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Trade Union Power, Wage Inflation, and
Labor Militancy: A Comparative Analysis

Broadly speaking, two views have dominated the literature on post-
war wage and price inflation: “demand-pull” and “cost-push.”! Ad-
mittedly, the distinction is somewhat artificial, probably more so now
than in the past. Indeed, the empirical results of excess demand
models of inflation are easily rationalized in cost-push or “sociologi-
cal” terms—a point I pursue further in the main body of this chapter.
Conventional, demand-pull inflation models imply that the percent-
age rate of change of money wages depends essentially on the level
of, and in some models the rate of change of, excess demand for
labor. Historically, one of the principal theoretical controversies in the
demand-pull literature (and one that has obvious policy implications)
was whether there is a stable, long-run tradeoff between the demand
for labor (usually proxied by a nonlinear function of the measured
unemployment rate) and the rate of wage and/or price inflation. The
neo-Keynesian position was that there is a long-run unemployment-
inflation tradeoff (although this view was later abandoned in the light

Reprinted from the Center for International Studies, MIT, Monograph Series, C/77-6,
April 1977 (subsequently published in Italian in MICROS, 3 [March 1984}, 27-42). This
is one of a series of papers from my project on industrial conflict and its consequences,
supported by the National Science Foundation. I am grateful to Nicholas Vasilatos for
able research assistance, to Henry Brady and Hartojo Wignjowijoto for comments on
an earlier draft, to Marityn Shapleigh for editorial advice, and to Suzanne Planchon for
typing the manuscript.

1. A third view should also be acknowledged: the monetarist, quantity theory.
Models representing the quantity theory framework are not examined here. However,
see the comparative study by W. F. Nordhaus, “The Worldwide Wage Explosion,”
Brookings Papers on Economic Activity (1972:2), 439, who concludes that “’the strict mone-
tarist hypothesis is rejected whenever the evidence is sufficient.”
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of experience), whereas the traditional neoclassical stance was that
any such tradeoff is merely a short-run, transitory phenomenon due
to lags in adjustment between expected and actual rates of inflation.

International factors aside, cost-push theories of wage inflation
usually take a social conflict or collective bargaining orientation to
wage formation and point to the influence of sociological variables—
especially trade union militancy or labor aggressiveness. At the core
of the cost-push view is the idea that trade union action exerts signifi-
cant upward pressure on the rate of change of wages independently of
excess demand for labor, that is, independently of market forces.
Wage settlements following outbursts of strike activity (such as May-
June 1968 in France, the “hot autumn” of 1969 in Italy, and nation-
wide strikes of coal miners in 1972 and 1974 in Great Britain) as well as
the poor performance of conventional models in explaining the gen-
eral wage inflation experienced by most Western industrial societies
since the late 1960s appear to have enhanced the status of labor mili-
tancy, cost-push theories among orthodox economists.?

The main body of this chapter examines various demand-pull and
cost-push models of wage inflation against annual postwar data on
hourly compensation of manufacturing employees in four industrial
societies: Italy, France, Great Britain, and the United States.> My prin-
cipal purpose is to show that the “power” and “militancy” of trade
unions play an important role in the dynamic process of wage deter-
mination in a diverse group of industrial societies. Contrary to the
usual practice, I shall summarize my main assumptions, arguments,
and conclusions here rather than at the end:

1. The existence of a long-run unemployment/wage inflation trade-
off (Phillips curve) requires money illusion on the part of labor and/or
trade union weakness in wage bargaining.

2. Being persuaded on a priori grounds by the neoclassical-acce-
lerationist position that widespread money illusion is implausible, [
argue that less than full wage adjustment to nontrivial episodes of
price inflation is most likely due to the weakness of organized labor in
collective bargaining.

3. The empirical results show that the long-run coefficient of ad-
justment of manufacturing wage changes to price changes is less than

2. See, for example, G. L. Perry, “Determinants of Wage Inflation around the
World,”” Brookings Papers on Economic Activity (1975:2), and the discussion in the second
and third major sections of this chapter.

3. Throughout this chapter I use “wages” and “‘compensation” interchangeably,
although they are of course distinct. All empirical results pertain to the latter.
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unity only in the United States; that is, only in the United States is
there any evidence of a nonvertical long-run Phillips curve.

4. Both the rate at which wages adjust to prices and the long-run
magnitude of the adjustment coefficient are interpreted as a reflection
of trade union power in wage bargaining. Rank ordering of the coun-
tries along these lines is consistent with the qualitative judgment of
industrial relations specialists about the comparative power of the
various trade union movements—particularly the comparative weak-
ness of organized labor in the United States.

5. In all four countries trade union militancy (which should be
distinguished from trade union power), as measured by strike activ-
ity, exerts sizable effects on the rate of change of manufacturing
wages independently of market forces. However, in most cases trade
union action has not systematically contributed to accelerating wages
and prices, except perhaps in recent years, when “real wage resis-
tance”” has persisted in the face of changes in relative prices in favor of
food and fuel producers.

6. Outside the United States (and other countries with relatively
weak trade union movements) wage and price stability probably can-
not be achieved without union acquiescence in some form of incomes
policy—unless, of course, political authorities are willing to run the
economy at a very low (and politically infeasible) level of activity. The
postwar experience suggests that, barring major political changes,
such union cooperation is not likely to be forthcoming in any of the
countries examined here, with the partial exception of Great Britain;
even there it has taken the conjunction of a Labour government fac-
ing an extraordinary economic crisis to elicit voluntary trade union
restraint.

Excess Demand Models

Simple Phillips Curve

The point of reference for most contemporary treatments of wage
inflation is A. W. Phillips’s seminal 1958 study of the relation between
unemployment and the rate of change of money wages in the United
Kingdom over the period 1861-1957. Phillips employed somewhat
unorthodox statistical procedures in his analysis, but his plots of the
percentage rate of change of wages against the unemployment rate
revealed a nonlinear, inverse association (convex toward the origin)
that was replicated in many subsequent studies and is now widely
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known as the “Phillips curve.” Phillips rationalized his empirical
results with an excess demand argument that most work in this tradi-
tion has adopted:

When the demand for labour is high and there are very few unem-
ployed we should expect employers to bid wage rates up quite rapidly,
each firm and each industry being continually tempted to offer a little
above the prevailing rates to attract the most suitable labour. . . . On
the other hand it appears that workers are reluctant to offer their ser-
vices and less than prevailing rates when demand for labour is low and
unemployment is high so that wage rates fall only very slowly. The
relation between unemployment and the rate of change of wage rates is
therefore likely to be highly nonlinear.*

Phillips also noticed a tendency for wages to respond to changes in
the unemployment rate. Although he acknowledged the implications
of this association for labor bargaining power, Phillips interpreted
this relationship primarily in demand-pull terms as well: “Thus in a
year of rising business activity, with demand for labour increasing
and the percentage unemployment decreasing, employers will be
bidding more vigorously for the services of labour than they would be
in a year during which the average unemployment was the same but
the demand for labour was not increasing.”®

With U denoting the unemployment rate, the simple or “naive”
Phillips curve model therefore takes the form:

w' = f(U, AU), (3.1a)

which, following conventional practice, is specified to be linear in 1/U
and AU.

wt' = b() =+ bl(l/ut) + bzAut, (31b)

where w' = the percentage rate of change of wages (hourly
compensation of employees in manufacturing)
computed as 100 times the first backward differ-
ence of the natural logs,
U = the civilian unemployment rate,
AU = the first backward difference of U.

4. A. W. Phillips, “The Relation between Unemployment and the Rate of Change of
Money Wage Rates in the United Kingdom, 1861-1957,” Economica, 25 (1958), 283.
5. Ibid.
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For purposes of comparison with the more realistic models intro-
duced below, estimates of the simple Phillips curve model are re-
ported in the first column of Tables 3.1 through 3.4. It will come as no
surprise to those familiar with the contemporary wage determination
literature that the simple excess demand, Phillips curve hypothesis
does a poor job of explaining the postwar wage inflation. In all four
countries the R%s are low, the regression standard errors relatively
high, and AU, has the wrong sign (positive). The level unemploy-
ment rate term, 1/U,, is properly signed (positive) in all regressions
but reaches conventional statistical significance only in the equation
for Italy.

The most obvious empirical shortcoming of the naive Phillips
model is that no account is taken of movements in prices. Phillips did
not ignore prices altogether; rather, he advanced a threshold hypoth-
esis in which price changes affected the wage bargain only when they
threatened to reduce real wages, that is, only when the rate of change
of prices was greater than the rate of change of wages (p’' > w’).
Since in Phillips’s sample real wages rarely fell over a sustained pe-
riod, a price term was not explicitly incorporated into his wage equa-
tion,

Phillips Curve with Contemporaneous Price Changes

Among the first to build price changes directly into the wage equation
was Lipsey.® However, Lipsey’s most important contribution was his
attempt to tie the inflation-unemployment (Phillips curve) tradeoff to
conventional supply and demand economic analysis. Lipsey devel-
oped an argument showing that (1) the proportional rate of change of
money wages is a linear function of the ratio of excess demand to total
labor supply, and (2) the unobserved excess demand ratio is approxi-
mated by a negatively sloped, nonlinear function of the observed
unemployment rate, L.

Lipsey’s disequilibrium wage adjustment model was generally
taken to be a strong theoretical rationalization of the empirical Phillips
curve.’” Lipsey also developed an ingenious explanation—which cen-

6. R. G. Lipsey, “The Relationship between Unemployment and the Rate of Change
of Money Wages in the United Kingdom, 1862-1957: A Further Analysis,” Economica,
27 (1960), 1-31.

7. Objections on theoretical grounds were, of course, raised. See, for example,
Bernard Corry and David Laidler, ““The Phillips Relation: A Theoretical Explanation,”
Economica, 34 (1967), 189-197. The accelerationist argument is treated in the next sec-
tion.
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tered on the consequences of aggregating individual market tradeoff
curves across markets—for the aggregate association observed by
Phillips between the rate of change of wages and the rate of change of
unemployment, U’.8

The empirical form of Lipsey’s model is simply the naive Phillips
curve equation with a term for contemporaneous price changes:

wi = by + by(1/Uy) + bapi + bsUy, (3.2

where p’ = the percentage rate of change of prices (computed by the
log-difference method described previously) and all other terms are
as defined earlier.

Since the Phillips curve argument does not depend heavily on U;
and this term was insignificant in all regressions (studies using this
class of models typically find b; = 0), the results reported in the
second column of Tables 3.1 through 3.4 are based on equations
omitting the term for the rate of change of unemployment. The esti-
mates for this model yield little evidence in favor of the conventional
Phillips curve argument. The coefficient of the unemployment or ex-
cess demand term 1/l has a perverse (that is, wrong) sign in the
equations for France and Great Britain and is insignificant in the
regression for Italy. Moreover, the coefficient of the contemporane-
ous price change term p; is not significantly different from unity in
the regressions for France and Great Britain and is significantly greater
than unity in the equation for Italy.” This result alone is sufficient to
deny the Phillips curve thesis, for it implies that the wage bargain is
struck in real rather than money terms, and therefore there cannot be
a tradeoff between the nominal phenomenon of money wage infla-
tion and a real quantity such as the unemployment rate.'® This point

8. Lipsey used the proportional rate of change of the unemployment rate (U’) in his
study rather than the simple rate of change (U) used in Equation (3.1). Phillips appears
to have had the latter in mind, but I found that it made little difference: regressions
using U/ produced results very similar to those reported in column 1 of Tables 3.1
through 3.4.

9. A similar estimate of the elasticity of manufacturing wages with respect to prices for
postwar Italian data is reported by P. Sylos-Labini, Trade Unions, Inflation, and Productiv-
ity (Lexington, Mass.: Lexington Books, 1974), who surprisingly does not comment on
its implications. As it turns out (see the following sections), the long-run elasticity is on
the order of 1.0.

10. I am inclined to pay greater attention to the coefficient of p’ than to that of Uin
evaluating the Phillips curve thesis, since it can be argued with some justification that
during the estimation period unemployment and other measures of aggregate demand
did not vary enough to permit a sharp estimate of the excess demand coefficient. For all
of the countries treated in this chapter, the coefficient of variation of p’ is substantially
greater than that of U.

e S e e o s e e
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is pursued further in the next section. Only for the United States do
the estimates for Equation (3.2) support the (wage) inflation-unem-
ployment tradeoff view. The results in column 2 of Table 3.4 show a
significant positive parameter estimate for 1/U; and an estimate for p;
(0.58) that is many standard errors less than unity.

Price Expectations Phillips Curves

The Phillips-Lipsey tradeoff model implies that high rates of inflation
yield long-term benefits in the form of lower unemployment. This
view is plausible on theoretical grounds only if one of the following
conditions is satisfied:

1. Workers value, at least to some extent, nominal wage increases
alone; that is, a significant fraction of the labor force suffers from
“money illusion.”

2. Other things being equal, labor organizations are not powerful
enough relative to management to obtain full wage adjustment
to price increases.

Among economists, the tradeoff debate has hinged largely on the
plausibility of the first condition. For example, Tobin summarizes the
theoretical foundation of the Phillips curve thus: “The Phillips curve
idea is in a sense a reincarnation of the original Keynesian idea of
‘money illusion’ in the supply of labor. The Phillips curve says that
increases in money wages—and more generally, other money in-
comes—are in some significant degree prized for themselves, even if
they do not result in equivalent gains in real income.””!!

Economists working in the strict neoclassical tradition attack this
idea, pointing out that even though wages are set in money terms,
the wage determination process is essentially a bargain for real wages
conditioned by the forecasts of buyers and sellers of labor of the
behavior of prices over the contract period. Hence Friedman, Phelps,
and others argued that any steady rate of inflation will eventually be
anticipated fully by economic actors and that wage adjustment to

11. J. Tobin, “Unemployment and Inflation: The Cruel Dilemma,”” in Prices: Issues in
Theory and Public Policy, ed. Almarin Phillips and Oliver E. Williamson (Philadelphia:
University of Pennsylvania Press, 1968), p. 106. J. M. Keynes, The General Theory of
Employment, Interest and Money (London: Macmillan Press, 1936), pp. 14-15, wrote:
“The workers . . . resist reductions of money wages . . . whereas they do not resist
reductions of real wages . . . Every trade union will put up some resistance to a cut in
money-wages, however small. But since no trade union would dream of striking on
every occasion of a rise in the cost of living, they do not raise the obstacle to any
increase in aggregate employment which is attributed to them by the classical school.”

=
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expected price inflation will be complete; that is, the long-run elasticity
of wages with respect to prices will be unity.!? In this view the Phillips
curve is merely a short-run, “statistical” phenomenon stemming
from lags in adjustment between expected and actual rates of price
(and/or wage) inflation. In Friedman’s words: “There is always a
temporary trade-off between inflation and unemployment; there is no
permanent trade-off. The temporary trade-off comes not from infla-
tion per se, but from unanticipated inflation, which generally means a
rising rate of inflation. The widespread belief that there is a perma-
nent trade-off is a sophisticated version of the confusion between
‘high” and ‘rising’ that we all recognize in simpler forms. A rising rate
of inflation may reduce unemployment, a high rate will not.”"

The position of neoclassical, “expectations” theorists is, then, that
the wage equation should be specified in the form:

w) = by + by(1/U) + byp, (3.3a)

where p*’ = the expected rate of price inflation. b, can be interpreted
as the parameter of money illusion. If b, = 0, Equation (3.3a) reduces
to the simple Phillips curve model introduced earlier. For 0 < b, <1
we have what essentially is the Phillips-Lipsey model of the previous
section, in which the long-run tradeoff between (wage or price) infla-
tion and unemployment is steeper (less favorable) than the short-run
Phillips curve. Friedman, Phelps, and other strict expectations theo-
rists assert that b, = 1. There is no money illusion in the labor market,
and the long-run Phillips curve is a vertical line crossing the U axis at
the “natural rate” of unemployment. The only possible long-run
tradeoff is therefore between the rate of change of real wages
(w" — p’) and the unemployment rate and/or between the rate of ac-
celeration of inflation and the unemployment rate.!4

12. Milton Friedman, “"The Role of Monetary Policy,” American Economic Review, 58
(1968), 1-17; E. Phelps, “Phillips Curves, Expectations of Inflation and Optimal Unem-
ployment over Time,” Economica, 34 (1967), 254-281; E. Phelps, “Money Wage Dy-
namics and Labor Market Equilibrium,” Journal of Political Economy, pt. 2, 76 (July/
August 1968), 678-711.

13. Friedman, “The Role of Monetary Policy,” p. 11.

14. If Equation (3.3a) is evaluated at steady state (that is, at p’ = p*'), b, = 1 implies:
{w" — p') = f(U). Any tradeoff is therefore between changes in real wages and unem-
ployment {excess demand).

Passing a price function through (3.3a) illustrates the acceleration argument. Sup-
pose p’ follows the simple markup scheme p’ = w’ — x', where x’ = rate of change of
labor productivity, and it is implicitly assumed that any asymmetry in the system
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Since price expectations are not measured directly, empirical test-
ing of (3.3a) requires that p*’ be specified in terms of observable
variables. The conventional practice is to use some function of actual
price changes, p’. For annual data the hypothesis

Pl = pi (3.3b)

is not unreasonable. Expectations may be fully embodied in actual
price changes averaged over a twelve-month period. This hypothesis
was effectively tested by the estimation of Equation (3.2). The results
(in the second column of Tables 3.1 through 3.4) provided strong
support for the neoclassical or strict expectations argument. The hy-
pothesis b, = 1 was rejected only for the United States.

A second model for price expectations is the unconstrained, finite
autoregressive scheme:

pt' = aipi_i, (3.3¢)

i=0

in which expectations are generated by the weighted, finite sum of
current and lagged price changes.

The third model tried in this study incorporates the adaptive expec-
tations hypothesis:

pi' —pili= (1 - a)pi — pil)
pi' =1 —a) Z; aipi;

, 1—a |
pi' =1 P (3.3d)

where L is a lag operator. 7 7
In the adaptive model, price expectations are revised linearly each
period in proportion to some fraction of last period’s forecast error.

(which is necessary for the existence of a conventional tradeoff) occurs in the wage
equation. Hence we have: p’ = (by — x') + by(1/U) + byp*’, which for b, = 1 implies:
dp'ldt = (1/ p)(d?p/dt?) = f(U). The tradeoff is therefore between the rate of acceleration
of inflation and the employment rate and requires that workers be continually “sur-
prised” by new bursts of inflation (p’ > p*').

The “natural rate” of unemployment is given by the root of the equation: p’ — p*’ =
0= (b — x') + b(I/U) = =bu/(by — x').
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The model implies that expectations are governed by an exponen-
tially weighted moving average of observed price changes.
Estimation of the price expectations Phillips curve models using the
finite autoregressive and the adaptive schemes for p*’ rendered es-
sentially the same results; therefore, estimates of only the former
scheme are reported in the third column of Tables 3.1 through 3.4.7
The results for France, Great Britain, and the United States do not
differ appreciably from the estimates of the Phillips-Lipsey model
shown in column 2. The unemployment term again has the “wrong”
sign in the regressions for France and Great Britain, and, more impor-
tant, the sum of the price change coefficients is just about unity.
However, in the case of Great Britain the sum of the autoregressive
price coefficients (1.2) exceeds the contemporaneous price coefficient
of Equation (3.2) (0.843) by a large enough margin to yield an increase
in R? and a decrease in standard error of the regression. The price
expectations model estimates for the United States are essentially the
same as those of the static Phillips-Lipsey equation: the parameter of
the inverse of the unemployment rate is positive and significant, and
the elasticity of wages with respect to prices is on the order of 0.6.1¢
The estimate of the sum of the price change coefficients for Italy
represents the most important departure from previous results. The
coefficient of contemporaneous price changes, p;, in Equation (3.2)
was 1.65, that is, substantially larger than unity. This, of course,
implies that every burst of price inflation is followed by a sizable
increase in real wages—an implausible result.!” The sum of the coeffi-
cients of the p;_; in column 3 of Table 3.1 shows that the long-run
elasticity of wages with respect to prices in Italy is not significantly
different from 1.0. The time path of the price coefficients—substan-
tially greater than unity at time (), negative at times (t — 1) and (¢ —

15. 1 tested the adaptive price expectations version by estimating the implied nonlin-
ear equation: w;, = bo(l — a) + awiy + bi(UU,) — bia(U/U—) + by(l — a)p;. The
estimate of b, was approximately unity in the regressions for Italy, France, and Great
Britain. I experimented with lags of various lengths in the finite autoregressive expecta-
tions models; the tables report the best-fitting equation.

16. 1 ran a number of additional experiments for the United States to test the idea
(which appears from time to time in the literature) that the coefficient of adjustment is
closer to unity once a critical threshold in observed rates of price inflation is reached. I
could find little support for this appealing hypothesis.

17. Adding the rate of change of labor productivity to the contemporaneous price
change model for Italy does not appreciably alter this result: the parameter estimate of
p: is 1.6 and the productivity term is insignificant. Adding productivity to the equations
for the other countries did not yield anything worth reporting either.
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2)—does indicate, however, that in the Italian system prices are more
or less continually chasing wages.'® Clearly there is little evidence of
neo-Keynesian money illusion.’

Why is the United States the only industrial society of the four
considered here to exhibit a viable Phillips curve??’ I doubt that it is
because workers and/or union leaders in the United States, unlike
their Italian, French, and British counterparts, suffer from money
illusion. In other words, I think it is unlikely, particularly in the
manufacturing sector, that a sizable fraction of the labor force in any
industrial society is fooled by (or prizes to a significant degree) money
wage increases alone. A more plausible model would specify that the
elasticity of target wages with respect to expected prices is unity, or
very nearly so, at least in industrial labor markets. If this idea has
merit, then international variation in the rate and equilibrium magni-
tude of the adjustment of observed wages to price inflation reflects to
some extent differences in the power of trade unions to obtain target
wage increases, rather than money illusion in labor markets.*!

18. The period-by-period price coefficients are: p; = 1.89, p;;=—0.18, and Pia=
—0.48.

19. As in other studies of wage inflation, there is some danger that the price coeffi-
cients reported here suffer from (simultaneous equations) bias. It is unlikely that this
accounts for the pattern of results, but the only way to sort the matter out definitively
would be to employ a correctly specified “large” econometric model in which wages,
prices, and employment were jointly endogenous. [ take heart in the fact that according
to Ezio Tarantelli, economist at the University of Florence and consultant to the Bank of
Rome, prices also “chase wages” in the bank’s econometric model of Italy.

20. I do not mean to imply that the U.S. Phillips curve has been stable over the
postwar period; there is a great deal of evidence that it has not. See, for example, the
comparative analysis by R. J. Gordon, “Wage-Price Controls and the Shifting Phillips
Curve,” Brookings Papers on Economic Activity (1972:2), 385-421.

21. 1am not saying that if trade unions did not exist the elasticity of wages in relation
to prices would be zero. This is an absurd argument. Trade union power presumably
makes a difference on the margin; but the margin may be important enough to deter-
mine whether there is a viable Phillips curve tradeoff. If equations in the form of (3.3)
were estimated for a large number of countries (or sectors or industties—see note 22),
then analyses of the following sort in principle could be undertaken: 4; = A + 8(Xu),
where a; = the long-run elasticity of observed wages with respect to prices in the ith
country (sector or industry), A = pure “‘market” component, £(Xy) = union “power”
component, and X;; = a vector of variables measuring the (relative) wage bargaining
power of trade unions.

A similar model might be specified for the rate of wage adjustment, which might
exhibit greater international (intersectoral, interindustry) variation. Obviously the job
of identifying and measuring Xy and specifying ¢ would not be trivial. Until serious
studies along these lines are undertaken, the argument in the text will remain largely
speculative.
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Recall that the pattern of results for the elasticity of wages with
respect to prices across the four countries was:

Italy full wage adjustment to price inflation in the long
run;
“prices chasing wages” in the short run

Great Britain  full and more or less instantaneous (annual) wage
and France adjustment to price inflation

United States less than full long-run wage adjustment;
viable Phillips curve

If one adopts the hypothesis that wage adjustment dynamics in part
reflect the power of organized labor in collective bargaining, these
results imply that (in the manufacturing sector at least) trade unions
are most powerful in Italy, strong in Great Britain and France, and
comparatively weak in the United States.?? Without attempting to
discuss or reference the voluminous literature here, I think it is accu-
rate to say that this rough rank ordering is consistent with the qualita-
tive assessment of most industrial relations specialists about the com-
parative strength in wage bargaining of organized labor in these
countries.?

Perhaps the best way to illustrate international differences in trade
union power is to contrast briefly the situation in the two polar
cases—Italy and the United States. In Italy it is extremely difficult for
employers, even if hard pressed, to dismiss workers. Moreover, the
wages of most workers (nearly all in the manufacturing sector) are
pegged to the cost of living, and escalator wage adjustment (scala
mobile) takes place every three months. More dramatic examples of
institutionalized trade union power are difficult to find. By contrast,
in the United States there are virtually no constraints on employers’
rights to discharge workers for economic reasons, and only the

22. My interpretation of these results is compatible with intranational, cross-sec-
tional studies finding that the elasticity of wages with respect to prices is higher in
strongly unionized industries than in weakly organized sectors. See G. Pierson, “The
Effect of Union Strength on the U.S. Phillips Curve,” American Economic Review, 57,
(1968), 456-467; J. Vanderkamp, “Wage and Price Level Determination: An Empirical
Model for Canada,” Economica, 33 (1966), 194-212; and R. L. Thomas, “Wage Inflation
in the UK: A Multi-Market Approach,” in Inflation and Labour Markets, ed. D. Laidler
and D. Purdy (Manchester, England: Manchester University Press).

23. Note that in Italy and France, where the state is an important actor in the (pri-
vate- as well as public-sector) labor market—that is, it is involved in setting wages,
hours, and conditions of work—trade union power to a great extent consists in the
ability to induce concessions from the government.
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strongest and most innovative unions have tried (with limited suc-
cess) to bargain for cost-of-living wage escalator clauses. Wage adjust-
ment takes place almost wholly via periodic contract renegotiation. It
is hardly surprising, therefore, that the response of wages to price
inflation in the United States is both less rapid and less complete than
in Italy.

Sociological Cost-Push Models

It was noted at the beginning of this chapter that the excess demand
class of wage inflation models is easily rationalized from a cost-push
or collective bargaining theoretical perspective.? The empirical
results presented in the previous section were to some extent inter-
preted from this point of view. The purpose of this section is to
determine whether explicit indicators of union aggressiveness or la-
bor militancy have significant influence on the rate of change of
wages independently of price movements and unemployment—in
other words, whether autonomous trade union actions exert signifi-
cant upward pressure on money wages, or whether discrete expres-
sions of union militancy merely represent a form of ritualized conflict
ratifying outcomes that market forces would have produced in any
case. A variety of direct and proxy measures have appeared in the
sociological cost-push literature; the principal ones are:

1. the level and rate of change of profits

2. the rate of change of the proportion of the labor force in trade
unions

3. subjective (ad hoc) estimates of labor militancy

4. strike activity

The relevant models and empirical results are presented below.

Profit-Augmented Wage Change Models

Among the first to challenge Phillips-type excess demand models of
wage inflation and to propose an alternative collective bargaining
theory in which profits played a central role was Kaldor. Kaldor ar-

24. A more sustained argument along these lines is given by A. Rees, “The Phillips
Curve as a Menu for Policy Choice,” Economica, 37 (1970), 227-238.
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gued that “the rise in money wages depends on the bargaining
strength of labor; and bargaining strength, in turn, is closely related to
the prosperity of industry, which determines both the eagerness of
labour to demand higher wages and the willingness and ability of
employers to grant them.”? By prosperity Kaldor clearly meant the
rate of change of profits: “The rise in wages is prompted by the rise in
profits.”’2

Kaldor's rather casually formulated theory was followed by a series
of empirical studies testing the impact of profits and the rate of
change of profits on the rate of wage inflation.” These studies pro-
duced rather mixed results; hence the thesis that movements in
profits are an important influence on wage changes remains problem-
atic.

Comparative results for a profits-augmented manufacturing wage
| inflation model are reported in the fourth column of Tables 3.1
through 3.4 and are based on the equation:

wh = b+ bi(LU) + 3 aipii + ba () + bs SR 69

where R/Y = manufacturing profits as a percentage of gross
income produced (Italy, Great Britain),
R/W = manufacturing profits as a percentage of em-
ployee compensation (United States),
and all other terms are as previously defined.

The regression estimates give little or no support to the profits the-
sis.?® The profit level term R/Y is significant but has the wrong sign

| 25. N. Kaldor, “Economic Growth and the Problem of Inflation,” Economica, 26
(1959), 293.
| 26. Ibid., p. 294.

27. W. G. Bowen, The Wage-Price Issue: A Theoretical Analysis (Princeton: Princeton
University Press); R. G. Lipsey and M. D. Stueuer, “The Relation between Profits and
Wage Rates,” Economica, 28 (1961), 137-155; R. ]. Bahatia, “Unemployment and the
Rate of Change of Money Earnings in the United States, 1900-1958,” Economica, 28
(1961), 286~296; G. L. Perry, “The Determinants of Wage Rates Changes and the
Inflation-Unemployment Tradeoff for the United States,” Review of Economic Studies, 31
(1964), 287-308; and R. L. Bodkin, The Wage, Price, Productivity Nexus (Philadelphia:
University of Pennsylvania Press, 1966). There is no unique measure of the level of
profits. Profits as a percentage of stockholders’ equity, the ratio of profits to wage
income, and the ratio of profits to total income produced are all acceptable indicators.
The various measures generally point in the same direction.

28. Because I was unable to find manufacturing profits data for France, no results are
reported in column 4 of Table 3.2.
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(negative) in the equation for Italy; elsewhere the level of profits and
the rate of change of profits variables have negligible, perversely
signed coefficients and very small ¢-statistics.? . '

Contrary to Kaldor’s argument, these results inchca’fe that in the
presence of unemployment and (especially) price inflation variables,
the profits terms have no systematic influence on the rate of wage
inflation. Either union bargaining strength and militancy have no
appreciable effect on wage movements or profits Vari'ables. are poor
proxies for these concepts. Evidence presented later in this chapter
suggests the latter is true.

Wage Inflation and Trade Union Mobilization

Perhaps the most forceful and influential argument that trade unions
affect the rate of change of wages independently of the demand for
labor was made in a series of papers by A. G. Hines.® In his cele-
brated 1964 article on wage inflation in the United Kingdom over the
period 1893-1961, Hines showed that one measure of union aggres-
siveness—the rate of change in the percentage of the labor force
unionized—accounted for a sizable fraction of the variation in the rate
of change of wages. Indeed, in the interwar and early p'ostwar years,
it appeared to be the most important explanatory varlal_nle.?1 Hines
rationalized the use of changes in the density of unionization as a
proxy for labor aggressiveness with the assumption that militancy is
simultaneously manifested in union recruiting drives and pressure on
wage rates: “a successful membership drive [is] a necessary accompa-
niment of success in the wage bargain.”*
Hines's thesis implies a model of the form:

w; = bo + bi(UU) + 2, aipi-i + baAT/Ly, (3.5)

29. Models in which the profits terms were lagged performed no better.. Notice also
the large, implausible constants in the equations for Italy and Great Britain.

30. A. G. Hines, “Trade Unions and Wage Inflation in the United Kingdom, 1893~
1961,” Review of Economic Studies, 31 (October 1964), 221-252, and “Wage Inflation in
the United Kingdom, 1948-1962: A Disaggregated Study,” Economic Journal, 79 (March
1969), 66-89.

31. Hines's last postwar observation was 1961. The importance of this will become
clear in the following discussion. Similar results were reported by O. C. Aschenfelter,
G. E. Johnson, and J. H. Pencavel, “Trade Unions and the Rate of Change of Money
Wages in United States Manufacturing Industry,” Review of Economic Studies, 39 (1972),
127-154, a study of manufacturing wage changes in the United States during the
period 1914-1963.

32. Hines, “Trade Unions and Wage Inflation,” pp. 67-68.
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where T/L = trade union membership (T) as a percentage of the labor
force (L). Since union membership data for France and Italy are very
unreliable, and, more important, the meaning of unionization in
these countries is not comparable to that in other Western labor
movements,® Equation (3.5) was estimated only for Great Britain and
the United States. The results appear in column 5 of Tables 3.3 and
3.4.

The regression estimates yield only weak support for the trade
union mobilization hypothesis: the coefficient of AT/L is properly
signed in both regressions but is insignificant in the equation for
Great Britain and only marginally significant in the U.S. model.

Why do these estimates contrast so sharply with the impressive
results of the studies by Hines and by Ashenfelter et al.? The reason
undoubtedly is that by the mid or late 1950s union mobilization was
more or less complete and the small observed fluctuations in the
density of union membership no longer served as a very good proxy
for variations in labor militancy in wage bargaining. Models incorpo-
rating what I think are more direct indicators of labor militancy are
introduced in the next section.

Strike Activity and Wage Inflation

Outbursts of strike activity since the late 1960s in Italy, France, Great
Britain, and several other countries have led to renewed attempts to
incorporate labor aggressiveness explicitly into models of wage infla-
tion. The most recent effort is Perry’s comparative study.?* Perry
called attention to the increased militancy over wage issues in the late
1960s and early 1970s, formulated a “’battle over income shares” inter-
pretation of labor unrest, and, on the argument that the shares hy-
pothesis could not be captured by a continuous variable, introduced
dummy variables for the years of wage explosions in the equations for
the seven countries in his sample. Although the “shares” dummy
variables generally increased the fits and enhanced the forecasting

33. In Great Britain, the United States, and most other Western systems union
“members” include all workers covered by contract who merely pay dues, typically via
an automatic checkoff (payroll deduction) method. In contrast, “members” of the
largest (Communist) unions in France and Italy are usually militant activists (although
in recent years French and Italian Communist trade unions have tried to become mass
organizations). The strength of French and Italian unions is probably judged better by
the number of workers they can mobilize for an activity rather than by the number of
their official members.

34. G. L. Perry, “Determinants of Wage Inflation around the World,” Brookings
Papers on Economic Activity (1975:2).

Trade Union Power and Wage Inflation 97

performance of his wage models, Perry’s approach is purely ad hoc
and is therefore of limited scientific value.®

A more more straightforward measure of trade union militancy or
aggressiveness in wage bargaining is strike activity. A number of
earlier studies incorporated strike indicators into wage determination
models and the results typically supported the militancy hypothe-
sis.% The principal exception, and an important one, is the compara-
tive study by Ward and Zis. They concluded from their analysis of
postwar wage inflation in six countries that “the evidence . . . does
not seem to support strongly the cost-push [strike] hypothesis.”%
Actually, Ward and Zis's conclusion is somewhat misleading: their
regressions showed one or more strike indicators to be significant
variables in three of the six countries. Moreover, the Ward and Zis
study suffers from at least three important limitations:

1. An explicit scheme for strike measurement is never introduced,
and there is heavy reliance on the arbitrary index developed by
Galombos and Evans.%®

2. Data on the strike indicators pertain to economywide aggre-
gates, whereas the wage data are for the manufacturing sector.*

35. Predictably, the arbitrary character of Perry’s test of the militancy-shares hypoth-
esis was pointed out during the discussion of his paper. See the comments by Ackley
and Nordhaus in the same issue. For an earlier attempt to build subjective estimates of
trade union militancy into wage inflation models, see L. A. Dicks-Mireau and J. C.
Dow, “The Determinants of Wage Inflation in the United Kingdom: 1946-1956," Jour-
nal of the Royal Statistical Society, 72 (1959).

36. See Aschenfelter, Johnson, and Pencavel “Trade Unions and The Rate of Change
of Money Wages” (United States); K. G. Knight, “Strikes and Wage Inflation in British
Manufacturing Industry 1950-1968,” Bulletin of Oxford University Institute of Economics
and Statistics, 34 (August 1972), 281-294; Sylos-Labini, Trade Unions, (Italy); J. Taylor,
“Incomes Policy, the Structure of Unemployment and the Phillips Curve: The United
Kingdom Experience: 1953-70,” in Incomes Policy and Inflation, ed. M. Parkin and M. T.
Sumner (Manchester, England: Manchester University Press, 1972); J. Taylor, Unem-
ployment and Wage Inflation with Special Reference to the USA (London: Longman Press,
1974) (Great Britain, United States); and R. Swidinsky, ““Trade Unions and the Rate of
Change of Money Wages in Canada, 1953-1970,” Industrial and Labor Review, 25 (1972).
An extended qualitative discussion of the British case is provided by D. Jackson, H. A.
Turner, and F. Wilkinson, Do Trade Unions Cause Inflation? (Cambridge: Cambridge
University Press, 1972).

37. R. Ward and G. Zis, “Trade Union Militancy as an Explanation of Inflation: An
International Comparison,” Manchester School, March 1966, p. 55.

38. P. Galombos and E. W. Evans, “Work-Stoppages in the United Kingdom, 1951~
1964: A Quantitative Study,” Bulletin of the Oxford University Institute of Statistics, 28
(1966); see K. G. J. C. Knowles, “Work-Stoppages in the United Kingdom: A Com-
ment,” in the same journal for a thorough critique of the Galombos and Evans indices.

39. This is also true of other studies of strikes and wage inflation; see the sources
cited in note 36.
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3. Only contemporaneous strike activity appears in the wage equa-
tions, yet strike-induced wage increases are often not fully ob-
served until a year or more has elapsed.

The first objection raised above suggests that it is important to
develop a conceptual scheme for strike measurement before under-
taking empirical analysis. The International Labor Office compiles
and publishes data on three basic components of industrial conflict
that are supplied by the national labor ministries: the number of
strikes, the number of workers involved (strikers), and the number of
worker-days lost in strike activity. Annual data on these components
are reported for economywide totals and for nine separate sectors of
economic activity. Here we are interested only in manufacturing
strike activity.

As in Chapter 1,% the basic industrial conflict variables are used in
conjunction with data on manufacturing wage and salary employ-
ment to form three theoretically distinct dimensions of strike activity:
the average size of strikes (that is, the number of workers involved per
strike), the average duration of strikes (that is, worker-days lost per
worker involved), and a labor force-adjusted measure of strike fre-
quency (that is, the number of strikes per number of manufacturing
employees). Cost-push models incorporating these strike dimension
variables as the indicators of labor militancy in wage bargaining were
estimated in the following general form:

wy = by + by(1/U,) + 2 aipi-i + 2 GjiSjr-i, (3.6)
i ji

where 5; = manufacturing sector strike dimension variables. Regres-
sion experiments based on Equation (3.6) were tried for various com-
binations of strike variables and time lags. On a priori grounds I
expected strike volume (worker-days lost per number of manufactur-
ing employees) and strike frequency (the number of strikes per num-
ber of manufacturing employees) to have the biggest effects on move-
ments in wages—strike volume because it is the most comprehensive
indicator of labor militancy, and strike frequency because it repre-
sents the number of aggressive labor actions of whatever duration

40. See K. Forchheimer, “Some International Aspects of the Strike Movement,”
Oxford University Institute of Statistics Bulletin, 10 (January 1948); K. G. J. C. Knowles,
Strikes—A Study in Industrial Conflict (Oxford: Basil Blackwell, 1952); and Edward
Shorter and Charles Tilly, “The Shape of Strikes in France, 1830-1960,” Comparative
Studies in Society and History, 13 (January 1971), 60—-86. See also the text in Chapter 1 on
the method used to compute strike volume in Figure 1.1.
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and size.* Strike size depends largely on the scale of firms or, more
important, on the scale of the bargaining unit; therefore, it was not
anticipated to exhibit any systematic influence on wage inflation. In-
creases in strike duration beyond a certain (and probably rather low)
threshold are unlikely to influence the wage settlement substantially
and in most cases probably reflects the stubbornness of the parties in
accepting the inevitable outcome. So I did not expect duration to be a
very strong predictor of wage charges either.

Although the logic of these a priori hunches may be faulty, they
were strongly supported by the empirical results: the coefficient esti-
mates in column 6a of Tables 3.1 through 3.4 show that in each of the
four countries strike volume or strike frequency or both had sizable
and significant effects on the rate of wage inflation. In every case the
strike equations yield a substantially higher corrected multiple corre-
lation and a lower standard error of the regression than do the rival
models discussed earlier. With the exception of the strike frequency
variable in the regression for France, a one-year lag on the strike
terms produced the best fits.#? Because official statistics on French
strike activity in 1968 have never been published, the model for
France includes a dummy (binary) variable to pick up the effects of
the great May~June 1968 general strike. The coefficient of the dummy
variable implies that the 1968 strike wave produced an increase in
manufacturing hourly wages between 7 and 8 percent greater than
what would have otherwise been expected.*

The excess demand term, 1/U, remained insignificant in the equa-
tions for Italy and France and dropped to insignificance in the U.S.
regression.* Hence the inverse of the unemployment rate variable
was deleted from the equations for these countries. (Estimates for the
revised wage models are reported in columns 6b and 6c of the tables.)
In the strikes model for Great Britain, however, the 1/U term (for the
first time) achieves significance; that is, net of strike volume and

41. The occurrence of a strike depends of course to a certain extent on the behavior of
both labor and management (and/or government), but the vast majority of strikes are
labor initiated.

42. Frequency data for the manufacturing sector were not available for France; there-
fore, the economywide frequency is used as a proxy.

43. This estimate appears to be right on target. The agreement that ended the 1968
workers’ strike, the Protocole de Grenelle, provided for wage increases of 4.5 to 5
percent on June 1, and another 2.5 to 3 percent on October 1.

44. Since large fractions of the Italian and French labor forces were until recent years
employed in agriculture, a nonagricultural unemployment rate variable was also tried

in the equations for these countries; however, this alternative measure of the demand
for labor did not yield significantly different results.
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strike frequency, the level of excess demand for labor appears to exert
significant influence on the rate of wage inflation. It has been sug-
gested that the breakdown of the unemployment-wage inflation con-
nection in Great Britain, which was first noticed in the late 1960s, was
due in part to upward adjustments in unemployment compensation
initiated by the Labour government in the latter part of 1966.* How-
ever, the results for model 6b in Table 3.3 show that the location and
slope of 1/U; are stable over the post-1967 period. The reason for the
revival of the 1/U; term is, 1 believe, that the usual inverse association
between unemployment and labor militancy* broke down in Great
Britain in the mid-1960s (perhaps because of the change in unemploy-
ment compensation emphasized by Feldstein and others). Thus Great
Britain experienced steadily increasing strike activity in the face of
rising measured unemployment. Only after the effects of strike activ-
ity are netted out does the excess demand-wage inflation linkage in
Great Britain show up in the regressions.* This implies that the tight-
ness of labor markets (level of aggregate demand) has contributed to
the postwar British inflation.

The coefficients of the rate of change of prices are generally smaller
in the strike equations than in the expectations models discussed
earlier. These results are not surprising in view of the sizable correla-
tions among the strike and price variables (discussed in more detail
later). What they suggest is that the more or less complete adjustment
of wages to prices observed in the pure expectations models for France
and Great Britain, as well as the partial adjustment estimated for the
United States, depends importantly on labor militancy as well as on
trade union “power.” In other words, trade union strike action has
been an essential mechanism for the adjustment of wages to prices in
these countries.

In contrast, the results of the strike equations for Italy show that the
sum of the price coefficients is still essentially unity—indeed, as
noted earlier, prices typically are chasing wages.* This implies that
full wage adjustment in Italy does not hinge directly on the incidence

45. See M. Feldstein, “The Economics of the New Unemployment,” Public Interest,
33 (1973), 3-42.

46. On this point see Chapter 1 and the sources cited therein.

47. The correlation between measured unemployment and strike activity is strongly
positive during the latter postwar years in Great Britain. The conclusion in the text is
readily demonstrated by means of standard specification error algebra.

48. Thatis, the p; coefficient is substantially greater than 1.0 and the p;_, coefficient is
sizable and negative.
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of strike activity, which squares with the observations made earlier
about the power of Italian trade unions.

Since strike activity is known to be influenced by current and
lagged values of unemployment and prices, perhaps the strike terms
in Equation (3.6) merely register the effects of these omitted economic
variables. To guard against this possibility, quasi-reduced form re-
gressions, including appropriately lagged unemployment and price
inflation terms, were estimated.?’ The results appear in column 7 of
Tables 3.1 through 3.4. Although the t-statistics of the strike variables
are generally smaller in these regressions, it is clear that the strike
activity coefficients are very robust in the face of a rather severe test.>
It seems very unlikely, then, that the estimated influence of labor
militancy on wage inflation merely reflects the effects of present or
past states of aggregate economic activity.

Just how important are the labor militancy terms relative to the
macroeconomic variables in explaining wage inflation? There are sev-
eral ways to approach this question. One method is to look at the
“beta” or standardized regression coefficients. (The square of these
coefficients gives the proportion of the variance of the rate of change
of wages that can be uniquely attributed to a particular variable.) Beta
coefficients for each term in the best strike-augmented wage equation
are reported in Table 3.5.5! Although the beta coefficients of the strike
terms are somewhat smaller than those of the macroeconomic vari-
ables, they are sizable and show that a nontrivial proportion of the
variation in wage inflation is due to fluctuations in strike activity.
However, this much was already fairly clear from earlier results—the
strike wage equations exhibited substantially higher Rs than alterna-
tive models.

A better way of assessing the relative importance of labor militancy
is to compute the products of ordinary regression coefficients and the

49. Because previous research indicates that the untransformed unemployment rate,
U, is the best predictor of strike activity, this variable is used in the regressions. The
time index on U corresponds to the time index, and the index lagged one period, of the
strike variable(s). For example, if the strike variable appears in the original equation at
time (t — 1), U,-1 and U,_,, enter the quasi-reduced form regression. The price inflation
variables are specified at time (¢), (t — 1), and (¢ — 2).

50. Since strike activity responds to prior movements in real wages rather than to
those in money wages, quasi-reduced form regressions in which real wage change
terms replaced the price terms were also estimated. Again, the strike activity coeffi-
cients were robust.

51. The best strike models from Table 3.1 are (3.6b) for Italy, (3.6¢) for France, (3.6a)
for Great Britain, and (3.6c) for the United States.
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Table 3.5. Relative importance of unemployment, prices, and strike
activity in structural models of wage inflation (based on results of
Equations 3.6-3.6c).

Country F, Fi 4 Vi 1/, p: Pi1 Pi-a
Italy
beta coefficient — — 0.411 — 0.576 0.152 —0.302
biX; (1955-64)  — — 138 — 491 123 212
biX; (1965-74)  — — 327 — 7.87 177 —3.54
France?
beta coefficient 0.375 — 0.319 — 0.644 — —
b;X; (1955-64)  4.51 — 0900 —  3.09 — —
b;X; (1965-74)  5.03 —  1.03 —  3.69 — —
Great Britain
beta coefficient — 0.529 0.392 0.460 0.578 — —
biX; (1955-64) —  1.28 127 448 2.04 — —
bX; (1965-74) —  3.80 218 298  4.55 — —
United States
beta coefficient —— 0.406 — — 0.591 — —
biX; (1955-64)  —  3.45 — — 0716 — —
biX; (1965-74y  —  3.71 — — 230 — —

Note: F = strike frequency; V = strike volume; p’ = percentage rate of change of
prices; U = employment rate; b;X; = regression coefficient X mean.
a. Excludes contribution of 1968 strike wave.

means of the associated variables over the time intervals of interest.
The second and third rows of Table 3.5 show the resulting estimates,
that is, the average impact of unemployment, prices, and strike activ-
ity on the rate of wage inflation, for two periods: 1955-1964 and
1965-74.

Again, it is obvious from the b:X; quantities that the strike variables
have contributed importantly to the rate of increase of manufacturing
wages during the postwar period. Contrary to what [ had expected,
though, there is no general sign that the strike terms have had greater
relative effects on the upward movement of wages during the later
period (1965-1974) than during the earlier one (1955-1964). However,
the relative effects of the strike activity variables do exhibit a cross-
national pattern that reinforces previous remarks concerning the role
of labor militancy versus trade union power in the wage inflation
process. The best way to reveal the pattern is to take the ratio of the
strike activity average wage inflation effects to the average impact
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attributed to the macroeconomic terms, that is, to calculate b.X;
(strikes)/b; X; (macroeconomy).

Table 3.6 gives the results, which are based on the data in Table 3.5.
The average impact ratios indicate that in both subperiods strike ac-
tivity was more important than the macroeconomic variables in ex-
plaining wage inflation in the United States and less important in
Italy. France and Great Britain fall between these extreme cases, al-
though the French ratio implies that, as in the United States, strikes
were more important than the macroeconomy in generating upward
movements in manufacturing wages, whereas the British ratio, as in
the case of Italy, implies the reverse.5

Since the impact ratios are essentially the ratio of strike effects to
price effects, if one accepts the interpretation presented earlier that
the price coefficients reflect in part the power of trade unions in wage
bargaining, then the ratios give a rough quantitative estimate of the
influence of labor militancy relative to union power on wage inflation.
Hence the country rank order in Table 3.6 is in inverse relation to trade
union power: the greater the effect of (reliance on?) strike activity in
wage determination, the less the power of trade unions, and vice
versa.? Table 3.6 therefore implies that Italy > Great Britain > France
> United States with respect to the relative power of trade unions in
wage bargaining.

Cross-national differences aside, the influence of strike activity on
wage movements may cause surprise. It is often pointed out, for
example, that working time lost from illness is substantially greater
than time lost from industrial disputes. Of course, time lost from
sickness does not lead to upward movements in wages; time lost from
strikes does. In a more serious vein, there are at least two reasons why
strike activity exerts sizable effects on the rate of inflation.” First,
wage settlements obtained by one union or unionized sector often
become the wage bargaining targets of other unions, either in an
absolute sense, or in a relative sense as other groups of workers

52. Unless the contribution of unemployment (excess demand) is excluded from the
calculation of macroeconomic effects in Britain.

53. With the partial exception of Great Britain, where the strike model includes 1/U,.

54. The results in Table 3.6 are of course not altogether independent of the pattern in
the price coefficient estimates. To a certain extent the table is just another way of
making the earlier point about international differences in trade union power. (As one
reviewer of this essay pointed out, it probably would have been better to view labor
power and labor militancy as independent features of industrial relations rather than as
competing dimensions, as I implicitly do here.

55. Taylor, Unemployment and Wage Inflation, covers similar ground.
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Table 3.6. Average impact ratios from strike-augmented wage equations
(ratio of strike effects to macroeconomic price effects).

Country 1955-1964 1965-1974
United States 4.81 1.61
France 1.75 1.64°
Great Britain 0.39 0.79
(1.25)° (1.31)¢
Italy 0.34 0.54

Note: For method, see text.

a. 1968 strike wave not included in strike effects.
b. Excluding 1/U, from macroeconomic effects.
c. Excluding 1/U; from macroeconomic effects.

attempt to maintain established wage differentials. This has been
emphasized in Eckstein and Wilson's “’key industries” theory of wage
movements in the U.S. manufacturing sector.’® Wage settlements in
one industry or sector of the economy therefore have proportional
effects elsewhere through parity bargaining. Second, wage rates ne-
gotiated in unionized plants (strike-induced or not) are known to
influence nonunion wage settlements. If employers of unorganized
workers did not raise wages in line with the pattern established by
union settlements, they would risk losing workers and, perhaps more
important, expose themselves to the threat of unionization. This
threat is particularly important in the United States, where nearly half
of the manufacturing labor force remains unorganized.

The estimation range for the wage regressions in Tables 3.1
through 3.4 was not taken beyond the year 1972, so that the 1973-
1975 observations could be used for forecasting. Actual, fitted, and
forecast values of manufacturing wage changes in the four countries
are plotted in Figures 3.1 through 3.4. Clearly, the fitted data points
from the strike equations track the actual wage change observations
rather well, reflecting the relatively high multiple correlations re-
ported earlier. More important, the forecasting performance of the
strike models is also reasonably good, especially in view of the fact
that the forecast range coincides with exogenous inflationary shocks
of unprecedented magnitude—the extraordinary rise in food prices
and the OPEC-induced quadrupling of petroleum prices. No doubt

56. O. Eckstein and T. Wilson, “Determination of Wages in American Industry,”
Quarterly Journal of Economics, 76 (1962), 1379-1414.
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Table 3.7. Forecast errors from expectations and strike-augmented wage
equations, 1973-1975 (percentage per year).

Expectations Strikes
(Eq. 3.3) (Eq. 3.6)
Italy
Average error —2.08 —0.78
RMSE 4.61 4.37
France (1973-74)
Average error 1.04 2.13
RMSE 1.59 3.01
Great Britain
Average error -3.42 -1.03
RMSE 3.73 1.52
United States
Average error 0.83 1.19
RMSE 1.68 1.34

Note: RMSE = root mean square error.

this is why the strike models for all countries except the United States
(where the impact of international oil price increases was less severe
than in Europe) generate comparatively large forecast errors in either
1973 or 1974; the 1975 forecasts are uniformly more accurate.”

A better way to evaluate the predictive performance of the strike-
augmented wage equations is to make comparisons with the forecasts
of an alternative model. The leading rival model is, of course, the
price expectations Phillips curve of Equation (3.3). Table 3.7 reports
the average and root mean square errors (RMSEs) forecast for each
model. The strike models are clearly superior to the price expectations
equations for Italy, Great Britain, and, in terms of RMSE, the United
States. Only in the case of France does the expectations equation yield
lower average and RMSE forecast errors. Perhaps the pure expecta-
tions model is a better approximation of the wage formation process
in that country. My own belief (or, more accurately, prejudice) is that
the particular forecast range (1973-74) and the fact that economywide
strike frequency had to serve as a proxy for manufacturing strike
frequency in the regressions for France underlies this outcome. In-
deed, I was somewhat surprised that the strike equations generally

57. Because strike data for France were not available for 1975, it was not possible to
generate a 1975 forecast.
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] Figure 3.1. Italy: Actual, fitted, and forecast values of manufacturing money
" wage changes, 1954-1975. (From Equation 3.6b.)
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Figure 3.2. France: Actual, fitted, and forecast values of manufacturing
money wage changes, 1951-1974. (From Equation 3.6c.)
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Figure 3.3. Great Britain: Actual, fitted, and forecast values of manufactur-
ing wage changes, 1951-1975. (From Equation 3.6a.)
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outperformed the pure expectations equations for three of the four
countries in forecasting over the period 1973-1975. The major infla-
tionary impulse during these years came from international prices
which would seem to give considerable (short-run) predictive advan:
tage to autoregressive price expectation models. Therefore, I take the
forecasting performance of the strike equations to be rather strong
evidence that labor militancy should be incorporated into structural
models of wage inflation.

Implications for the Acceleration and Stability of Wages
and Prices

Do the strike model regressions yield any evidence that labor mili-
tancy has contributed to the acceleration of wages and prices experi-
enced by all four countries since the late 1960s? Insofar as the domestic
labor market is concerned, a steady or declining rate of inflation can be
maintained if the rate of change of money wages does not exceed the
rate of change of prices plus the rate of change of labor productivity. In
other words, barring changes in employment, nonlabor costs, and
the factor distribution of income, a sustained escalation of the rate of
inflation will occur when the rate of change of real wages chronically
runs ahead of the rate of change of labor productivity.

Consider the following simple system. The rate of change of money
wages is determined by the strike-augmented wage model discussed
in the previous section:

wi = bo + by(1/U) + X aipi—i + 2 ¢iSp-i. (3.7)
i j.i

Short-run price changes are assumed to follow the markup scheme:

pi = (W' — x")i-1 + miq, (3.8a)
where x’ = the rate of change of labor productivity,
m' = the rate of change of nonlabor costs, principally
raw materials,
and other terms are as defined earlier.
Substituting for w’ in the pricing model gives:
pi = bo + bi(U/Up 1) + 2 aipi-ica

+ GiSi—i1 = Xio1 T M1 (3.8b)
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Moving api-1 to the lefthand side and subtracting (1 — ag) p;-1 from
both sides of the equation yields an expression for the rate of accelera-
tion of prices, Ap’:

Api = by + bi(U/U) — (1 = ag)piy + mpra + - -

+ @ Pig—1 > iSimi1 — Xi1 Mg (3.8¢)
if

It will prove useful to rewrite the price acceleration function as
follows:

Ap{ = S* + Z + mi_y, (3.8d)
where §* = E,‘,]'Cjist*,;l
Z = bo + bl(l/ut) - (1 - ﬂo)P;_l + ...+ akpt,—kfl e
xtﬂl.

It is now clear that labor militancy can be pinpointed as a source of
accelerating prices if S* (the strike activity wage change effect) is non-
zero and (S$* + Z) > 0.5 For example, suppose 2a; = dg andm’ =by=
b; = 0, which leads to a price acceleration function:

AP =S§*+ Z
= E ¢iSi-i-1 — (1 — ao) pi1 — X{1. (3.8e)
i

(The French and U.S. acceleration expressions would take this form.)
Equation (3.8e) implies that trade union strike activity contributes to
the acceleration of prices to the extent that the strike activity wage
effect on average exceeds the sum of price changes not compensated
for by the price adjustment coefficient, o, and the rate of change of
labor productivity, x'. Put another way, labor militancy underlies
accelerating prices if S* pushes real wages up faster than x’.

The relevant data for assessing the direct contribution of strike
activity to accelerating prices over the period 1963-1975 appear in
Table 3.8. To smooth out cyclical fluctuations in wages, prices, pro-
ductivity, and so on, the data have been averaged over three subpe-

58. ($* -+ Z) > 0 does not necessarily lead to accelerating prices, Ap" > 0. Two other
outcomes are possible: R/Y < 0 (falling profit share) or U > 0 (falling employment,
rising unemployment). Also note that the argument concerning (S + Z) and p’ does not
hinge on the precise form of the price markup scheme (3.8a). Related pricing equa-
tions—for example, the “normal” average cost model—would yield similar results for
p’ averaged over several periods.
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‘ Table 3.8. Average rates of change of wages, prices, labor productivity, and

(asis ' — x’), which again implies that labor militancy did not gener-
strike-induced inflationary impulses, 1963-1975.

ate the acceleration. In Great Britain S* 4+ Zis greater than zero, but
too small to explain fully the sharp rise in the rate of inflation.”

Country Wiy P Fie1 Fie1 (F %) Bp S* Z S*+ Z :
However, the data in columns 5 and 9 of the table show that in Italy
ltaly labor militancy was on average pushing up real wages much more
196567 109 5.59 550 7.07 —1.58 -0.71 229 -354 125 rapidly than was the rate of growth of labor productivity. There is
1968-72 11.92 3.98 7.95 504 2.91 070 3.69 —1.49 2.19 good reason to conclude, therefore, that the most important source of
Fr:iii_% 19.45 1074 870 7.68 1.02 319 3.67 —247 120 price acceleration in Italy during this period was trade union cost-
push.

1323:% 2;21 Zgg igé ggé :822 _gg igg :34612 :égg The 1973-1975 average annual rate of price acceleration was enor-
1973_75 1433 842 591 453 1.37 18 725 -723  0.03 mous: nearly 5 percen‘t in Great Britain, more than 3 percent in Italy,
Creat Britain and almost 2 percent in France and the United States. In view of the
196367 6.71 354 3.16 4.24 108 _032 316 -412 -1.03 dramatic increases in the international prices of food and fuel since
1968-72 8.88 550 3.37 3.53 —0.16 0.88 576 -549  0.27 1973, it comes as no great surprise that the data in Table 3.8 indicate
1973-75 13.92 10.18 3.73 3.57 0.17 495 8.09 -7.36  0.73 that the general acceleration of prices cannot be attributed to labor
United States militancy. For the United States the estimated net effect of strike
1963—67 3.65 1.65 2.01 4.27 —2.27 031 323 —629 —3.06 activity on price acceleration, S* + Z, is negative. In other words, the
196872 6.20 441 1.79 1.98 —0.19 0.10 393 -539 —1.46 pressure on manufacturing money wages from trade union strike
1973-75 7.32  6.58 0.74 1.33 —-0.59 1.83 3.57 -5.84 —227 action was apparently not great enough in the United States to keep
— . _ S real wages growing as fast as labor productivity. $* + Zis positive for
Note: Ap' = the f1rst.d1fference of p', the nllean_rate of acceleration of inflation; @' = mean ratfe of France and Great Britain, but it is not large enough to account for

change of manufacturing hourly compensation; p* = mean rate of change of consumer prices; 7' = : ’ g :
mean rate of change of real manufacturing hourly compensation; ¥’ = mean rate of change of . much of the price acceleration, espec1ally the recent acceleration of

manufacturing labor productivity; for $* and Z, see text. British consumer prices.® In Italy the evidence again points to a dif-
ferent conclusion. Both ' — x' and S$* + Z are greater than 1.0,

‘ which suggests that strike-induced wage escalation was a significant

riods: 1963-1967 (a period of decelerating prices in all countries ex-
cept the United States), 1968-1972 (a period of accelerating prices in
all four countries), and 1973-1975 (the period of the QOPEC-induced
inflationary burst).

The data presented in Table 3.8 show that during the first subpe-
riod, 1963-1967, the rate of price inflation was falling in Italy, France,
and Great Britain and rising by just under .33 percent per year in the
United States (see column 6 of the table). However, in all countries
the rate of change of real wages lagged behind the rate of change of
labor productivity (the lag was dramatic in the United States—see
column 5), and everywhere §* + 7 was less than zero. Clearly, there
is no evidence that labor militancy contributed to the steady accelera-
tion of prices in the United States over the period 1963-1967.

For the second period, 1968-1972, the picture is mixed. Prices accel-
erated substantially in Italy, France, and Great Britain, modestly in
the United States. S* + Z is negative in France and the United States

component of the post-OPEC burst of inflation.

Admittedly, the calculations in Table 3.8 might yield conservative
estimates of average strike-induced inflationary impulses. Wages and
productivity pertain to the manufacturing sector, whereas prices are
based on economywide consumer indices.®! Since the prices of manu-
factured goods have generally increased less than the consumer price
indexes in recent years, the strike activity inflation effects may be
somewhat understated. Taken as a whole, however, the evidence
strongly implies that only in Italy has trade union strike action sys-
tematically contributed to increasing rates of inflation over the period
1968-1975.62 In order to explain the general acceleration of wages and

59. Also notice that (r' — x') is negative.

60. Notice, however, that ' — x' is substantially greater than zero in France.

61. Consumer prices are of course more relevant for modeling wage determination.

62. Italian unions are not only powerful but also among the most militant. For

example, the postwar average of worker-days lost in strike activity per worker is higher
for Italy than for any other major industrial, capitalist society. (See Chapter 2.)
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prices in the late 1960s and 1970s one must look to other factors;
macropolicy mismanagement, deficit financing of the Vietnam War,
changes in the relative prices of fuel and agricultural commodities,
and so on.

Although the results of this study indicate that manufacturing labor
militancy has not been an important proximate cause of escalating
rates of inflation,® the data in Tables 3.5 and 3.8 show that the com-
bined effects of union power and union militancy effectively index
manufacturing wages to prices in all four countries.®* Two implica-
tions follow. First, any received rate of price inflation tends to be
perpetuated. Second, and perhaps more important, inflationary
shocks requiring real adjustments, such as changes in the relative
prices of fuel and food redistributing income to the producers of oil
and agricultural commodities, can generate accelerating inflation
rates if both labor and capital are in the short run unwilling to accept
the real income loss. Therefore an “imported” inflation can lead to a
“home-grown” inflation as a result of what Hicks has called “real
wage resistance.”’% Until the principal domestic actors acknowledge
the shift in the terms of trade and settle the problem of allocating the
decline in real income, increasing inflation is almost an inevitable
interim outcome, particularly if political authorities attempt to main-
tain a steady level of output and employment and “‘validate” the
inflation by expanding the money supply.®

If the perpetuation and in some circumstances the escalation of
inflation are influenced by trade union action, what can be done to
bring about wage and price stability? Perhaps nothing should be

63. Except in Italy to the extent noted above.

64. That is, the combined effects of price adjustment and strikes keep the rate of
change of real wages positive. The only exceptions in the period 1950-1975 are 1969 in
France (real wages fell by about 0.5 percent following a 13 percent increase the previous
year) and 1974 in the United States (a decline of about 1 percent).

65. J. R. Hicks, “What is Wrong with Monetarism?” Lloyds Bank Review (October
1975), 51. As G. D. N. Worswick put it in testimony before the British House of
Commons’ Public Expenditure Committee: “If all of us just took the rise in the price of
oil on the chin that would be one thing, but most of us do not; we say, ‘Our income is
unchanged and prices have risen. We wish to restore our real income’ "’ (cited in M. H.
Miller, “Can a Rise in Import Prices Be Inflationary and Deflationary?”” American Eco-
nomic Review, 66 [1976], 510).

66. A rough formalization of this idea has been worked out by Miller (see note 66),
who builds on the work of J. D. Sargan, “Wages and Prices in the United Kingdom,” in
Econometric Analysis for National Economic Planning, ed. P. E. Hart, G. Mills and J. K.
Whittaker (London: Butterworths, 1964).
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done. As Tobin and others have observed, inflation is not the worst
way of resolving group rivalries and social conflict.” Moreover, much
if not all of the pain attributed to the recent inflation is actually due to
the massive real income loss caused by the shift in relative prices in
favor of producers of food, fuel, and raw materials. Had the real loss
absorbed by urban, industrial societies (or sectors of society) taken
place around a stable price level, the pain would not have been any
less unpleasant.

A “do-nothing” posture may be viable in the United States. Infla-
tion has been running at below double-digit figures (except for 1974),
and trade unions are comparatively weak. In France, Italy, and Great
Britain, however, inflation has reached almost ruinous proportions.
For social as well as economic reasons it must be brought under
control.

The results presented earlier showed that outside the United States
there is little evidence of a Phillips curve and that the impact of strike
action on wages is largely independent of market forces. Yet there is
little doubt that if political authorities were willing to run the econ-
omy at very low levels of activity for a prolonged period the power of
unions to obtain wage increases equal to or in excess of the rate of
price inflation would be broken. This of course amounts to killing the
patient to cure the disease. In any case policies of this sort are simply
not politically feasible in modern capitalist democracies.

If it is necessary to do something about inflation, and if orthodox
deflationary macroeconomic policies are unlikely to be effective or
politically acceptable, the only alternative is probably some form of
national wages or incomes policy. In a democratic society the success
of a national wages policy hinges on the voluntary cooperation of the
trade unions. Headey’s study of the postwar experience shows that
two conditions are critical for trade union cooperation:*

1. Whether or not the state directly coordinates the wages policy,
the government must command the confidence of the unions. In
practice this means that trade-union-based (Socialist, Labor,
Communist) political parties must control (or share in the con-
trol of ) the government.

67. ]J. Tobin, “Inflation and Unemployment,” American Economic Review, 62 (1972),
1-18.

68. Events since the late 1970s have proved this remark to be completely wrong.

69. B. Headey, “Trade Unions and National Wages Policies,” Journal of Politics, 32
(1970), 407-439.
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2. The trade union movement must be centralized to the degree
that the peak organizations exercise effective control over the
principal bargaining demands and strike decisions of the major
constituent unions.

None of the countries treated in this study entirely satisfies
Headey’s conditions. However, the British Labour government has
been able to sell wage restraint—indeed, severe wage restraint—to
the trade unions for two successive years, even though the Trade
Union Congress (TUC, the peak labor organization) does not exercise
the kind of centralized authority outlined above.” To be sure it took
an extraordinary domestic economic crisis, external pressure from the
international economic community, and the promise of tax relief to
low-wage groups to elicit the union’s cooperation. Although a na-
tional wages policy probably does not have a long-run future in Brit-
ain, it has helped to alleviate the short-run, post-OPEC crisis. Per-
haps this is all one should expect.

Even a policy of short-run restraint designed to reverse the post-
1972 wage and price acceleration is not feasible in France and Italy
unless the left opposition is brought into the government. The eco-
nomic situation is particularly acute in Italy, where annual wage in-
creases have exceeded 20 percent for four consecutive years. The
Italian Communist party (PCI) pressed for participation in the gov-
ernment for several years (the “historic compromise”), but the ruling
Christian Democrats rejected PCI overtures. If the Christian Demo-
crats continue to oppose PCI government participation, trade union
wage pressure is unlikely to abate, and Italy may slide from economic
crisis into economic catastrophe.

70. In August 1975 the trade unions agreed to hold weekly wage increases to £6—a
rise of about 10 percent. Wage restraint was even greater the following year: the
August 1976 agreement held wage increases to an average of 4.5 percent. The increase
in both years was substantially less than the rate of inflation. It is clear that a Conserva-
tive government could never have pulled this off.
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