

must follow wage restraint , that the mechanisms studied in this chapter
could be made operative .

Empirical illustrations of this paper's results are difficult in view
of the the very abstract nature of our model , and also in view of the
difficulty in measuring inflationary inertia . On account of the "vertical”
dimension inflationary inertia, or the location of the economy within the
AB segment in Graph 3 , there is a vast array of factors to be mentioned .
As regard the organization of labar into unions , for instance , it matters
the degree of unionization and also some more “structural” factors
directly related to union’s strength such as , for example , the presence of
a large informal sector or of an overcrowded backwards agricultural

sector® . The average union size might be important to the extent that the

2 As for example in R Ward/G. Zis (1974) .

2 A& Rornaniz {1967) p. 173,
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scattering of unions , sometimes within the same industry ., might be
conductive to tensions and rivalries related to the structure of rejative
wages that would be less likely in the presence of large or multi-industry
unions . The shop floor presence of unions is relevant for union's
macroeconomic concerns are likely to be diminished if the involvement of
the rank and file in wage negotiation is high* , in voting to ratify
contracts , for example .

The countervailing degree of organization of business interests is
equally important . At the level of market arrangements it matters how
"stable” are oligopolies in the sense of "informal” cartelization rules have
been tacitly agreed® In this connection the levels of industrial
concentration are obviously important , and at a formal level the
existence of industry wide or economy wide employers federations , as
well as unions , 1§ also very important for coordination purposes . The role
of the state in the conduction of industrial relations , and consequently in
the engineering of coordinated restraint , is usually essential . The state
is often the one to define the institutional arenas where the action takes
place : it provides for mechanisms of arbitration, collective bargaining ,
enforcement of contracts etc . The state ic also participant : it is often a
large employer and supposedly the repository of the national priorities but
usually and ad hec manager of the distributive tensions ; its "size” and
clientelistic character are obviously relevant for its action as regards the

coordination of agents’ economic behavior . The overall stability of the

4 An sccount of developments in this respect is to be found in A. Romanis-Braun (1975) pp.
12-13.

S & Romanis {1967) p. 175 .
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political system , or of the political process , and the prevalence of social
democracy are indispensable complements of that picture ; it is often an
overwhelming problem for some of the Latin American attempts at
stabilization® .

On account of the "horizontal” dimension of inertia , the location
within AC on Graph 3 , it obviously matters the degree of indexation
formal and informal . It matters the degree of synchronization of wage
contract renegotiations and the average contract length . The economy's
openness is also relevant : for a given international inflation and for a
given propensity in the non-tradables sector to "multiply” this level of
inflation , inertia depends on openness?

It i certainly difficult , and possibly hopeless to provide empirical
expressions for all these factors , at least in an organizaed fashion . There
has been some empirical work on related hypothesis , however , and the
results obtained have been remarkably encouraging . Colin Crouch (1983 ,
John McCallum (1983} and Michael Bruno/Jeffrey Sachs (1984) all
investigated international differences in inflation performance in the
QECD area during the 1970s . Crouch associated indicators of the degrees
of corporatism and inflation rates and the latter attributed differences in
the inflationary response to the shocks of the 1970s to differing degrees
of "social consensus”™ . He ranked countries according to their degree of
corporatism - based on indexes of “organizational centralization™ and

"associational monopoly” , on the character of the wage bargaining

& & discussion of the relstion between political instsbility and inflstion is provided by M.
Paldsm{ 1984} . For an empirically oriented discussion at the characterization of the deqree of
corporatism see C. Crouch {1985)

7 & Romanis {1967} p. 179.
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institutions and on union memtership - and showed that the more
corporatist countries very clearly experienced less industrial conflict -
as measured by the incidence of strikes - and less inflation . McCallum’s
work was of estimating & model in which the sluggishness of wage
adjustments in response to shocks depended on the degree of “social
consensus” proxied by the average long run strike activity. His evidence is
, according to the author , “rather dramatically consistent with the
hypothesis that the degree of social consensus .. was the key factor
accounting for inter-country differences in inflation in the seventies™ .
Crouch reconciled these findings with his work by suggesting that "where
there is social consensus (which might be secured by corporatist
institutions) there will be a relatively rapid adaptation of real wages to
economic developments , and therefore less inflation? .

Bruno and Sachs suggested that an important part of the explanation
for differing economic performances in the OECD are since 1973 would be
related to two sorts of “structursl” characteristics of labor markets ,
namely the degree of corporatism and what they called nominal wage
responsiveness . These two sets of factors correspond very closely to our
two "dimensions” of inflationary inertia . In their framework , however ,
these issues are relevant for the extent to which wages are kept closer to
market clearing levels , and thus not exactly as conditions conductive or
favorable to coordination initistives as this chapter sought to
characterize. Bruno and Sachs provided quantitative indicators of overall

economic performance in the OECD countries during the 19705 and

& J. McCallum (1985) p. 802 .

3 (C.Crouch {1985} p. 125.
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significant correlations were found between these and those for
corporatism and nominal wage responsivenesst!t

One should be careful , however , not to oversell the association
pbetween corporatism and inflation performance , as there are many
factors involved in international differences in inflation rates . These
authors studied a rather homogeneous sample of industrial countries ; the
inclusion of a country like Argentina , for instance , to which we could
gssign an "European” degree of corporatism , a8 very high degree of
synchronization of wage contracts , low degrees of indexation and an
inflation rate much higher than the OECD average could do damage on the
conciusions and would remind us once again of the dangers of cross
country comparisons!! | It is interesting , however , to compare Argentina
with “similar” chronically inflationary Latin American countries and see
vehether our hypothesis finds some support in this context . Table |
reports two tentative measures of inflationary inertia and a few
indicators of the degree of "ofganization" of the economy . One way to
measure inflationary inertia could be to use the variability of inflation ;
but since the latter is heavily influenced by the level of inflation we
reported on the table a "normalized” measure of dispersion in the form of

the coefficient of variation of inflation in the period 1948-1979'2  In

Y0 M. Bruno/J. D. Sachs (1985) Chapter 11 .

1Y Mc Callum ran cross section regressions for 1971-72 , when his sample sveraged a 10%
inflation rate . During these years Argentine inflation averaged nesriy 47% .

12 This would not be strictly necessary since the average inflation did not differ much between
the countries in the sarple especislly if we consider the period 1948-1973 |, for which the
sverage inflation was 28.7% , 28.0% | 31.7% and 32.8% respectively for Argenting |, Brazil ,
Chile and Uruguay. The inclusion of the more recent years , however , introduces marked

differences in the aversges |, especially for Chile and Argenting .
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gddition to that , the table reports @ second measure of inertia in the form
of the correlation coefficient between current and one period lagged
inflation . For the first measure inertis would be greater for the lower
coefficient of variation , while for the second the largest inertia should
correspond to the largest coefficients . The two measures unambiguousiy
point Argentina as the country with the lowest degree of inertia and
Brazil as highest . The position of Chile and Uruguay is intermediary , but
the relation between these two is somewhat ambiguous : Chilean inflation
is highly autoregressive , suggesting a large degree of inertia , but also

shows a large variability .

Table 1
Measures of Inertia and of "Organization” : Latin American High
Inflation Countries

Argentina  Brazil Chile Uruguay
Inertia-19 163.8 67.5 156.0 899
Inertia-2b 0.57 0.85 0.30 0.68
Unionization® 37 10.6 320 17.7
Agric. Emnploymentd  14.8¢ 36.2f 15.99 15.6h
Poverty index! 8.0 49.0 17.0 10.0]
Opennessk 8.6 6.1 10.9 9.7

SOURCES snd OBSERYATIONS : (&) Coefficient of variation for inflation rates
of the period 1948- 1979 as reported in J. W. Wilkie{1983) pp. 340-
248, (b} Slope coefficients of regressions : My =8 + bWy + v . (&)

Percentage of organized workers i neconomically active population in 1960
as reported in F. Zapsts {1970). (d) Percentage of economicslly active
populstion employed in sgriculture , from J. W. Wilkie (1983) p. 175
{e)1970.(f)1976. {g)1980. {(h)1975. (i) Percentage of total households
below the povertylevel in 1970 , ibid. p. 187. {j) Only urban population.
{k)Exports over GDP in 1971 ,ibid. pp. 307-313.
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The indicators of the degree of "organization” include the extent of
union membership and a proxy for the size of the informal sector . It is
readily seen that Argentina and Chile are by far the more unionized
economies , though the degree of centralization and federalization , as
#well a5 the degree of contract synchronization , in Argenting is much
higher . Uruguay is fairly unionized but , like in Chile , there is marked
splitting between unions with different political tendencies . Union
membership is low in Brazil but there is & great degree of state control
over the unions'® . Apart from the sharply different histories of each
individual labor movement , the strength of the unions is "structurally”
related to the size of the informal sector ; & position of "unlimited supply
of labor” is certainly not conductive to cohesive and strong unions . In this
respect the table reparts agricultural employment as a percentage of the
total and the extent of poverty in each country . Argentina scores the
lowest while Brazil the highest in both accounts , and Chile appears
unambiguously more agricultural and poorer than Uruguay . In addition to
that the table reports degrees of openness , showing no important
differences between these countries .

The indicators seem to match very well , especially for the
extremes of the spectrum . Argentina is surely the more "organized” and
the one with the lowest degrees of inertia , while Brazil is the least
"organized” and the one with the highest inertia . The position of Chile and
Uruguay is intermediary ; it would appear that inertia that Chile should

show greater inertia than Uruguay , despite the differences in

13 On the genersl charscteristics of the labor movements in the region , of R. J. Alexsnder
(1965) .
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unionization'4 , which is indeed confirmed by our autoregressive measure
of inertia . The Chilean inflation , however , shows much greater
variability then the Urugueyan , which is actuslly due to the period of
exceptionally large inflation rates after 1973 : computing the coefficient
of varistion Tor the Chilean inflation for the period 1948-1973 we found
the value of 62.9 while for Uruguay the coefficient would be 102.0.

A more “historical” reading of these countries’ experience with
stsbilization policies during these years seemn to provide additional
support to our findings . It is indeed in Argentina thst one finds the most
spectacular episodes of sudden and unemployment free disinflations based
on coordinated wage-price restraint . In 1952-53 inflation was brought
down from 38.1% to 43% thenks to an extensive system of wage-price
centrols negotiated by Ferdn and labor and business leaders and in 1959~
60 inflation was reduced from 113.9% to 27.1% again by virtue of wage
price restraint!3 . In 1967-68 another wage-price freeze reduced inflation
from 20.6% to 3.9% with financisl policies playing & secondary role'® , and
again in 1973-74 & "social pact” was sttempted and succeeded in holding

prices steady for nearly an year'? . At this present moment we are

14 Which are sctuslly compensated by other factors . Bitter politicsl struggles sround the

control snd the policies of the large unions in Chile reduced considerably the scope for
“collabaration” . In Urugquay despite the marked fragmentation of unions there has been much
more "coordination” thaninChile ,cf ibid. pp. 61, 99 passim .

15 R, D. Mallon/J. ¥. Sourrouille {1975} pp. 9-25 passim . In both episodes monetary policy
was not restrictive and there was no noticeable recession .

16 “There was not & single messure adopted to reduce demand , and dernand was actuslly
stimnulated in various ways” , ¢f. J.C. de Pablo (1974) p. 177 passim .

17 |nflation was nearly zero from June of 1973 untill March of 1974 , though the Jsnusary-to-
December values for 1973 and 1974 were respectively 42.7% and 40.0% , cf. G. di Tella
{1979} and R. L. Ayres (1976 .
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witnessing still another coordinated wage-price freeze - this time
accompanied by restrictive financial policies and by a large degree of
control - which reduced an average monthly inflation rate of nearly 30% to
something around 2.0%'8 . In general we can not say that these plans were
unqualified successes , as their very frequency indicates that inflation
always returned and sometimes very quickly . But the important point to
be made is that while periodic “freezes™ could wipe out the inflationary
"memory” they could not prevent new shocks and ususlly did not touch the
more fundamental causes of inflation . The nature of these causes is
actually the object of a lasting debate but regardiess of its verdicts it is
a remarkable fact that Argentina could engineer such sudden reductions in
inflation , and this had to do with the issues discussed in this chapter .

in absolute contrast Brazil had only one wholehearted stabilization
plan during the years covered by Table 1 , by means of which & newly
installed authoritarian government accomplished a reduction of infiation
from 87.1% in 1964 to 29.6% in 1967 at great cost . The pian implemented
very restrictive financial policies and genero{ed a very severe recession ;
the government also banned all union activity and introduced a system of
centralized wage setting . A program of voluntary price control was
implemented but it could not prevent a very drastic reduction in real
wages!'? . Wage “restraint” was only very slowly passed into prices , 8

phenomena we also observed in the Chilean stabilization starting in

18 F_ L Lopes (1985) .

19 Ses A. Lara-Rezende {1983) . A system of price controls was actually implemented but it
was not binding : firms could adhere to it in exchange for credits at subsidized rates and other
favors .
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197420 . More recently , the government's capacity to influence wage
fixing would play 8 fundasmental role in the stabilization experiment
initiated in February of 1986 with the introduction of the Cruzado . This
time the government would be able to enforce extensive price controls and
a complex mechsnism of wage deindexation simultaneously. The recent
Peruvian effort , the Inti Plan , marks yet another remarkable episode of
abrupt desinflation in which s wage-price freeze played a fundamental
role in addressing the inertia problem2! . Other episodes of aparent
"jumps™ of the Phillips trade off in 8 downwards direction are the Chilean
plan of 1959-60 , and the Urugusaysn plans of 1953-54 and 1968-69 ; all
of them involved negotiated wage-price restraintZZ . Incidentally , the
contrast in performance between these non-conventional plans (or
conventional plans with "heterodox™ treatment of the inertia problem) and
those exclusively relying on financial policies , generally “inspired™ by the

IMF , is extraordinary2s .

20§ R. Ramws {1980) .

21 A Espejo{1986) .
22 H.J.Finch (1979) , F. Pazos (1972) and R. Ffrench-Davis (1973) .

23 For g review of orthodox plans see E. Eshag/R. Thorp (1965} , S. Lichtensztejn (1978) .
For more recent accounts see C. Diaz-Alejandro {1981) and A. Foxley (1983) . The official
view of the IMF , notwithstanding , is that mest cases of orthodox plans under stand-by
agreements were successful , 7. M. Reichmann/R. T. Stillson (1978) .
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7 Conclusions

This paper was intented to show that inflationsry inertis is &
problem that should be considered on its own right , and in this
connection the very basic policy implication of our anslysis is that &
stabilization program {especially for countries where movements along @
Phillips' curve are not relevant) could anly be successful if the inertia
problem is specifically addressed . The paper associated the inertia
problem with a familiar instance of problems of collective decision
making , namely & free-rider problem . It was argued that , in this context
, the stabilization problem is essentislly & coordinstion problem or &
problem of devising some mechanism to enforce coordinated wage-price
restraint . It was suggested that policies such as “incomes policies” or
coordinated price-wage freezes would be the most common exemples of
such mechanisms . Some very brief comments were made as regards the
experience with such policies in Latin America and in the OECD ares ;
these accounts were primarily illustrative , and they seem to suggest
thal the hypothesis deserves careful work .

The most important message is very clear , namely stabilization
does not merely involve the disposition to use demand mangement
instruments in the "unpopular” contractionary direction . Once the inertis
problem is considered , the design and implementation of a stabilization
plan becomes & very complex matter . Coordination devices involve the
palitical and institutionsl setting of economic interests in & very
essential way ; 6s put in & recent interdisciplinary effort to understand
inflations in the 1970s : “"the key to stanching inflation may be to

experiment with palitical controls that induce a "concern far the commaon
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interest” among organized intereste and state authorities and encourage
them to act on the interests they share with society at large . Incomes
policies , social contracts , tripartite bargaining structures , corporatist
industrial relations systems , arrangements for direct representation of
organized interests within the state , and institutions of indicative
planning can all be seen as implicit or explicit groupings for political
control™t .

Policies to address the inertia issue face problems of
implementation mostly because they should be compatible with
individuals acting selfishly . This could be especially difficult in the
presence of external imbalances of other distributive or political
tensions which establish 1osses to be shared . The record of incomes
policies during the postwar period is a8 matter of debate and a judgement
of the most recent experiences with price freezes in Latin America is
still premature . Yet the advancement of corporatism in Europe and the
redemocratization seem to suggest that the establishment  of
institutional arenas for tha soltuion of conflicts does reduce the scope
for the latter . In this sense it may help to eliminate perhaps the most
common expression of conflict in organized capitalist societies

inflation .

T | Lindberg { 1985} p. 30 .
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