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�������9�������������@ciB?Q�B=��M@B>BQC@B<=n�eOO�@ciB?Q�B=�eC@f?>C@B;QF ŵ],���345y58�mCKc?�C=i�LCMB@CKn�C=�?=kcBAP�B=@<�Q<>?�dc=iC>?=@CK�MAB=;BMK?Q�<d�?;<=<>B;�@f?<AP�&]��#"0"",�*�345I78��
�	
��
���������

	��������������
��b<cA=CK�<d�:;<=<>B;��B@?AC@cA?�D
���q�w-0G� 0,���345658�X��	�����
�	�����
�������������
�
��
����
�����
���	
	
��������	�
��:;<=<>?@AB;C



��������	
	��	�
�������	���
��
��	������������������������� ��!"#"�����#�$ �%&"�'''''''''''''''''''''''''''''()*+�,-+./.0+0�.12-23,0+0�,0�+2�324.5�+).�0+/*+.6,.0�2-�7),1)�.89,5,:/,93�,0�:*0.4;�+2�9-4./0+*-4�*-4�.<=5*,-)93*-�:.)*>,29/?�@/*4,+,2-*5�3,1/2.12-23,1�+).2/A�/.6*/40�+).�,-4,>,49*5�*0�*�/*+,2-*5�*-4�9+,5,+AB3*<,3,C,-6�=/,1.B+*D./;�7),1)�,0�+2�0*A�+)*+�+).�,-4,>,49*50�*1+,2-0�)*>.�-2�.EE.1+�2-�+).�*66/.6*+.�.12-23A?F*3.�+).2/A;�2-�+).�2+)./�)*-4�522D0�*+�0,+9*+,2-0�,-�7),1)�+).�*66/.6*+.�29+123.�,0�4.=.-4.-+�2-�+).,-4,>,49*50�*1+,2-0?�@).�,-4,>,49*50�,-�+).�324.5�D-27�+),0�*-4�+).-�E2/3�*-4�=9/09.�/*+,2-*5�*-4�9+,5,+AB3*<,3,0,-6�0+/*+.6,.0�2-�+).�:*0,0�2E�+)*+�D-275.46.?�@),0�,0�7)*+�7.�1*55�0+/*+.6,1�,-+./*1+,2-?G-�+).�/.*5�72/54;�7.�1*-�2:0./>.�*-�.12-23A�32>,-6;�2>./�+,3.;�E/23�2-.�0+*+.�+2�*-2+)./;�E/23�2-..89,5,:/,93�+2�*-2+)./?�@),0�32>.3.-+�+*D.0�=5*1.�12-+,-92905A;�/*+)./�+)*-�,-�4,01/.+.�H93=0;�:9+�7.�42-2-.+).5.00�0=.*D�2E�+).�.12-23A�*0�32>,-6�E/23�0+*+.�*�+2�:?�GE�7.�+).-�.3=52A�+).�12-1.=+�2E�0+/*+.6,1,-+./*1+,2-�7.�1*-�0*A�+)*+�+).�.12-23A�*//,>.0�*+�0+*+.�:�*0�*�/.095+�2E�+).�,-+./*1+,-6�:.)*>,29/�2E�+).,-4,>,49*50�,->25>.4;�*-4�+)*+�.*1)�,-4,>,49*50�:.)*>,29/�,0�:*0.4�2-�),0�/*+,2-*5�0+/*+.6A�E2/�3*<,3,0,-69+,5,+A?�@).�9-,89.�.89,5,:/,93;�0+*+.�:;�1*-�+)./.E2/.�:.�+)296)+�2E�*0�2119//,-6�7)./.�+).�,-4,>,49*500+/*+.6,.0�,-+./0.1+?�F*3.�+).2/A�0..D0�+2�324.5�+).0.�0+/*+.6,.0�2-�7),1)�*-�.89,5,:/,93�,0�:*0.4?�(.12-0+/91+�03*55�.12-23,.0�I0.5EB12-+*,-.4�72/540�,-�7),1)�*55�2+)./�+),-60�*/.�.89*5�:.1*90.�+)./.�*/.�-22+)./�+),-60J�*-4�7.�7*+1)�7)*+�+).�=5*A./0�42;�7)*+�1)2,1.0�+).A�3*D.�*-4�7)*+�.89,5,:/,*�+).A�*//,>.�*+?@),0�3*A�0+/,D.�+).�5*A3*-�*0�*�/*+)./�*/1*-.�*1+,>,+A;�:9+�+).�/.095+0�)*>.�=/*1+,1*5�90.E95-.00;�,-�02�E*/�*06*3.�+).2/A�).5=0�90�+2�.<=5*,-�+).�0+/*+.6,.0�7),1)�9-4./5,.�/.*5B72/54�29+123.0;�.3=,/,1*55A�2:0./>.4?K�0259+,2-�12-1.=+�,0�*�324.5�2E�0+/*+.6,1�,-+./*1+,2-?�G-�+).�/.*5�72/54;�0+/*+.6,1�,-+./*1+,2-�*57*A0�=/2491.0*�9-,89.�.89,5,:/,93�29+123.;�*�0259+,2-?�G-�+).�72/54�2E�6*3.0;�+).�,4.*5�0259+,2-�12-1.=+�,0�+).�2-.�7),1)0,3,5*/5A�*57*A0�=/2491.0�*�0259+,2-?�L2�091)�12-1.=+�.<,0+0�*+�=/.0.-+?�@)./.�*/.;�*0�7.�0)*55�0..;�3*-A6*3.0�,-�7),1)�7.�1*--2+�=/2491.�*-A�.89,5,:/,93�29+123.?�M91)�0,+9*+,2-0�/.=/.0.-+�324.55,-6:/.*D427-0?�N27.>./;�*0�*5/.*4A�0966.0+.4;�+).�0+/*+.6,.0�2-�7),1)�*-�29+123.�,0�:*0.4�*/.�2E�6/.*+./+).2/.+,1*5�,3=2/+*-1.�+)*-�+).�29+123.�,+0.5E?�K-4�,+�,0�*57*A0�=200,:5.�+2�4.32-0+/*+.�IE2/�6*3.0�7,+)�*E,-,+.�-93:./�2E�=5*A./0;�.*1)�)*>,-6�*�E,-,+.�-93:./�2E�=200,:5.�*1+,2-0�+2�1)220.�E/23J�9-,89.�IL*0)J.89,5,:/,93�,-�0+/*+.6,.0;�:.�+).A�3,<.4�0+/*+.6,.0�2/�=9/.�0+/*+.6,.0?�K-4�:A�/9--,-6�+).0.�0+/*+.6,.0�2EE�7.7,55�*57*A0�=/2491.�*-�29+123.?�@).�E*1+�+)*+�7.�1*--2+�0*A�7),1)�29+123.;�,-�*�6,>.-�0,+9*+,2-;�,0�2E0.12-4*/A�,3=2/+*-1.?�(.�-..4;�E,-*55A;�+2�3*D.�2-.�/.E,-.3.-+�2E�29/�4,01900,2-�02�E*/�:.E2/.�7.�=/21..4?().-�7.�0=.*D�)./.�*:29+�=/2491,-6�*-�.89,5,:/,93�29+123.;�7.�3.*-�526,1*55A�4.491,-6�+).�29+123.�7,+)/.129/0.�2-5A�+2�+).�=5*A./0�0+/*+.6,.0;�*0�4.E,-.4;�*-4�+).�/95.0�*-4�=*/*3.+./0�2E�+).�6*3.?�@).�*1+9*53.1)*-,10�2E�)27�+).�.89,5,:/,93�,0�*//,>.4�*+�*/.�-2+�+291).4�9=2-;�*-4�3*A�.>.-�:.�/.6*/4.4�*0�023.+),-62E�*�3A0+./A?�OPQRSRT��TUSTVWX��YZQ[Q\UQZP��OR]V̂T_@).�423,-*-+�0+/*+.6A�.89,5,:/,93�12-1.=+�,0�+).�320+�:*0,1�0259+,2-�12-1.=+;�,-�023.�0.-0.;�+).�2/6,-*5�2/-*+9/*5�0259+,2-�12-1.=+�*-4�+)./.E2/.�*�6224�0+*/+,-6�=2,-+?�G�7,55�,5590+/*+.�+).�72/D,-60�2E�+).�12-1.=+�7,+)/.E./.-1.�+2�+).�E25527,-6�6*3.0?̀abc�dV��UQ_ORVU_��Q[VPPS��������������������efghij�k��������������������������������������������������������������limh�����nompiqq��efghij����limh���rsktsku��rskvtvu����w�����������������������������������������nompiqq��rvtskvu��rsxtsxu��



�����������������������������������������	��������
�����
����������������������������������
�������
�������������������������������
������������������������������������������������������ ������
�����!�������������������������������
������������������������������
������������!
��
���"�������������������
���������������!
����
����
����������!�������#$%&�'����������������������()*+,-���������������������������������.����������������������������/,01��2344),���53671��()*+,-�����89:��;<=>?��;@=A?����;B=<?�����@�������������������������������������������C9119D��;E=E?��;E=F.?��;F<=F@?��������������������������������#$%&�G����������������������()*+,-���������������������������������.����������������������������/,01��2344),��53671��()*+,-�����89:��;B=@?��;.=B?���;B=.?�����@�������������������������������������������C9119D��;B=>?��;B=.?���;.=B?��������������������������������������H�����I�����J���������������������������
�����������������������������������������K��H����I	��
������������������������������������������������������L�������
��������������������M�������������������������������������������!����������M������������	�����
��������������������������N����������������������������������
�������������������������
����
�������������������������������O
���������M���������������������
�������������������������������������������
���������M���������������������
�������������������������������P�K��!���
��������!���
������!���
�������������������K��H����J	�!�������
����������!���������������K���������	��
��!���������������������������������I��������������������������������������������������J
�����
���������
�����������������������������������������M������������������I����
���������������������
�������������������������M�����������O
��������������������������������������������������������������P�����������������	�������������������������	�!�������������	��������������!���������������O
�������������!�������������������������������������������������������������������������������Q���������������	�����
����
���
���	������M����������������	����M�����������������������������������������������	��������������	�����
������������������������������RSTUVWXYZS[�T\&�]$̂\�_̀XZaZbUZX%�cVSY&dTH��������	�
�!�M�����������������������M���������������O
�����	��
����������������������!
��
���������
����������������������������������������������������������	��������
�������!��
��
�������!����������eVf&W�gZ[̂���������������������hD*))�����������������������������������(36�������������������������(-,ii���j*31�����/*-6,�����(-,ii���;E=.?���;<=<?����(36������������������������������������������j*31����;k=F.?��;B=B?����



���������	
��
�������
��������
�����������������
�
��
�����������
�����������
����������������
������������
�
��
���� ���������
�
��
���
�!��!���������������
����"����������������
�����������������������
�
��#���
�
�
�����������$
�����
�����
�����
���
��
�����������������������������
����������������������������������	�������
����
�
������������
�
��
�������������������������
�����
�����
!������������������������"����������������������
�����!��
���������������������������������
���
!��������
�����������������
��
�����������$���������	
��
�������������
�
��
���
��"�����
���
�$��%�����
������������
������������������������������������
����
��������������������������������������
�
��
���
���
�
����������������������
�����������
�����
����
�
�����
�����������
��!�������
�����������������
�
��
���
�����������������
�
��
���������������!�����
�������������������
�
��
���
�������������������������������&'()����������������
�
��
���������������
����������������������������*������
������
�������
��������
�������������������
�
��
����������
���
���������
���
����
�
����!������������
���
�
!���������
����������
!������������
������������������
���������!���������
���������������������������
���������������
�
��
����������
������
���������������������������������
����
��������������������������������+,-./012�345�6-/789-42�94�68389:�;3102<388/0�-=�8>0�60?02���������������������@ABCDA�����������������������������EFAGC���@HIJK����LCDA�����EFAGC���MNOPQ���MRORQ�������������@HIJK���MSOSQ���MPONQ����*�������������
�����
����
��������������������T�����
������������!���������
�
��
�������������������
�
����������������"*�
��
��������
�
��
��������������������������������������
�������
�
��
��$���������������T����
������#���
���
���������*�����
�
�����
�
��
��������������������#���
������
������������
������������������������������U�����
���
��
�������
�
�
��
�
���������������V��
���������
���������
������������������������
������
����������������������
������
����������������
������������
�
���������!������
������������������������!��!�������������������������
���
������������������������������
���������
�������
����������������������
��
�
���������������
����������������������������������������������������������
��
����
������������
��������
�
��
���������������
!�������������������
!�"�$�� �������
����
����������������������������
����*�����
�!��!�������������������
���
���
������������
����
���������
������
��
������������!������������������������������������
������
������!
����������������������
������������
���������������W�������
����������������
�����
��������������
!�������
����"��������#����$���!���������������������
�����������������������!��������!��������
����������������������������������!
��������������
����
��
���
�����
����������
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���	������������	
���C����������������
���	���	���%z*')%z'*����XYZ�wfe\SR]�bc�mfSZ̀R\̂�[kfSflUka��*z{*}v7227.I�u�KLM�jP�wRkTafSURS�nlZ\UkR��_fkUZ̀̂��xZ\afSR]Ù̂�nSd�xf]ÙUka</61HG7;7:I���KLMj~P�n��Uàf\̂�bc�[kfSflUk�nSR]̂aUa57H3.I�v�KLMN�P�����B�������������?�������(������C���� �
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DOES MONEY MATTER ?
Alan Dunne
Junior Sophister
_____________________________

Money matters if variations in the money stock exert a systematic effect upon macrovariables that
economists feel are important. Two categories of macrovariables exist : real and monetary. Real variables
comprise the level of output, employment, real wages, and real interest rates. In general the criterion used for
evaluating the importance of money is whether or not it influences the real equilibrium profile of the
economy. If variations in the money supply have no effect on the real system then money is neutral or money
does not matter. While some economists also recognise the influence of money on some nominal measures,
notably the rate of inflation, the importance of this is seen in the context by which variations in inflation
(caused by variations in the rate of growth of the money supply) destabilise the economy and knock it from
its equilibrium growth path.

The Quantity Theory, the Classical Dichotomy and the Neutrality of
Money

......We may conclude that it is of no manner of consequence, with regard to the domestic
happiness of a state, whether money be in greater or less quantity.[1]

The debate regarding the role of money in the economy finds its origins in the quantity theory of money, an
identity developed to illustrate the classical dichotomy - the idea that the real variables in the economy, such
as real interest rates, relative prices and real income, are determined by real forces and that monetary forces
only affected nominal quantities. Thus, in the classical model money was said to be neutral or money is a
veil.[2]

The income version of the quantity theory states that

MV = PY

where M is the nominal stock of money in the economy, Y is real income, P the price level and V the velocity
of money in circulation defined as the average number of times per unit time that the money stock is used in
making income transactions i.e. V = PY/M

Thus, the quantity theory is a mere tautology i.e. the total value of output equals the stock of money in the
economy multiplied by the number of times it is used in transactions. For the equation to become a theory of
the price level, restrictions must be placed on V and Y and an assumption regarding the determination of M
must be made. Y, real output, was seen as being determined by real factors such as the size of the capital
stock and the labour force, the state of technology, etc and was assumed to be at its full employment level. V
was seen as determined by the payment and expenditure practices in the economy and therefore was assumed
to be independent of variations in M. M is assumed to be determined independently of PY. With V and Y
predetermined and M exogenous, P is the only endogenous variable in the system. In the long run variations
in M are reflected in equiproportionate changes in P. Hence in the long-run money does not matter.

Short-Run Non-Neutrality

It should be noted that the neutrality of money is dependent on a number of conditions- price/wage flexibility,
an absence of money illusion, an absence of distribution effects and price and interest rate expectations of
unitary elasticity. If the assumptions are violated money will not be neutral. These assumptions are most
likely to be violated in the short run. This was recognised by the quantity theorists. Hume recognised that
prices do not rise proportionately to the increased quantity of money and that in the intervening period this
stimulates production.[3] This transmission mechanism can best be seen by reference to the Cambridge Cash
Balance version of the quantity theory of money.

https://www.tcd.ie/Economics/assets/pdf/SER/1994/3monfn.html#fn0
https://www.tcd.ie/Economics/assets/pdf/SER/1994/3monfn.html#fn1
https://www.tcd.ie/Economics/assets/pdf/SER/1994/3monfn.html#fn2


M = kPY

where k is the reciprocal of the velocity of circulation of money.

Given the initial situation where peoples portfolio holdings are in equilibrium i.e. peoples desired holdings of
money balances equal their actual holdings[4]. Assume the money supply increases[5] so that peoples
holdings of money balances exceeds their desired holdings. As a result, people will try to off-load their
excess money balances and bring their portfolios back into equilibrium by means of increased expenditure.
However, as an aggregate net excess money holdings can not be reduced as one mans spending is another
mans receipts. One man can reduce his nominal money balances only by persuading someone else to increase
his.[6] If price and income are free to adjust, the increase in total expenditure will initially have an effect on
output because of slow adjustment of prices (i.e. short-run non-neutrality), but ultimately prices will be bid
up to the level where the real stock of money in the economy is restored to its original level.

A more sophisticated analysis of the effects of monetary policy was later developed by Marshall and
Wicksell,. They pointed out that by engaging in an open market operation to buy bonds, the monetary
authority will normally be obliged to pay a higher price for bonds. This will bid up the price of bonds and
depress interest rates. Thus in the short run they recognised that money did matter in that it determined a real
variable, namely the rate of interest. In the short run, the rate of interest will be below the natural rate of
interest. [7] This will increase investment and reduce saving and produce what Keynesians regard as an
inflationary-gap, i.e. the aggregate demand for output as a whole exceeds the maximum amount of output
that the economy is capable of producing. In consequence the level of prices will rise, increasing money
demand as consumers require more money to make a given level of transactions. The increase in money
demand will restore the rate of interest to its natural rate (assuming that the increase in money supply was a
once off). The net effect will be a higher price level. In the long run money will be neutral.

the monetarst - keynesian debate

In the thirty years following the General Theory Keynesian economics became known first and foremost as a
theory of effective demand emphasising the role of fiscal policy in stabilising output. Monetary policy was
subordinated to the role of maintaining interest rates at a low level in order to stimulate investment. Indeed,
in most instances (e.g. UK pre-1968) the government targeted the rate of interest and allowed the money
supply to react passively. Despite the almost universal acceptance of Keynesian principles, a small number of
economists, particularly in the Chicago School, kept faith in the significance of the quantity theory of money.
Friedmans restatement of the quantity theory as a theory of money demand combined with the statistical
evidence indicating a strong correlation between monetary fluctuations and changes in the level of business
activity in the short-run, and in the price level in the long-run, were the building blocks for monetarism.
While classical analysis had shown that money supply fluctuations may have real effects in the short run, in
the 1960s Keynesians and Monetarists were debating their relative positions of money does not matter at all
versus money is all that matters.[8] The debate focussed on two interrelated issues:the stability of the money
demand function and the transmission mechanism

The Money Demand function

The Cambridge Cash Balance equation states that M=kPY. The central difference between Keynesians and
Monetarists is that for Keynesians a change in M will in certain circumstances, most notably in the case of
the liquidity trap, lead to increased hoarding[9]of money reducing the velocity of money, V ( increasing k).
This is the extreme position and in general most moderate Keynesians while subordinating the role of
monetary policy would acknowledge some effect of a change in M on Y (however, changes in the velocity
will reduce the impact of such effects). Monetarists, arguing along a similar line to the classical economists,
see increases in the monetary supply impinging mainly on Y in the short-run but on P in the long-run (V and
k are assumed to be stable functions). To see these effects we must analyse their respective theories of money
demand.

Keynes Liquidity Preference Theory

https://www.tcd.ie/Economics/assets/pdf/SER/1994/3monfn.html#fn3
https://www.tcd.ie/Economics/assets/pdf/SER/1994/3monfn.html#fn4
https://www.tcd.ie/Economics/assets/pdf/SER/1994/3monfn.html#fn5
https://www.tcd.ie/Economics/assets/pdf/SER/1994/3monfn.html#fn6
https://www.tcd.ie/Economics/assets/pdf/SER/1994/3monfn.html#fn7
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One of Keynes critical departures from classical economics was his theory of the rate of interest which
incorporated his liquidity preference theory of money demand. This theory is an extension of the Cambridge
Cash Balance equation to include a speculative demand for money.

M=M1 + M2 = kY + f(r-r*, r*)

Where M equals total money demand, M1 equals money demand for transactions purposes, M2 equals
money demand for speculative purposes, r equals actual rate of interest and r* equals the normal rate of
interest (i.e. what investors perceive as being the long-run rate of interest).

The theory of liquidity preference is based on the idea that individual wealth holders have a certain opinion
regarding what constitutes the normal rate of interest r*and hold either money or bonds in order to reap
capital gains from movements in r. If an individual believes that the present rate of interest exceeds the
normal rate of interests he expects r to fall and bond prices to rise therefore he will move entirely out of
money and into bonds. Conversely, for r<r* he holds only money.[10] This implies that an individuals
demand for money is discontinuous at the normal rate of interest. Since bond traders opinions regarding the
nominal rate of interest are heterogeneous, summing individual liquidity preference schedules yields a
downward sloping speculative demand for money curve.

For a given r Keynes believed that the speculative demand for money would be highly elastic at r= r*.The
elasticity of money demand at an observed value of r depended on how homogenous the expectations of
different holders of money are and how firmly they are held. At more extreme levels people will tend to
converge in expectations. Thus at very low rates of interest, absolute liquidity preference may exist. Under
such circumstances monetary authorities will effectively have lost control of monetary policy. As Keynes
(1936) pointed out circumstances can develop in which a large increase in the quantity of money may exert a
comparatively small influence on the rate of interest. The reason for the loss of control of monetary policy is
as follows. If the monetary authorities sought to increase the supply of money by buying bonds this would
tend to raise bond prices and lowering rates of return. However,only an infinitesimally small reduction in
interest rates is required to entice holders of bonds to substitute into money because of a consensus among
bondholders that interest rates will rise in the future.

Keynesian Transmission Mechanism

The implication of the theory was that people would not hold a fixed proportion of their wealth in cash.
People will tend to hoard based on their evaluation of the costs and benefits of liquidity.[11] In this situation
an increase in the money supply will mean people will hold more money maintaining interest rates at their
present value and reducing the velocity of money.[12] Thus, in this case the traditional Keynesian cost of
capital effect is not operative.[13] However, Keynes acknowledged that while this limiting case might
become practically important in the future, I know no example of it hitherto. Nevertheless, while the
possibility of a liquidity trap can be questioned, it seems Keynes remained convinced of only a minor role for
monetary policy.[14] He states that it seems unlikely that the influence of banking policy on the rate of
interest will be by itself sufficient by itself to determine an optimal rate of investment. I conceive, therefore,
that a somewhat comprehensive socialisation of investment will prove the only means of securing an
approximation to full employment.[15] However, it would be false to suggest that the Keynesian position is
encapsulated by money does not matter just because of the theoretical possibility of the existence of a
liquidity trap. Regardless of whether the liquidity trap exists[16]the interest inelasticity of investment is a
more important barrier to an influential monetary policy. Money may matter in its effect through alternative
transmission mechanisms such as wealth effects and credit availability.

The monetarist position was based on Friedmans restatement of the quantity theory of money. Monetarists
analysis is highly similar to the classical analysis and reaches similar conclusions. Friedman introduced the
idea of Permanent Income into his demand for money function. He regarded this as a crucial difference
between his model and that of the Keynesians (where current income was the relevant variable), in that
money demand will be less volatile because it will respond less to changes in transitory income. Friedmans
restatement was that money demand was a function of the current price level, the rates of return on bonds and
equities, the rate of inflation and the stock of wealth (calculated from permanent income).Thus, money
demand (and also velocity) is a stable function of these variables.
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This version of money demand is obviously very similar to the quantity theory of money the crucial
difference being that the velocity of money in the monetarist model is a stable function i.e. it is determined
by a limited number of variables which evolve slowly overtime, whereas in the classical model it is taken as a
numerical constant. However, like the classical model, the monetarist money demand function is assumed to
be relatively stable as individuals are again assumed to hold a relatively stable amount of money in cash.[17]
Furthermore, it assumes that certain factors that influence the money supply do not effect money demand.
The impact of this is that variations in money supply will have important effects.

The Monetarist Transmission Mechanism

As a result of the stable demand function monetarists believe in a more direct transmission mechanism of M
on Y, unlike the Keynesians. They argue that the crucial difference between themselves and the Keynesians
lies in the range of assets considered as substitutes for money. They believe that every asset, including
physical assets, has a rate of return (yielded in the form of a flow of services in the case of physical goods)
and that every asset is substitutable for money whereas Keynesians believed that only financial assets were
close substitutes. [18] The crucial issue ...... is not whether changes in the stock of money operate through
interest rates but rather the range of interest rates considered.[19] Thus, since monetarists believe that all
assets are substitutes for money an increase in the money supply can lead agents to offload excess money
holdings by purchasing capital goods. Thus a direct link is said to exist. However, this is only one possible
portfolio adjustment[20] and the specifics of the transmission mechanism have proven difficult to model.
Hence monetarists have often been labelled as believing in a black box transmission mechanism.

Black-box monetarism

However, to many people the direct link is implausible because of the mechanism by which increases in the
money supply occur. Unlike the classical system increases in the money supply occur through banking
operations, therefore using the analogy of dropping money from a helicopter and analysing the effects on
spending as Friedman (1969) did is not the same as analysing the effects of an open market operation . The
helicopter example did much to provoke claims of a black box transmission mechanism in monetarism.
Furthermore, Friedmans riposte to such criticism that if anybody asks what is the mechanism by which an
increase in the money supply brings about an increase in prices, what David Hume has to say answers that
question about as well as anybody else I know[21]did little to dispel such criticism. Trevithik points out that
it is ridiculous to view variations in the total volume of bank deposits as having the same effects to those of
increases in the supply of gold in 18th century England.[22] However, monetarists now interpret the
transmission mechanism along similar lines as Keynasians such as James Tobin.

The Empirical Evidence
The basic differences among economists are empirical not theoretical[23]

It is often said that the main differences between the monetarists and Keynesians surround empirical
magnitudes. If this is the case, an examination of the evidence may give some insight into what school may
offer the best theory.

In the US a number of empirical studies found a statistical relationship between money and the level of
economic activity. Firstly, the pioneering work of Friedman and Schwartz (1963) was one of the building
blocks of modern monetarism. Using US data from 1867 to 1960 they investigated the length and variability
of the time lag involved in the influence of money. Their most crucial finding was that peaks in the rate of
change of the money supply preceded peaks in the level of economic activity by an average of 16 months and
the corresponding figure for troughs was 12 months. The implications drawn from the results were not only
that variations in the stock of money caused fluctuations in the business cycle but also that since the lags
were long and variable a constant rate of money growth was the optimal monetary policy.

However, a number of problems exist regarding the study. Most importantly, Friedman and Schwartz
compared the rate of change of the money supply with the level of business activity. However, for any time
series of data the rate of change will peak before the level does, so that even if, in terms of levels both cycles
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were exactly contemporaneous the peak in the rate of change of the money supply would precede the peak in
the level of business activity. Thus the study can be criticised on the basis of invalid statistical techniques.

Even allowing for this statistical error temporal precedence does not necessarily imply causality. Firstly,
changes in the money suppply may be reacting to changes in money demand caused by increased income.
This will be true in the case where the monetary authority targets the rate of interest and allows the money
supply to react passively. Tobin (1970) derived the Keynesian type model in which the money supply was
demand determined and yet the turning point of the rate of change of the money supply actually led the peaks
and troughs in nominal income. Also in a Friedman type model where the money supply was exogenously
determined and the demand for money was a function of permanent income the turning points in the rate of
change in the money supply actually lagged those of nominal income.

Secondly, both variables may have been influenced by another variable (e.g. the budget deficit) with money
reacting more rapidly than income. An increase in the budget deficit must be financed by printing money or
issuing bonds, and ceteris paribus this will lead to an increase in the money supply also having an impact on
income. In this instance the transmission mechanism by which the budget deficit affects income may run
through money but the exact transmission mechanism will be subject to the same disputes already mentioned.

Thirdly, if planned expenditures fall people will demand less money and the money supply will fall. In this
instance the subsequent fall in expenditure is not caused by the fall in the money supply. Instead the
causation runs from expenditure to the money supply. This point also illustrates the general Keynesian
proposition of variations in M do not cause variations in Y but that the reverse holds.

Further studies in the US[24] attempted to model the individual influence of monetary and fiscal variables on
income. Both studies came out strongly in favour of the importance of monetary policy but both were subject
to criticism on methodological grounds and often the results changed dramatically when a different model
was used.[25]

Consensus ?

While the major issues have not been resolved by empirical evidence, both schools positions are now more
modified. Both Neanderthal Keynesians, denying that monetary authorities have any control over the money
supply ,and Neanderthal Monetarists denying any efficacy of fiscal policy even in the short-run, have been
left far behind.[26] Blaug (1980) argues that in one sense the Monetarists have won - governments now take
greater account of fluctuations in the money supply. Keynesianism has developed to take account of the
several channels through which monetary disturbances influence the economy. In a more profound sense,
however, monetarism has lost. Blaug argues that monetarism never succeeded in clarifying the causal
mechanism that produced their empirical results, sometimes even denying that the results required
interpretation in the light of supporting causal theory.[27] Monetarists now recognise that the money supply
can only be regarded as exogenous in the long-run.

In the 1960s debate centred on one particular transmission mechanism - portfolio adjustment. In the context
of portfolio adjustment, Keynesians were portrayed as regarding monetary policy as impotent because of the
existence of the liquidity trap, whereas monetarists were portrayed as believing in a black box transmission
mechanism. Both positions are an exaggeration. Keynesians recognize that changes in the money supply may
have effects through wealth effects and increased credit availibility. Monetarist theories of portfolio
adjustment are now very similar to Keynesian theories (such as Tobins). Monetarists also emphasise the
important influence of monetary policy on wage and price expectations Thus, monetarists and Keynesians
have tended to converge to some degree, although differences of emphasis still exist.

The empirical evidence has proven that the money supply not only effects the level of business activity but is
also influenced by it. This means that it is difficult to test empirically for the monetary effects on activity
because allowance must be made for the feedback effect of economic activity on the money supply. The
extent to which variations in the money supply are demand-determined is strongly influenced by the
reactions of the monetary authorities. Thus, to model the feedback effect it is necessary to model Central
Bank behaviour. Attempts to do this have been relatively unsuccessful. This presents a problem in assessing
empirical evidence regarding the role of money in the economy. However, Cagan (1987) points out that while
the concurrent mutual interaction between money and economic activity remains difficult to disentangle, the

https://www.tcd.ie/Economics/assets/pdf/SER/1994/3monfn.html#fn23
https://www.tcd.ie/Economics/assets/pdf/SER/1994/3monfn.html#fn24
https://www.tcd.ie/Economics/assets/pdf/SER/1994/3monfn.html#fn25
https://www.tcd.ie/Economics/assets/pdf/SER/1994/3monfn.html#fn26


longer the lag in monetary effects the less likely that the feedback from activity to money can account for the
observed association.

CONCLUSION

While monetarists and Keynesians have modified their positions as a result of the theoretical debate of the
1960s, the exact impact of money on the level of activity is still disputed. The instability of money demand
and the unpredictability of the velocity of money in the early 1980s, and the abandonment of the monetarist
experiment in the UK and US in the 1980s were the basis of the criticisms of monetarism.

A new challenge to the money matters school came from the body of new classical economics. Based on their
theory of rational expectations new classical economists, most notably Sargent and Wallace, believed in the
idea of policy irrelevance. With regard to monetary policy since agents make rational decisions, only
unanticipated changes in the money supply will effect output. Since individuals are rational, anticipated
increases in the money supply will be reflected in higher price expectations, and compensatory wage bargains
will ensure that real wages remain constant. Furthermore, the assumption of perfect price and wage flexibility
implies that any increases in the money supply will be reflected in higher prices in the short run (i.e money is
neutral even in the short run).

New classical views are difficult to test empirically. For example, it is very difficult to measure what part of a
monetary policy can be regarded as anticipated and unanticipated. However, since their predictions are based
on the restrictive assumptions of flexible prices and wages, in the short run, this tends to suggest that
monetary policy will have some impact. Apart from the new classicists, most modern economists would
acknowledge that the basic postulates of the quantity theory still holds - in the long run prices respond and
moneyis neutral, but in the short run prices are slow to respond to demand fluctuations and money does
matter.
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An Inquiry into the Growth of Nations
Cloda Lane

Junior Sophister

_____________________________

The single most important force leading to long-run increases in living standards is economic growth. The
benefits of economic growth include increases in income levels (or 'welfare'), greater room for redistributive
policies and favourable changes in lifestyle. The costs include forgone consumption today and environmental
damage due to increased production. In this analysis I am going to assume that growth is a 'good' thing and it
is the desire to know why growth has been achieved by some countries and has not been achieved by others
that motivates this inquiry. The investigation is also being carried out to empirically test whether Keynesian
demand management or Classical supply-side policies should be used to stimulate economic growth. Finally,
this phenomena is being explored because it is not understood. As yet there are no firm theoretical
conclusions about the causes of growth or about the reasons why growth rates differ. My investigation is
therefore aiming to shed some light on a currently uncertain area.

STAGE 1 : SPECIFICATION
Y-Variable

My dependent variable in this investigation is the average annual rate of economic growth between 1970 and
1985. This is measured as the average rate of change in Real GDP per capita (RGDPCH). I chose to average
growth over this time-span rather than investigate it in any one year because there could be too many unique
factors influencing it in any one year that would defer it from its normal pattern. Rates are used instead of
absolute growth levels because they show how growth is related to the country's initial level of income, they
are easier to use in a cross-sectional analysis and they are the most commonly used measure of growth in
economic analysis.

Economic growth is a measure of the change in national income over time. In my analysis the change in
RGDPCH is used as the most preferred measure for national income because it eliminates the influence of
inflation or deflation on changes in GDP by taking a real level, and the per capita figure is used because it is a
relevant measure of welfare change.

X-Variables

In order to understand why economic growth occurs independent X-variables must be introduced into the
investigation. Economic theory has proposed numerous variables which may determine the rate of economic
growth. These range from population growth to consumption expenditure to confidence levels to political
stability. It must also be emphasised that different factors may influence the country's growth rate depending
on the country's level of development. Thus, it can be seen that by limiting my exploration to three
independent variables my analysis is going to be imperfect due to the absence of many other possible
determining factors.

X1 : My first X-variable is the average annual rate of investment expenditure (as a % of RGDP) between
1970 and 1985 (I). This variable was chosen because it is often assumed by theorists and policy makers to
have a large influence on growth. The promotion of investment to increase RGDPCH is a central demand
management policy that is supported by Keynesians. Thus, the relationship between I and economic growth
is being investigated to test the Keynesian viewpoint. The relationship is also being explored to decipher
whether it is worth our while taking money, which could be used for consumption today, to put into
investment so that consumption could be higher in the future. That is, will economic growth (a benefit of
investment) occur to outweigh forgone consumption today (a cost of investment).



X2 : My second X-variable is the average rate of government expenditure (as a % of RGDP) between 1970
and 1985 (G). Like investment, this variable was chosen because it is often cited as having a large influence
on growth. Specifically, Keynesians argue that government expenditure is needed to stabilise an economy
and that it will cause RGDPCH to increase. This variable is also being used in my analysis because I want to
see if the growing levels of public sector expenditure (PSE) worldwide have been the cause of economic
growth. If this is the case then the hypothesis that increased G will lead to a better future would provide a
justification for large levels of PSE.

X3 : My third, and final X-variable is the average number of school years in 1970 (HK). This variable was
chosen as a 'proxy' measure of human capital in a country. I chose to use the level of human capital in one
year rather than over the 15 year period because it is the educational level of the workforce (assumed to be
determined by the length of time they spent in school before entering the labour market) over the 15 years
which influences the rate of change of income and not the educational level of the students in school over the
period. It is generally hypothesised that an economy will grow if its workforce is well - educated. The
purpose of the investigation into the relationship between growth and HK is to test this classical supply-side
argument.

The Model

In this investigation I am using the estimation technique of ordinary least squares. This allows me to use
regression analysis to get a line of 'best fit' for my data. The model takes the form of

Y = 0 + 1X1 + 2X2 + 3X3 + e

for the multiple regression case. The purpose of this exploration, then, is to estimate the size and sign of the
unknown parameters (0 , 1 , 2 , 3 ).

STAGE 2 : ESTIMATION
The Data

In my exploration of economic growth I have 40 observations. I left myself with this many countries because
I feel that the growth rate is too diverse on a global scale to narrow my analysis of it down to a particular
region of the world. Instead, I wanted to get a general overview of world economic growth rates. This is done
by breaking my observations down into four subsections (10 countries in each) with each section
representing a national income category as defined by the World Development Report (1993).

The data for RGDPCH (from which the growth rates were derived), I and G were all taken from the Penn
World Tables (Mark 5). These data are consistent because the compilers have taken figures from the
benchmark studies of the UN International Comparison Program for 138 countries and have adjusted them all
for different purchasing power parities and they have all been indexed linked to 1985 international prices. It
should be noted, however, that the data are only as reliable as the UN figures, which in most cases, are only
as reliable as the individual country's National Accounts. Thus, for some countries, most notably the
Centrally Planned Economies, the RGDPCH figures and thus, the growth rates may be overestimated.

The data for the average number of school years in 1970 was taken from an NBER working paper by Barro
and Lee. The authors got the figures from national censuses so the data are only as reliable as these censuses.
The measure used should be fairly consistent as interpretations of this straight forward measure can not differ
too much from country to country.

The Estimation

The results of the multiple regression analysis are shown in the table below. A priori, the problem of
multicollinearity is recognised by the author although it shall not be dealt with in detail. The line of best fit
has been estimated as :



Y = 0.58 + 0.06 X1 - 0.05 X2 - 0.05 X3 + e

where 'e' is the error term or residual of the regression. The correlation coefficient , R2, indicates that 32% of
the variation in Y can be explained by the linear influence of all the Xs.

Dependent Variable: Rate of Economic Growth

Independen  Parameter     t -     
t Variable  Estimate   statistic  
                       H0 : i =   
                           0      
Constant      0.5786    0.93612   
X1 = I        0.0583    2.75994   
X2 = G       -0.0450   -2.25457   
X3 = HK      -0.0513   -0.73746   

R2 = O.3246

STAGE 3 : EVALUATION
Economic Theory

To evaluate the regression results I am going to compare my estimations with those predicted by theory. In
all, the three X-variables have, as theory claims, a relatively significant impact on economic growth (32%).
This result is especially interesting when we consider that consumption expenditure, the largest influence on
RGDPCH, has not been included in the analysis. Looking more closely at the results, however, we see that
the outcome is not so positive. The Keynesian theory that increased G means increased RGDP and the
Classical Theory that increased HK would lead to economic growth are both contradicted by my regression
results (i.e. the parameter estimates have a negative sign).

In the case of human capital, no result can be taken as absolute because of the 'proxy' nature of my variable.
It should be noted, however, that the number of years spent in school may not have an influence on growth. It
may be the quality of the education and not the length of it that matters for increasing productivity and thus,
growth. In the case of government expenditure there is probably some truth in the result that increased G will
not automatically stimulate economic growth. This is particularly true if the expenditure was aimed at sectors
that had no growth potential or if it was mismanaged. Thus, badly spent PSE, no matter how large it is, may
not lead to an increase in RGDPCH.

The case for investment is far more hopeful. Although the parameter estimate is small (0.06), indicating a not
so great influence of I on growth, the sign of the coefficient corresponds to the one proposed by economic
theory. That is, the positive nature of 1 coincides with the Keynesian theory that an increase in investment
will stimulate economic growth.

Statistical Evaluation

To make a simple statistical evaluation of my results I am going to examine the t-statistics given in the table.
Considering the hypothesis that there is no relationship between X and Y (H0 : i = 0) we can look at the t-
statistic which is the ratio of the estimate to the standard error. An estimate of a parameter is statistically
significant if the t-statistic associated with it causes us to reject, at a particular significance level, the
hypothesis that i is equal to zero. At both the 5% and 10% significance levels the estimate for 1 is statistically
significant while, at the same significance levels, the estimates for 2 and 3 are statistically insignificant.

Policy Relevance

In today's world, economic strength is the key to political power. Thus countries that are striving to become
powerful and to increase living standards all look for economic growth. A final means of evaluating my
results, therefore, is to see if they are relevant to policy makers who are trying to achieve this primary policy
objective.



My research would indicate to policy makers that the best method of getting growth is to encourage
investment. It should be noted, however, that we can not assume that increased investment will automatically
lead to large scale growth. Only if investment is directed to the right areas will RGDPCH be increased.
Secondly, my results will, perhaps, encourage policy makers to reduce PSE. They could not justify large
scale expenditure on the grounds that it will lead to an improved future using my analysis. Instead, it would
be suggested that lower but better managed PSE is what is needed to stimulate economic growth. Finally, I
would discourage policy makers from taking my results vis à vis human capital too seriously. They should be
aware of the very slight possibility that the results are right and could use this as a guideline to improve the
quality rather than the quantity of education. They must not, however, take the results so seriously that they
would actively discourage people from staying in education. This would have disastrous results for society
and for the economy.

It is hoped that my research provides an insight for policy makers and other economists into the workings of
economic growth across the globe. The results can be taken as possible indicators of how growth may be
generated but they should not be taken as being infallible. Like all econometric work, my exploration into
economic growth should only become completely acceptable if and when it is verified by the research of
others.
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Customs Unions and Trade Conflicts
GATT and the EC: The case of Agriculture

Deborah Heaney

Senior Sophister

_____________________________

The concluding declaration of a GATT ministerial meeting in 1982 stated the need "to bring agriculture more
fully into the multilateral trading system".[9] The seven years taken to bring about a successful conclusion of
the Uruguay Round of negotiations indicate the complexity of such a task, and the painstaking edging of the
EC and the US towards compromise from the diametrically opposed positions set out in the Punta del Este
declaration is a result of this complexity.

This paper attempts to demonstrate how the principal areas of dispute have their roots to some extent in the
particular legal status of agriculture within the GATT but how their deepest roots are in a contrasting attitude
towards the best means by which agricultural support can be disciplined. The paper is divided into four
sections. Section I deals with the background to the negotiations - the economic context and the legal
preferences. Section II examines the main issues of dispute using the main groupings of proposals as a basis.
Section III analyses the roots of these differences, showing how the GATT negotiations became a table for
domestic policy and outlines the differing philosophies regarding the discipline of agricultural support.
Section IV draws some conclusions.

SECTION I
Background

"Agricultural trade has not been effectively governed by the institutional framework for international trade
relations that has been provided by the GATT since its inception in 1957" [10]

Before moving to an assessment of the issues under dispute in the Uruguay Round, it is, I believe, vital to
understand the situation in which countries found themselves in the 1980s. As a result of price, production
and consumption developments the USA and the EC began to accumulate stocks at increasingly rapid rates.
[11] Two main effects were notable. Firstly, to get rid of surpluses, the Europeans subsidized exports, which
led to trade disputes with the US and the Third World. Secondly, budgetary pressures became intolerable and
set the US and the EC on the path of reform, albeit in different directions.

As suggested by Rayner et al (1993) the primary problem lay with the operation of agricultural trade policies
within a preferential GATT framework, which had not only the effect of increasing agricultural distortions,
but also undermined the credibility of the GATT as an organisation. Both GATT rules designed to conform to
policies of the previous three decades, and domestic policies of the 1970s became totally inadequate in the
1980s environment.

The special treatment given to agriculture under the GATT is, I would argue, a major source of dispute in the
Uruguay Round. Had agriculture been subject to the same rules as other sectors then there would be little
leeway for separate negotiations. Of crucial importance to the disputes are the special provisions regarding
export subsidies; prohibited by Article XVI, except for primary products. Article XVI.3 says "such a subsidy
shall not be applied in a manner which results in that contracting party having more than an equitable share
of world trade in that product, account being taken of the share of the contracting parties in such trade in the
product during a representative period." (my italics). It is clear from this quote that a minefield of
definitional issues were latent, ready for such a time when agriculture was fully placed on the negotiating
table.
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Normally protection from imports is allowed in the form of tariffs only, however, the use of import
restrictions in agriculture was permitted as long as domestic supply was restrained concurrently (Article XI).
It was the US who in 1955 instigated a special waiver allowing it the right to impose import restrictions
without corresponding supply restrictions - a particular case of US insistence that GATT rules fit US farm
policy.[12] The position of agriculture in the GATT was also influenced by the EC who insisted that the CAP
(and in particular the variable levy system) was integral to the success of the Common Market (which the US
supported), and as such was non-negotiable, and never effectively challenged in the GATT.

SECTION II
The Issues of Dispute

The initial US proposal, the double zero option, indicated the absolute extremities of the gap between the US
and the EC. It proposed the complete elimination of all forms of agricultural support over a ten year period,
allowing only decoupled payments and verified food aid programmes. Import barriers to be eliminated
included phytosanitary barriers. Policy changes were to be commodity specific, using producer subsidy
equivalents to measure initial levels of protection and monitor changes. This option would not only have
removed agriculture from its privileged status within the GATT, but would have made it the most liberalised
sector under the GATT.

The EC favoured no such dramatic changes in agriculture's status within the GATT nor an ultimate goal of
support elimination. The CAP was seen as integral to the success of the EC and its flagship achievement.
Proposals for short term market sharing and long run reductions in support measured at the aggregate level
were put forward. Such diametrically opposed proposals allowed no agreement and the impasse of Montreal
was the inevitable result. By April 1989 an agreed agenda was produced with a compromise position
agreeing on a `progressive reduction in support' - signalling a US abandonment of the zero option and an EC
concession that reduction should take place. This statement allowed negotiations on the key areas of dispute
under three primary headings:

· export subsidies

· import access

· internal supports

This structure in itself represented an EC concession in allowing negotiations on types of support and not
only aggregate levels.

Export subsidies

Hathaway (1990) presents the disputes as an interpolation of reform and restraint and with this analysis he
comments "It is in the area of export competition that the difference between reform and restraint is most
pronounced and the political confrontation most stark." It is in this area, as noted in section I, that agriculture
is particularly favourably treated. Specific issues relating to export subsidies centred on how they should be
defined and how then they could be disciplined. Disagreement surrounded the definition of export subsidies.
Should any policy that stimulated exports be regarded as an export subsidy? More specifically, should US
deficiency payments be regarded as export subsidies? The US argued that domestic production subsidies
were a separate dispute and should be disciplined as such.

How export subsidies should be disciplined was the second major issue - what level of reduction would be
allowed and at what level of aggregation and volume. Confrontation was between reform and restraint, the
former being favoured by the US, as total phase-out and prohibition, while the EC favoured the latter,
involving the definition of an equitable market share and an export subsidy, i.e. clarification of what already
existed. Definition of an equitable market share was seen as feasible for many products, but for others such as
sugar it was more complex because major producers such as Cuba did not subscribe to GATT.

Market Access
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"This is almost certainly a case in which either everybody reforms or no one does".[13]

The areas of dispute under market access included the EC variable levy which had resulted in total insulation
of the market, the US section 22 waiver on quotas and voluntary export restraints (VERS) such as those
between the EC and New Zealand for butter.

The increasing importance of non tariff barriers in world trade, especially in agriculture relative to
manufacturing[14] meant that agreement on tariffication of non-tariff barriers was an important issue. The
EC favoured tariffication with a two part tariff - a fixed element plus supplementary additions and a variable
element. The US favoured a formula approach for tariffication (to increase transparency) based on the
difference between the domestic price and an external reference price. These tariff equivalents were to be
used for a transition period, over which reduction was to take place.

Internal Supports

The US attitude changed over the negotiation period from an overall emphasis on discipline in all areas, to an
emphasis on border measures as the most distortionary and the instigation of a system of classification. "This
shift was predictable once it became clear that only very limited progress would be made in the Uruguay
Round in reducing domestic subsidies."[15] Overall the US defined trade distorting strategies according to
red, green and amber, where decoupled payments were given the green light.

Internal subsidies may in reality be more self limiting than other protective measures due to their prohibitive
cost. The choice of a measure and its level of aggregation was a continuous source of disagreement.
Originally the US wished the elimination of all supports over ten years, this was later reduced to the red
supports only over ten years with amber supports to be monitored. The EC desired aggregation for support
reduction to allow rebalancing and the retention of domestic control.

This brief outline of some of the main issues in dispute is naturally only the tip of the iceberg but provides a
launching pad for the analysis of the roots of these main disputes.

SECTION III
The roots of the issues

Philosophies about how best to discipline agricultural support are to some extent the roots of many of the
disputed issues on agriculture outlined above. However it seems that an awareness of political realities is also
important as is the potential for protectionism in agriculture. If a group of countries has taken advantage of
the more liberal legal regime for agriculture, then others will do so, if not for national gain, just to level the
playing field once more.

US concerns as expressed within the Uruguay round, focus on the type of support in existence (the rules base
approach) and wish to take account of differing distortions imposed by different types of protectionism
encompassing supports in a scheme of tariffication with income supports unrelated to current production
levels. Such a philosophy on the discipline of agricultural support is based on the view held that US farmers
are so efficient that they would thrive in an unregulated agricultural market.[16] Furthermore the US sees
itself to a large extent as having been forced into export subsides as a retaliatory measure and thus sees the
best way to reduce costs as being through enforcing protection reductions elsewhere.

For the EC the CAP is a symbol of European unity, and it will seek maximum discretion and control over
agricultural policy. This being the area in which the EC has most control over its member states control will
not be easily ceded. Hence CAP reforms were being worked out even while GATT negotiations were taking
place. The reform package was then presented as fait accompli as a negotiation package thus retaining the
image of the control of the EC on agriculture.[17] In a sense then the GATT was used as a negotiation tool to
enable tough domestic policy decisions to be taken in a multilateral context and domestic policies were
confused with those on trade. The EC's philosophy is that support can best be disciplined by controlling its
amount not its nature (allowing maximum flexibility).
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These philosophies were played off in a strategic way, but I would argue that equally crucial were the
political realities. If we set up a game[18] between the US and the EC using payoffs calculated by Tyers and
Anderson then we can see a strategic interaction based on the net gains and the producer gains. The Nash
equilibrium for net welfare gains is to liberalise, but where only producers are taken into account the Nash
equilibrium is to not liberalise. Hence the striving towards discipline of agricultural support largely depends
on how the governments weigh interests within the economy, and not just on an overall self interested
philosophy.

Payoffs (EC, US) Net Economic Gains

                  US (do not        US            
                  liberalise)       (liberalise)  
EC (do not           (0.0, 0.0)     (-1.9, 3.3)   
liberalise)                                       
EC (liberalise)     (21.4, 1.7)     (17.6, 3.1)   

Payoffs (EC, US) Producer Gains

                  US (do not        US            
                  liberalise)       (liberalise)  
EC (do not           (0.0, 0.0)     (5.0, -21.5)  
liberalise)                                       
EC (liberalise)     (-88.6, 7.6)    (-73.7, 3.1)  

SECTION IV
Conclusion

The legal status of agriculture within the GATT has been shown as the main culprit of the painstaking
negotiation process from dramatically opposed positions by the EC and the US. For too long, agriculture was
accorded special status within GATT, natural interests superseding those of international trade. Once
agriculture was included under the GATT umbrella, a minefield of issues was unearthed. Productive
negotiations focused on three areas: export subsidies, market access & internal supports. Within these areas
disputes focused on the time periods for phase-out supports, the base period from which to calculate
reductions, levels of aggregation and definitional issues. For the EC, maintaining a semblance of autonomy
and allowing CAP structures to remain was crucial to negotiations -- thus a domestic reform package
predated the final GATT outcome. Linked with this, I have argued that positions were based not so much on
deep held philosophies, but on political realities, and the interaction of interest groups in this context -- and
that these were crucial to the final outcome and the process of negotiation towards it.

Appendix

Table 1

Level of Public Stocks : EC : 1000t year end

          1979  1983     1986   1987  1988   
Cereals   2677   9542   14717   8147  8312   
Beef       293    410     576    776  425    
Butter     310    686    1297    860  120    

Source: European Commission (1989) "A Common Agricultural Policy for the 1990s"

Table 2

% Imports subject to NTBs
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                    Manufacture  Agricultu  
                              s         re  
EC (from LDCs)             29.9       26.9  
EC (from ind.              15.2       47.7  
countries)                                  
US (from LDCs0             18.6       25.1  
US (from ind.              16.5       23.5  
countries)                                  

Source: Zietz and Valdes 1988.
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The Japanese Trade Surplus with the European
Union: Extent, Causes and Implications.
Olaf Gersemann
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_____________________________

This essay examines the European Union's trade deficit with Japan. It argues that this deficit, a cause of
concern to the EU, could be even larger if trade barriers were removed. Firstly, I discuss, using data from the
EU's Statistical Office, the magnitude of the deficit, then the reasons for it on the Japanese side, and finally
the welfare implications for the EU. Examples are taken from the car market, as cars are the most visible
product of Japan's economic success.

EXTENT AND COMPOSITION OF THE JAPANESE TRADE
SURPLUS

Extent

Trade with Japan accounts for a large proportion (almost three fifths in 1992) of the EU's overall trade deficit.
The Japanese surplus with the EU rose from 0.7 billion ECU in 1970 to 31.0 billion ECU in 1992.

Even when the yen was strong, the import-export ratio increased from 1.3 in 1960 to 2.9 in 1986. In 1992, the
value of EU imports from Japan was 2.5 times higher than the value of the Union's exports to Japan. The
penetration of Japanese markets by European products, on the other hand, was even lower in 1992 (0.72 %)
than in 1960 (0.74 %).

Japanese products, however, still account for not more than 10.6% of EU total imports, less than the imports
from Austria and Switzerland together. Hence, the attention focused on the Japanese trade surplus is "scarcely
proportionate to its relative significance"[1] for the EU.

Composition

Japan has few raw materials or energy sources of its own. As a consequence, it has an enormous demand for
these primary products and is forced to produce goods and services for export. Japan's economy has
specialised in sophisticated products like machinery and transport equipment. In 1992, three such sectors
(road vehicles, office machinery, telecommunications and sound equipment) contributed

* 51.7% of total imports from Japan and

* 74.2% to the EU's total trade deficit with Japan.

Thus, it is obvious that Japanese pressure is felt particularly in specific sectors and in the countries where
these sectors are located.

Voluntary Export Restraints and Direct Investments

Given free trade, the Japanese exports to the European Union would be likely to be even bigger, since this
would imply that tariffs and non-tariff barriers (NTBs) would be removed.

In addition, for example, to the Union's common external tariff of 10.3%, five EU member states restrict car
imports from Japan by Voluntary Export Restraints (VERs). From the exporters' point of view, a VER is the
lesser of two evils, since it not only raises the price to consumers, in the same way as a tariff, but also "allows
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the exporters to obtain the rents associated with the artificially high prices"[2] by letting them do the
restricting.

However, Japanese car manufacturers should look forward to the removal, by the year 2000, of the VERs on
car imports from Japan, as agreed by the EU in 1991. Smith and Venables (1991) showed in a model based
on the world car market in 1988 that a removal of Europe's VERs would push the Japanese market share
from 8.8% to 16.5%. This increase in volume will, according to Smith and Venables, outweigh the reduction
in price (which in general cannot be taken as given, as Greenaway and Hindley (1985) point out). The profits
of Japanese car manufacturers are expected to rise by one billion ECUs per year.

In 1977, Japanese firms began significantly to export not only goods but also industries. Japanese-owned car
factories in the Union, for instance, produced some 500,000 cars in 1993 and are expected to make about 2
million cars annually by the year 2000.

Japan's Foreign Direct Investments (FDIs) in Europe can be considered "an effective counter to the
accusation that Japanese imports are `destroying' jobs"[3]. Circumventing barriers might not be the only
reason for the FDIs in the EU, but the investments tend to be concentrated in industries which face
protectionism. However, the FDIs, at least, reduce the EU's trade deficit if the Japanese factories use, as do
the car manufacturers, a high proportion of locally made parts. Toyota, for example, expect the European
content of its cars to reach 80% by value this year.

CAUSES OF THE JAPANESE TRADE SURPLUS

Europe's manufacturers are clearly failing to penetrate Japan's markets: Thurow (1992) says that Japanese
imports from Europe are 25% to 45% less than would be expected given Japan's circumstances. This might
be due partly to the preferences of Japan's consumers. However, given roughly similar preferences of
consumers in Japan and Europe, there are two possible reasons for the European lack of success: firstly,
Japan might be more protectionist than Europe and secondly, Europe's economy, when compared with its
counterpart, might suffer from a lack of competitiveness.

The Openness of Japanese Markets

Undoubtedly, the Japanese built a protective wall in post-war years in order to develop certain industries.
However, in the last few decades Japan has cut her tariffs and quotas down significantly. Hence, according to
Hanabusa (1979) the discriminatory effects on imports to Japan today have to be considered dubious.
Nevertheless, Laura D'Andrea Tyson (1992), Chief Economic Adviser to President Clinton, considers that
despite the tariff reductions, the country "remains significantly more closed to foreign trade and investment"
than other advanced industrial nations. The closure, argues Tyson, is a consequence of structural market
barriers created by the integration of large firms with one another. Many Japanese companies are members of
keiretsu, groups consisting of companies with cross-shareholdings in one another. The members of these
business groups give preferential treatment to each other as preferred suppliers and customers, i.e. by co-
ordination and economies of scale. Further co-ordination is provided by the Ministry for International Trade
and Industry (MITI). However, to argue that this is protectionist is subjective and difficult to prove.

The Competitiveness of Japan's Economy

A country's competitiveness is reflected by its ability to increase its share of export markets, given free trade
(or an equal level of protectionism) and depends upon the productivity and costs of its factors of production.

In the 1960s Japanese productivity was significantly below that of the USA and Germany. The gap had been
nearly closed by 1970 and had turned into an advantage by the end of the 1970s. Today Japanese
manufacturers can, for instance, assemble a luxury car with only one quarter of the labour that is required in
Europe[4].

Japan's competitiveness can also be seen by comparing the performance in third markets. In the US car
market, for instance, Japanese producers proved to be far more competitive than the Europeans. While
Volkswagen, the last European mass manufacturer left in the US market, "is in the process of being driven
out", Japan's market share declined in recent years but is still higher than one fifth. (Although one must be
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cautious about comparing a single sector since it is possible that Japan has competitive disadvantages in other
areas.)

The Japanese cost advantage is due to several characteristics of Japan's economy and society. Three of them
will be presented in more detail in the following section.

System of Values

"The Japanese secret is to be found in the fact that they have tapped a universal human desire... to belong to
an empire". The goal of Japanese firms is not profit maximisation, but market share maximisation.
Accordingly, "a big part of the Japanese success in coping with the rising value of the yen"[5] is found in
their willingness to accept lower rates of return than their competitors.

Moreover, the identification of Japanese employees with their companies is far stronger than elsewhere. This
is because firms offer life-time job security (which would in the view of European managers undercut
motivation). Even in recessions Japanese companies tend to accept `in-house unemployment' rather than
dismissals).

Savings, Investments, and Consumption

In the Japanese economy, savings and investments are systematically promoted. Compared to European
countries

* the work force gets a low share of national income,

* rates of personal income and commodity taxation are low

* dividends are low relative to after-tax profits.

The outcome is a traditionally high savings ratio which in turn leads to a low price of capital. Hence, the
required rates of return are far below the corresponding rates in the EU. As a result, Japan invests relatively
more money which in turn improves productivity and thereby supports economic growth. High savings
ratios, on the other hand, are synonymous with low consumption ratios. This means that Japan's domestic
demand is traditionally weak. Therefore market penetration by imports is impeded.

Research and Development

Japan traditionally has a high level of research and development (R&D), encouraged by MITI, the existence
of keiretsu, and the low price of capital. Another advantage is that it has concentrated its R&D since the
1950s not on new products but on new production processes. Therefore Japanese firms are often, as is the
case of the CD player, not the inventors of a new product but the cheapest producers.

IMPLICATIONS OF THE JAPANESE TRADE SURPLUS

Consumers

European consumers gained enormously from the increase of Japanese imports. Access to Japanese goods
offers additional choice through product differentiation. It provides, as Winters (1992) expresses, `life-
enhancing variety'.

Furthermore, the penetration of EU markets by Japanese products stimulated competition. This led, for
example, to "vast improvements in the quality of automobiles which have been pioneered by Japan and then
imitated and developed"[6] in the Union.

However, the gains for consumers would be far bigger if the EU stopped protecting its industries from
Japanese competitors. According to Smith and Venables (1991), a removal of the VERs in the European car
market would imply a consumer surplus in the order of 6 billion ECU per year, an amount that clearly
outweighs the predicted losses to European producers of approximately 3 billion ECUs per annum.
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Employees, Producers and Taxpayers

If exports and imports increase in a balanced way, it is not likely that the expansion of trade between the
European Union and Japan would create major (net) employment problems. In the case of trade between
developed countries (or trading blocks, respectively) it can under certain conditions be assumed that job
losses which emerge from additional imports are roughly compensated by job gains through additional
exports.

If, however, imports grow faster than exports the contraction of one sector is not accompanied by the
expansion of other sectors; the losses of profits and employment in the penetrated industries are not
compensated. Moreover, the speed at which the penetration by Japanese imports boomed and still booms
creates serious problems by making adjustments in the affected sectors more difficult and, thus, costly.
Producers therefore usually plead for time. If they are, like the European car makers, successful, competitive
pressure is taken off by protective measures such as subsidies and VERs at the expense of European
taxpayers and consumers.

One might consider that the speed of contraction of domestic sectors justifies protection. On the other hand,
protective measures are according to the theory of public choice easy to introduce but difficult to remove.
Moreover, protection leads to consumer losses that "in total will almost always outweigh producers gains"[7]
at least in the long-run.

Growth Potential and Future Wealth

A trade deficit allows a society to consume more than it produces at the expense of its heirs, since a trade
deficit requires that a country "sells off the assets that determine its future standard of living"[8] the possible
future growth of the domestic economy declines.

The European long-run growth potential is further weakened if the key for future growth lies in the high-
technology industries. Particularly in these so-called strategic industries the Europeans seem to be unable to
cope with the Japanese, at least at present. While the EU typically sustains the largest trade deficits with
Japan in sophisticated products, the EU recorded the biggest surplus with Japan in 1992 for clothing and
accessories.

CONCLUSION

It is not the extent of imbalance which implies economic problems for the European Union but the highly
concentrated composition of imports from Japan. Therefore, the EU member states which are most affected
are those in which sectors which face pressure from Japanese import penetration are located (several
countries, for example, do not have a car industry). A removal of the Union's protectionist measures would
strengthen the pressure.

Japan is possibly more protectionist than the EU. But this is clearly not sufficient explanation for the trade
imbalance. There are reasons to believe that Europe, compared with Japan, suffers from a significant lack of
competitiveness. The EU has tried to remove pressure from the penetrated sectors with protectionist
measures as well as, the introduction of the Internal Market. On economic grounds, however, import
penetration is clearly an inferior solution to an increase in exports to Japan.
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A customs union is an association of two or more countries to encourage trade. The countries making such an
arrangement agree to eliminate tariffs and other restrictive regulations on trade among them. It is a
discriminating trade arrangement since the liberalisation only includes the countries that are members of the
customs union and they formulate and administer a common foreign trade policy in regard to tariffs and other
trade restrictions against third countries.

The best-known customs unions have included the Zollverein, Benelux and the EEC, now called the EU. The
Zollverein was formed by German states in the 1830's. These states became the German nation in 1871.
Belgium, the Netherlands and Luxembourg established Benelux in the 1940's. Belgium, France, Italy,
Luxembourg, the Netherlands and West Germany set up the EU in 1957.

Customs union theory builds on relatively strict assumptions such as perfect competition in commodity and
factor markets and hence it is often referred to as orthodox customs union theory. It also only deals with the
static welfare effects of a customs union. It has both positive and negative welfare effects, compared to a
situation in which every member state practices protectionism. Therefore no conclusion can be drawn in
advance as to the net welfare result of a customs union. It must be mentioned that some alternative theories
have appeared which try to give an economic explanation of protectionism including customs unions but
these shall not be discussed here.

In this essay I will start by looking at a small country in a small customs union. I will assess its effects on
trade creation, trade diversion and trade expansion. This will be followed by the incidence of positive and
negative effects of a customs union. I will then proceed to look at a large customs union in the world
economy and link it to the terms of trade. Long term restructuring effects will be discussed, then the effects
of 1992, and finally I will assess customs unions in relation to the EU and GATT.

A Small Country in a Small Customs Union

As already mentioned, the term `orthodox customs union theory' is due to the relatively strict assumptions of
this theory, i.e. perfect competition in the commodity market and factor markets, perfect factor mobility
within individual countries but not among the countries, foreign trade equilibrium and full employment. The
opportunity cost in production is reflected in the relative commodity prices in each country and transport
costs are not included since tariffs are assumed to be the only kind of international trade barrier.

Here I will look at a partial equilibrium model for a good X. It is a situation in which the small home country
(H) forms a customs union with a small partner country (P). dH and sH indicate the home country's demand
and supply of good X. sP and sW indicate the perfectly elastic supply by the partner country and the world.

Initially H imposes a non-discriminating specific tariff (T) on its imports, implying that the import supply
curve is sW + T. Country H now consumes quantity O(1), where quantity O(2) is supplied by the home
producers and quantity (2)(1) imported from the world producers. The creation of the customs union between
country H and P will mean that the supply curve of country H will be sP. The price in the home market then
decreases to pP. From this it can be seen that domestic production decreases from O(2) to O(4) while
domestic consumption increases from O(1) to O(3). The imports of country H now also increase to (4)(3) and
are no longer bought from the world producer but from the partner country at a price of pP.

Effects on Trade

To discover whether this new situation of a customs union has led to trade creation, trade diversion, trade
expansion or a combination of the three, it is necessary to define them. Trade creation will occur when there



is a shift from a higher cost to a lower cost producer, i.e. in country H demand will shift from the expensive
protected domestic product to the cheaper product from the partner country, implying a shift from a less
efficient to a more efficient producer. This is the case in the diagram and is shown by the area (4)(2). Trade
diversion will occur when imports from the efficient or cheap world producer are replaced with imports from
a less efficient and higher cost partner country. That country's product can be sold more cheaply in the home
country than the world's products because the customs union imposes a protective tariff on the imports from
the world, while leaving the imports of the partner country tariff free. This is also the case in our diagram and
can be seen by the change from (2)(1) to (4)(3). Finally, trade expansion will occur if the lower market price
in country H stimulates total domestic demand which will be satisfied by foreign trade. In our diagram the
increase in total consumption can be seen by the area (1)(3).

Welfare Effects

The total welfare effects to H are also illustrated in this diagram. The increase in consumer surplus is equal to
the areas (1)+(2)+(3)+(4). The decrease in producer surplus is area (1). The tariff revenue equal to areas (3)+
(5) disappears. Areas (1) and (3) are internal redistribution from domestic producers and the government to
the consumers. Hence the trade creation effect of the customs union is the sum of (2) and (4), and the trade
diversion effect is equal to area (5). The question of whether the customs union leads to a welfare gain or loss
cannot be answered unless we have further information about the relative sizes of the areas (2), (4) and (5). It
can be said with accuracy that the larger the price elasticity and the difference between pH and pP, the larger
the gain in welfare resulting from the trade creation effect and the larger the difference between pP and pW,
the larger will be the size of the trade diversion effect of a customs union.

Determinants of gains from Customs Unions

Various factors exist which influence the occurrence of negative and positive effects of a customs union. I
will mention five of the most important, the first being the production structure. Two countries can be
complementary or competitive. If either country is a potential competitor of the other, specialisation in the
products which either country can make best and cheapest is probable, and the advantages of a customs union
are likely to be relatively important. The opposite is true if the production structures are complementary. The
second factor is the size of the union. The more and the larger the countries participating in the customs
union, the larger is its share in the total world trade and the smaller the risk of trade diversion. The third
factor has to do with the level of the tariffs. If the initial tariffs of the trade partners are higher, the
inefficiencies will probably be worse and the welfare effects of the abolition of the tariffs will be greater.
Also the introduction of high tariffs against the world producers will reduce the positive effects. The fourth
factor is transportation and transaction costs. For increased trade we will need efficient transport systems, the
lack of which will replace tariffs as an obstacle for further specialisation. Clerical procedures at the frontier
and linguistic differences in Europe also tend to make transaction costs higher. Finally, the advantages of
forming a customs union are greater if member countries can respond more flexibly to new prospects.

A large Customs Union in the World Economy and Terms of Trade

Assuming the customs union is large there are two considerable implications for the total welfare of the
customs union. The larger the customs union, the larger the possibility that the most efficient producers of
various goods will be inside the customs union and hence, the smaller the potential for trade diverting effects.
Secondly, when the large customs union fixes it's common external tariff rate then the possibility of it
affecting its external terms of trade is increased and thus it can obtain an additional welfare gain.

So far I have assumed that the terms of trade relative to world producers will not be affected by the creation
of a customs union but for a large customs union like the EU this assumption is not appropriate. For a large
customs union a general tariff imposed on imports can lead to gains in the terms of trade which exceed the
negative welfare effects resulting from a decrease in imports to the benefit of the domestic production. This is
the rationale for the optimal tariff rates. I will illustrate this in a diagram.

In the initial situation the member states practice free trade on their own. Initial equilibrium is where the
demand curve for imports of the potential customs union cuts the world export supply curve; imports being
O(1) and price being pWo. With the formation of the customs union the optimal volume of imports from the
world producers will be O(2) where the marginal cost of imports (sW) equal the marginal import utility
measured along the demand curve for imports dCU. The optimal tariff rate for the union is therefore tCU.



The creation of this customs union leads to an increase in the home market price to pCU and a decrease in the
world price of good X from pWo to pW1.

There is a reduction in the import consumer surplus inside the customs union (area (1)+(2)) and the export
producer surplus of the world is reduced by area (3)+(4). The total tariff revenue (1)+(3) accrues to the
customs union. In this case the customs union has a trade diverting effect and there is a global efficiency and
welfare loss of areas (2)+(4). Since the tariff rate tCU is optimal the customs union achieves a net welfare
gain since efficiency loss (2) is less than the welfare gain resulting from the improvement in the terms of
trade on the quantity of imports O(2), i.e. area (3).

Long Term Restructuring Effects

Restructuring or dynamic effects occur with the creation of a customs union because firms, workers and
governments react to new situations and adapt the structure of production and the economy. Firms faced with
increased competition will try to lower their costs to stay in the market and increased technical efficiency due
to increased competition can have a welfare effect, exceeding many times the limited static effect. An
establishment which can produce larger quantities cheaper than smaller ones and is constrained in its outlets
by a market of limited size, would profit from the extension of the market, for example, by a customs union.
The justification for the creation of a customs union on the point of economies of scale depends on the net
effect for the entire customs union and their division between the partners.

Advantages of a customs union internal to the company depend on the size of the company, its growth rate
and its learning curve. The larger the company the more efficient is its production and the stronger is its
negotiating position. They are also more able to build up stable market positions in export countries. The
growth rate of companies tends to have a positive effect on efficiency. Fast-growing firms have the most up
to date machinery etc. but they tend to be less flexible in their response to entirely new markets. The learning
curve indicates that companies learn to produce more efficiently by the production of greater numbers.
Expansion permits producers to offer products of higher quality that are better adapted to specific consumer
needs and demand will increase. Also, when a customs union puts a company in a better position, the positive
influence is not confined to that company but extends to all related suppliers and buyers. That effect will be
greater the better the various parts of the economy are equipped to respond to the impulse.

As barriers such as tariffs, quotas etc. are eliminated, domestic producers have to reduce their price to the
level of the partner country. Excess profits will disappear and inefficiencies like overstaffing will have to be
reduced. Consumers gain from these price reductions as they obtain more goods at lower prices and
producers offset the loss by price reductions.

High Stakes for Europe: The 1992 Challenge

In the integrated Community market post-1992 a dramatically new environment awaits consumers and
producers alike. The removal of a whole range of non-tariff barriers, i.e. government protection in
procurement markets and a plethora of differing product standards leads to an immediate downward impact
on costs. More substantial gains will be generated by completion of the EU internal market. There will be a
new and pervasive competitive climate and firms can exploit new opportunities and make better use of
available resources.

There are four major consequences which are expected from the combined impact of the removal of barriers
and the subsequent boost to competition:

* a significant reduction in costs through the reorganisation of business and economies of scale

* improved efficiency within companies due to the downward pressure on costs due to more competitive
markets

* new patterns of competition since real comparative advantages will play a determining role in market
success

* increased innovation because new business products will be generated by the dynamics of the internal
market.



These effects will be spread over differing time spans but the overall effect will be an increase in the
competitiveness of business and the general economic welfare of the consumer.

The consumer will no longer be confronted with enormous price differences depending on their country of
residence, as is the case in today's Community. Due to the reduction in costs, the level of this price will be on
the downward journey. The consumer will also be faced with a wider choice as a result of market integration
and increased competition leading to differentiating products as well as economies of scale.

1992 has led to the end of firms relying on the national soft option. Those who are able to scale up their
performance to the demands of increased competition, will have an outlook for sales and profits which is
dynamic but for others profits will be clearly squeezed by Europe's competitive renewal.

Strengthening European competitivity leads to the reconquest of the European market, but failure to do so
will not mean that the challenges of the European market will not be mastered. They will, but not by the
Europeans.

EU, GATT and Customs Unions

The basis of the EU according to Article IX of the Treaty of Rome is a customs union. Articles XII to XXIX
give a detailed description of phasing out the internal tariff rates and establishing common external tariffs. In
July 1968 a customs union for industrial goods had been realised. The idea of the customs union was to
establish a totally free internal commodity market in the EU. This goal has still not been fully realised due to
the use of non-tariff trade barriers such as technical trade barriers, government subsidies, etc. which became
increasingly important in the 1970s.

Customs unions are discriminating trade arrangements and hence violate the rules of GATT. Under GATT's
`principle of most favoured nation' member countries have to give each other the same favourable treatment
that they give to any other country. Customs unions between a limited number of countries is a clear violation
of the principle, but Article XXIV of the GATT treaty gives the right to form regional customs unions if
certain conditions are satisfied because the overall aim of GATT is to promote international trade. When
GATT was created in 1947, it was the widespread belief that customs unions were a step closer to free trade
and it was not until later that it became clear that customs unions could in fact be a form of protectionism.

Conclusion

The creation of a customs union has some positive and some negative welfare effects. It can only be well
founded in economic terms if the former exceeds the latter. The welfare effects of the customs union as a
whole are uncertain. Only if it is possible for a customs union to affect the external terms of trade through the
optimal tariff is it possible for the union to achieve a gain in net welfare.

In relation to the short term effects which affect consumers, producers and governments, customs unions tend
to have more positive effects as production structures are more competitive, initial tariffs are higher and also,
as customs unions are larger transaction costs are lower. Competition and economies of scale are long term
effects and are better reasons for creating customs unions.
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The Economic Legacy of Ceausescu
Nicolas Holman

Senior Sophister

_____________________________

Romania is an important country to study for many reasons. The fact that it is an example of a command
economy which took Stalinism to its absolute extremes without any previous attempts at reform makes it an
ideal case study for transition economists and theorists. Furthermore, it is also a country which had no
national debt immediately after the revolution yet seems to have received no economic benefits from this
fact. Finally, it is adopting the gradualist approach to transition as opposed to the ÒBig BangÓ approaches of
Bulgaria and Poland and thus the effectiveness of this approach remains to be seen.

However, to be able to understand the current Romanian economy fully, it is important to understand the
huge personal impact that Ceausescu[[Otilde]]s ideals had on his country. For example, the desire that he had
for Romania to be completely independent of the West caused him to adopt a policy of depressing
consumption to pay off the foreign debt which resulted in a huge decline in living standards and eventually
sowed the seeds for revolution. This paper, therefore, seeks to outline the key features of the Ceausescu
regime[[Otilde]]s policies before discussing the relevance of these to current economic decision making in
Romania.

The Ceausescu Regime

Although originally regarded by the West as a sort of maverick Communist, due to his opposition to the 1968
Soviet invasion of Czechoslovakia, it soon became apparent that he was one of the most brutal leaders that
Europe has ever seen through his attempts to personally dominate the Romanian people.

Nevertheless, Ceausescu was actually very consistent in his policies. His unyielding Stalinist ideology to
create a `homogenous Socialist population out of the traditionally peasant based Romanian people' was what
caused Romania to be in the situation that it is today. To achieve his aims, the population would have to be
subjected to his control - most easily achieved if they were contained in large urban centres.

The economic consequences of such a policy was an all out drive to create a heavy industrial base in
Romania and a determination to make Romania self sufficient through the elimination of its foreign debt. A
policy of `systemisation' was also proposed in which the rural population was to be moved to larger urban
centres - but this was later abandoned.

Initially, the development strategy was very successful, as vast pools of underutilised labour in agriculture
was mobilised for industry with the proportion of the non-agricultural labour force increasing from 30.3% in
1956 to 63.5% in 1977. However, this growth was not sustainable - being based on structural shifts - and
soon the labour force was faced with inadequate employment and income opportunities with a reduced
supply of food and other consumer goods. However, Ceausescu[[Otilde]]s ideological inflexibility allowed
for no changes in his policy and the regime resorted to coercion to achieve the production targets which
enterprise managers were then forced to fabricate.

The effects of this flawed system soon became apparent as the benefits from the labour force shift were
reduced. Economic growth fell from 10% in the early 1970[[Otilde]]s to 3% in 1980 with food and other
consumer goods becoming very short in supply.

The situation was worsened by the energy crisis of the early 1980[[Otilde]]s. Despite the fact that Romania
had one of the best endowments of natural resources in Europe and in 1985 produced more electricity per
capita than Spain, Italy or Portugal (excluding imports of electricity) the streets were dark and people died
from the cold in their homes. In 1989, household consumption of electricity accounted for only 5.1% of the
total.



This crisis was a consequence of the continuation of the drive towards heavy industry, making Romania a net
importer of electricity at a time when World energy prices were at a peak. When the crisis became apparent,
instead of curbing this drive, it was, in fact speeded up - hitting the population more.

Apart from the obvious social consequences of this policy, the demand for many household appliances fell
sharply while light industry was often forced to run at less than full capacity. Agriculture was also affected as
a high proportion of irrigation couldn[[Otilde]]t be used.

Yet Ceausescu[[Otilde]]s vision was not swayed and he turned to even more ambitious projects such as the
Danube-Black Sea canal and the Bucharest civic centre - to create a capital worthy of the New Socialist Man.
All this while his people starved and sat in the dark at night.

Ceausescu's policies soon became seen for what they were as the economy became unable to meet the basic
needs of the population such as food and health care. In 1981, rationing was reintroduced as agricultural
output fell sharply. This was mainly due to unrealistic food prices and agricultural wages that were too low.
As a consequence, the private sector became more important for providing food and by 1985 it accounted for
over half the total production of milk, wool, eggs and potatoes despite only holding 13% of arable land.

Ceausescu[[Otilde]]s response? The `new agrarian revolution'. A plan which aimed to incorporate the
agricultural sector properly into the plan. Economically it made no sense as farmers were now forced to
deliver quotas of food to the state at a third of the market price - with these quotas being even higher for
private farms. University graduates were forced to spend several years in the countryside and the introduction
of the `closed town' scheme made it very difficult to get back to the cities.

To worsen the situation, in 1988 Ceausescu announced that systemisation was being reintroduced. The idea
behind this was to structure all villages into a well-defined hierarchy with some 300-500 villages selected for
promotion into modern towns while another 6, 500 villages were to be phased out entirely.

It can be seen, therefore, that by this time Ceausescu had completely lost control of himself. He was now
insisting on visiting factories himself and choosing their production targets according to his own personal
whims. In other words, by 1989 he had succeeded in subordinating the entire Romanian economy to his own
personal `off the wall' ideologies. Happily, Ceausescu was deposed before either the New Agrarian revolution
or systemisation could do damage but it is clear what their effects would have been. Firstly, the agricultural
production base would have been eroded further while removing any form of production incentives from the
farmers. Furthermore, the systemisation imposed rural-urban migration would have reduced the supply of
labour further while alienating the Romanian peasantry even more. Ironically the net result of this would
have been to increase the population[[Otilde]]s dependence further on private production - something which
Ceausescu abhorred.

Eventually, in 1989 as GNP fell by 10%, shortages became more pronounced and unemployment began to
rise, Ceausescu was deposed. The economy was in a shambles. The entire information base for planning had
been eroded and physical infrastructure was severely run down - despite high government investment rates.
The actual physical well-being of the population had deteriorated through malnutrition, pollution and the
decline in the health sector. Furthermore, the fall in investment in education had been so severe that the
numbers enrolled in University education had actually fallen despite the increases in the size of the 18-22 age
bracket.

Thus, Ceausescu left Romania with an ineffective, underproductive industrial base, a highly weakened,
unmotivated agricultural sector and an unhealthy, unproductive population. It is this legacy which provides
the foundation for the `basic needs' approach to the Romanian economic programme. Many economic
resources have been diverted back to the population with the net effect of providing confidence in the
economy and through the increased supply of food, reducing the need to hoard.

Nevertheless, it would be wrong to think that all of economic problems have been resolved. Although the
population has a sense of real improvement, the macroeconomic indicators show a bleak situation. Output
has plummeted, labour productivity has fallen and hard currency imports have risen significantly.

Much of this decline is merely due to the adjustment process that is necessary in economic transition.
However, it would be wrong to underestimate the extent to which structural factors such as oversized



industries, price controls and highly inefficient managers have contributed to the decline. It is these factors
for which the Ceausescu regime is responsible and it is these distortions which will prove the greatest
challenge to reformers.

The dire structural damage that Ceausescu had done to the Romanian economy, in addition to the massive
decline in living standards that had occurred, posed a dilemma for the post revolution government. It was
clear that something had to be done quickly if the economy was to have any success in recovery. However,
due to the hardships that had already been suffered the social costs of any reform programme had to be
minimal. Thus, a policy of `gradual reform at a rapid pace' was adopted. The key features of this policy were
as follows: firstly, introduce market forces into economic decision making; secondly, privatise State Owned
Enterprises, housing and land; and thirdly, reduce the role of the government in economic decision making.

The crucial need to raise living standards, however, has severely curtailed the government in achieving these
objectives. It is politically difficult to impose positive real interest rates on the population, and any attempts
so far to do this have resulted in debts being reneged upon. Clearly, this has made monetary policy very
difficult and, so far, ineffective. On the fiscal policy side, despite plummeting revenues it has been difficult to
curtail expenditure on such items as food subsidies and, of course, social welfare benefits. Finally, on the
privatisation front, many of the state owned enterprises are so hugely inefficient with little prospect of profits
that nobody wishes to buy them. Nevertheless, it is difficult to shut them down as often whole towns depend
on a single firm for employment. This of course raises many questions about the whole privatisation process.
Up to now it has been an elaborate charade with a series of mutual funds being established to manage the
newly privatised enterprises. As expected, few firms have actually been sold.

It is clear, therefore, that although the Romanian economy is slowly reforming, the structural distortions are
deeply embedded in the economy. Ceausescu[[Otilde]]s attempts to run Romania as a firm failed because he
neglected his own people for the purposes of gaining international prestige. Furthermore, the `export at all
costs' policy resulted in Romania[[Otilde]]s natural resource base being eroded significantly. Thus, where
Romania was once self sufficient in energy, it is now a net importer; something which could prove to be
disastrous if World energy prices rise.

In conclusion, therefore, Romania under Ceausescu will go down in the history books as a sort of economic
curio; a failed social experiment. However to the Romanian people his policies were very real and his legacy
will undoubtdedly affect many generations to come.
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REGULATION IN IRELAND IN A EUROPEAN
CONTEXT
Martha OHagan
Junior Sophister
_____________________________

In an era of high budget deficits and high tax rates, regulation as a cost-efficient means of government
intervention is both advisable and necessary. In many ways as effective as other means of intervention, such
as government expenditure, its advantages are being praised at a time when there are many calls for cuts in
public spending. òGovernments need not and should not be idle. Choosing the right policies is a matter of
cost-effectiveness. Do what costs little and is sure to work well, avoid what costs a lot and probably will not
work at all [1]. Le Grand et al describe regulation as follows; òGovernment regulation is an alternative to
provision to the problems caused by the market of social care by imperfect information and irrationality.
Instead of replacing the market providers by government ones, the market providers could be strictly
controlled by a system of monitoring undertaken by field social workers and by inspectors[2]. Irelandõs
integration into Europe affects the role of regulators. With free movement of goods, services, capital and
people between member states of the EC, foreign ownership and pollution on an international scale,
European co-operation is needed, to fulfil the role that previously the Irish government regulators fulfilled on
a national scale.

This essay firstly analyses why the need for regulation arises. Secondly, regulation is analysed in relation to
market failures and primary policy objectives of the government; economic growth and equality. In
conclusion I will evaluate regulation as a means of intervention in Ireland in the 1990s, in light especially of
European integration.

Why intervention?

The market price mechanism operates on two principles. (i) A consumer reveals preferences for a good or
service by buying it. (ii) The benefits of a good or service are incurred by its consumer or producer only. The
existence of externalities, public goods and imperfect information leads to market failures. The market also
assumes perfectly competitive behaviour which operates on two assumptions. Firms are profit maximisers
and consumers are utility maximisers and both have perfect information. This should ensure an efficient
outcome and is referred to as Adam Smithõs ôinvisible handõ. Non-competitive behaviour such as
monopolies or oligopolies cause the assumption of an efficient outcome to fail and government intervention
is needed. Where market failures or an inefficient outcome occurs, consumer welfare may not be maximised.
The ideal aim of a government is to maximise its peopleõs welfare, therefore intervention is justified. Apart
from efficiency, income redistribution is also an objective. The government can regulate the price or quantity
of a good or service and entry into markets. Regulation in Ireland is used to regulate monopolies (to ensure
competitive behaviour for allocative efficiency), to ensure equality (a primary policy objective), to correct
externalities, to provide information and to stop ôexcessiveõ competition.

Correcting market failures

Examples of market failures are the existence of externalities and imperfect information. The costs and
benefits of goods and services are often not restricted to the consumer or producer. In an unregulated market
negative externalities such as pollution tend to be produced. Although some pollution cannot be avoided if
we want economic growth, regulation is necessary to control the amount. The optimal level of pollution is
difficult to determine. Usually it is reached by setting uniform standards across firms, which may not be the
cheapest way of reaching the given level. Firms who find it cheaper to abate pollution will have no incentive
to reduce pollution below the level set by the standard. The two main problems concerning the regulation of
pollution are lack of information and regulator ôcaptureõ (bias in favour of other objectives). Regulator
capture expresses the idea that, if companies are publicly owned, politicians are also responsible for the
performance of the firm and may therefore be more concerned with keeping down costs rather than
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increasing them to maintain environmental standards. If the firm is privatised, regulators will only be
concerned with quality control. However, the information regarding the firmõs activities may be imperfect,
posing problems for regulators.

Information is like a public good: supplying an extra person costs next to nothing, yet its acquisition by a
single person would cost a huge amount. Regulations for health and safety are needed due to imperfect
information about the possible consequences of consuming a good. Health warnings on cigarettes and safety
belts in cars are due to regulation. Regulation also ensures that drugs are stringently tested before being
marketed. However, this may push up the price of drugs (increasing costs of the producing firm), making
them inaccessible to those on lower incomes. Overregulation may discourage firms from research which
could potentially be very beneficial to society. Also, regulating what people consume impinges on their
personal freedom to make decisions concerning their welfare. Some argue that information concerning the
potential consequences of certain drugs be provided but the drugs be made available. òThe urgency of AIDS
has changed the ways in which drugs are tried and approved....For those with fatal illnesses, a succession of
inconclusive trials and the associated delays in approval may mean that drugs which could help are not
available. Moreover, tight controls on those enrolled for trials means that many who want to try the drug
often cannot[3]. Because of illnesses such as AIDS, the role of regulators must be revised. Those who
contract the disease are not likely to thank the government for regulating a potentially beneficial drug
because it has not been tested over a five-year period. Its urgency changes the argument for government
regulation.

Policy Objectives :

(i) Growth

Being a small open economy with few natural resources to speak of, we rely heavily on trade. Without
imported inputs no output can be produced and without output to export no foreign exchange can be earned
in order to pay for imports for domestic consumption. Therefore Irelandõs economic activity relies heavily on
the traded sector. The output of an economy depends on productivity, human capital, natural resources and
technology. In order to grow, an economy must experience an increase in any of these. The key to this is
gross investment, which is therefore also the key to growth. Thus in order to evaluate the determinants of
growth, it is necessary to investigate what determines investment in a small open economy. Whereas in a
closed economy, domestic savings determine domestic investment, there is no such relationship in Ireland
given the integration of our capital markets into the world markets. Investment in Ireland is a function of
world investment and of the k-variable, our attractiveness to foreign investors relative to other countries.
World investment is exogenously determined, therefore the k-variable is the means by which we can
influence our growth rate. Because the k-variable depends largely on factors in the non-traded sector,
inefficiencies there are of great relevance to the Irish economy.

The importance of the non-traded sector, rests on the determination of the k-variable (infrastructure, legal
costs, telephone costs etc.), input costs for the traded sector (with given prices and wages, lower costs
increase the profits and the competitive position of the traded sector) and the percentage of GNP spent in the
non-traded sector. As prices of traded goods are given exogenously, lowering the prices of non-traded goods
can directly affect living standards. In 1992, 60% of GNP was spent on non-traded goods and services.
Because the non-traded sector is not open to international competition, monopoly power causes inefficiency
and high prices. Therefore regulating the non-traded sector will be of great relevance to the growth of the
economy and to consumer welfare.

Two types of monopoly exist in the non-traded sector. Firstly, economies of scale and natural monopolies
have led to the provision of public utilities such as water, gas, telephones to be undertaken by monopolies.
Secondly, in order to protect the public from inadequate services, for which information would be difficult to
obtain, barriers such as length of training or qualification licenses have restricted competition in services,
banking and insurance. In order to ensure competitive quantity and price these monopolies must be regulated.
òIt has been argued that the medical professionõs power over the length of training has been used to limit the
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supply of doctors (and hence raise their income) rather than to protect the public from poor quality
treatment[4]. Thus, further regulation is needed to reduce doctorsõ fees and to increase the supply of doctors.

Furthermore, other non-competitive behaviour may include ôexcessiveõ competition, where large firms
operate below cost price in order to push smaller firms out of the market, creating their own monopoly.
Hence, improving efficiency of the non-traded sector is essential for the competitive position of the traded
sector, for living standards, for the attractiveness of Ireland as a location for investment and thus for the
growth of the economy. òThose who call for an industrial policy to help manufacturing are missing the point.
If services account for over half the sales price of the good, then improving efficiency there will help to trim
the cost of the final product and thus become more competitive, rather than tinkering with the production
process [5] However, regulation has costs and can cause inefficiencies which I will discuss later.

(ii) Equality

There are two definitions of equality, equality of opportunity, where everyone has equal access to all markets,
and equality of outcome, where everyone has an equal level of utility. Using income as a crude measure of
utility, equality of outcome will be measured by the extent to which income is evenly distributed among the
population. A combination of the two is desirable. Where one exists without the other, inequality still occurs,
e.g. equality of opportunity may result in gross inequality of outcome and vice versa. Equality, being a social
issue, often conflicts with economic issues.

Equality of opportunity ensures equal access for everyone to all markets. In the labour market regulation
ensures equal pay for equal work and makes discrimination illegal. Firms may be required to hire a certain
quota from specified minorities. However an article in The Economist entitled Discrimination and the
market[6] points out the costs and problems of regulating market access. In the case of banks, insurance
companies and other financial institutions, problems arise. In England a bank charging unmarried couples
higher mortgage rates than married couples, because the former were likelier to default, provoked outrage.
Similarly, banks are reluctant to lend to inner city areas because of the risk involved. Should health insurance
companies offer the same cover to those whose families have a history of a hereditary disease or to
homosexuals (because of the risk of AIDS) as to everyone else? Apparently so. However covering the costs
of these risks cripples some financial institutions. Often the government must support financially troubled
banks who offer equality in lending. Therefore equality of opportunity imposes a cost on the taxpayer, a cost
that they should know about. Other costs of regulation include the expenses of the regulatory body and its
staff.

The two main regulatory means for improving equality of outcome are the minimum wage law and rent
control. In the labour market, supply and demand equate at the equilibrium wage. Imposing a minimum wage
may have distortionary effects. If, however, the minimum wage exceeds the equilibrium wage, workers may
be priced out of a job. Costs accruing to the employer arise. These costs may be passed on to the consumer
by increasing prices but unless there is inelastic demand for the good, quantity demanded will fall. Producers
may cut back on output or employment or replace labour with machinery. Those who keep their jobs gain at
the expense of those who lose jobs. If wage differentials within employment are maintained, then equality
within employment will not increase. Therefore minimum wage laws are an imperfect method of achieving
equality. Some argue, however, that those on lowest wages are teenagers on a part-time temporary basis.
Therefore unskilled, manual workers may gain at their expense (assuming they are not priced out of the
labour market).

Rent control, or the imposition of a rent ceiling, transfers money from landlords to tenants. If demand for
housing increases, rent may rise to what the government may consider an unacceptable level. Imposing a rent
ceiling will reduce the number of houses rented, so that those lucky enough to obtain accommodation will
gain at the expense of those who are not. Lower rents, however will make investment in housing a less
profitable venture and supply may decrease, reducing the supply of housing at the rent ceiling even further.
Therefore, more tenants will be worse off than before. In addition, it is not always the case that landlords are
among the wealthy in society. Surveys have shown that often low earners or manual workers own property,
and reducing their income does not reduce inequality.

Regulation on grounds of equality is sometimes ineffective and costly. Uninformed regulation such as
imposing an excessive minimum wage or imposing laws which cripple insurance companies can have serious
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consequences.

The effect of Europe on regulation

Many believe that a large service sector means slower growth in an economy, because of its flagging
productivity. European integration has opened up trade possibilities, making many goods and services
tradable which were previously non-tradable (i.e. opening them to international competition). This is of great
relevance in Ireland as services will be forced to become more efficient, in particular banks and insurance
companies. òCocooned for years by restrictive practices, liberalisation and deregulation have opened services
to competition. Privatisation is having a much bigger effect on services than on manufacturing, forcing
airlines, banks and telecom firms to become more efficient[7]. By deregulating some services, they will be
forced to act more competitively. These services are not only vital for the k-variable and for the traded sector,
but they themselves are becoming tradable. Therefore there is less of a role for regulation, as monopolies will
be forced to act as competitive firms Indeed some deregulation may be beneficial.

Externalities, especially pollution, are no longer simply on a national scale. The English nuclear plant,
Sellafield, pollutes the Irish sea and environment, yet we are powerless to regulate its emissions. A European
central regulatory board is however needed to regulate on a European level. Undertaking measures
concerning the ozone layer would be useless without international co-operation. However, problems will be
faced: European authorities will not have adequate information or be perfectly impartial in regulating
pollution levels. Also, setting international standards will mean inefficiencies on a large scale. However, with
international externalities, since we are useless in regulation alone, Europe must take over the role to some
extent.

Since January 1993, customs barriers have been removed. Free movement of goods and services means that
safety and health standards are an international issue. The rule at the moment is, however, that if an
international standard has not been set for a good, the standard set by the country in which the good is
produced is the one used throughout Europe. Ultimately standards for all goods will be set at a European
level. Imported cars will have to be concurrent with Irish safety regulations. Similarly, laws against drugs are
useless if they can be purchased abroad and brought here. Therefore regulations which are set to protect
individuals from the potentially harmful consequences of goods due to imperfect information must be set
through government co-operation and agreement.

Finally, the European social charter will influence equality measures. Minimum wages and rent ceilings will
be surveyed by European boards. The European Commission accepts complaints of unfair discrimination,
ensuring equality of opportunity in all countries. Therefore equality regulation will be very much affected by
European set standards. òInternational trade barriers have been pushed forward by three main things: falling
regulatory barriers to overseas investment, tumbling telecommunication and transport costs and increased
mobility in domestic and international capital markets[8].

Deregulation and closer ties with Europe, which in many cases will assume the role of regulator, given the
international nature of many factors, is beneficial to Ireland for growth, control of pollution, safety and health
standards and for equality. Regulation exclusively on a national level is in some cases no longer effective.

Conclusion

In the 1980s deregulation was all the rage. In the 1990s re-regulators are getting to work throughout the
world. However, because of our closer ties with Europe the role of regulator will be increasingly centralised.
Regulation may impose costs such as regulation-caused inefficiencies (x-inefficiency). This is particularly
evident in Ireland in the professions. Restrictive practices have given professions the position of monopolist,
increasing the price and decreasing the supply of their services. Opening services to competition may
overcome some of the regulation-caused inefficiencies. General laws, for example concerning nuclear plants
throughout Europe will cause large scale inefficiencies, but will also provide a means for countries affected
by pollution from other countries to control that pollution.

With changing times and changing situations, the role of regulation changes. Although a potentially very
useful and effective means of intervention, its adverse effects can be very serious and costly. When needed,
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deregulation must be as readily implemented as regulation. European integration will also change the role of
regulators in Ireland, to which they must be quick and willing to respond, in order to maximise the welfare of
the individuals in the economy. Regulation, however, is particularly relevant in Ireland because of the
constraints placed on government spending because of the national debt. One of the preconditions set by the
Maastricht Treaty is the reduction of our debt and no monetary financing of budget deficits. Therefore, to
comply with this we must reduce the debt, which reduces expenditure available for government intervention.
Although there is still a role for government intervention in Ireland, in the context of Europe it is changing.
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SOCIAL PARTNERSHIP
Muireann Kelliher
Senior Freshman
_____________________________
Discussion of the area of planning and social partnership is particularly relevant at the present time, given the
recent Programme for Competitiveness and Work. After the last eight years under corporatism, I feel that the
area needs a more central analysis. In doing so, I will discuss the rationale for planning itself and the role for
government in the process. Next, I examine the Irish example and the consequences it has had for the
economy, in particular the impact on unemployment and our ability to deal with the consequences of
international fluctuations. I conclude that wage agreement has had a higher cost than it is worth.

The Role for Planning

It is commonly believed that a private market economy, if left to its own devices, fails to achieve the social
optimal rate of economic growth. One contributing factor to the inefficient intertemporal allocation of
resources is the great uncertainty concerning future movements in aggregate demand and prospects for
different sectors in the economy given the small size of the Irish economy, the above is the most applicable.
Hence in theory consensualist policies should be pursued to maximise social welfare. However theory doesnt
always hold true. In the face of uncertainty, risky projects will be too heavily discounted and individuals will
be reluctant to sacrifice current consumption for the prospect of future growth.

The problem is that the information necessary to make more measured decisions is costly for individuals to
obtain in a decentralised economy. Large economies of scale and the existence of public goods suggest a role
for government intervention in acquiring and publishing information. The improvement of the performance
of the economy through better information is thus one objective of indicative planning. Allied to the notion of
planning, is the complementary social partnership concept. This is required because the success or otherwise
of a governments intervention strategy depends on the response of the private sector. For example, it is
regarded as critical that since wage-setting behaviour is a major determinant of an economys performance,
the government should be a part of the process. One mechanism for intervening is an institutional
arrangement with employers and trade unions. The consequence of such an agreement is that the
requirements of the overall economy become an issue in the labour market. Examples of corporate-style
policies like those used in Germany, where centralised bargaining seemed to work well, were often cited. It
supposedly delivered social stability and moderate pay rises because unions were forced to take account of
the impact of pay rises on employment.

The Recent Irish Experience

Corporatism was revived in Ireland in the 1987-1990 period with the agreement on the Programme for
National Recovery (PNR), which was followed between 1990 and 1993 by the Programme for Economic and
Social Progress (PESP). Its successor is the newly agreed Programme for Competitiveness and Work. In
theory, these agreements were meant to ensure wage moderation and hence make job creation easier.
However, increases have been substantially above the rate of inflation, and wage moderation and jobs have
been sacrificed for the sake of industrial peace.

There is one very strong objection to wage agreements per se irrespective of whether wage moderation is
achieved. To the extent that they impose a uniform rate of wage increase on different sectors of the economy,
they impair the efficient functioning of the labour market. Wage differentials are compressed irrespective of
changes in economic activity. This may be bad for unemployment, for two reasons. Firstly, compression of
wage differentials means a reduction in the efficiency of the economy because labour will be suboptimally
allocated since workers wages will not be made equal to their marginal product. Workers will not be given
the incentive to move to firms where they would be more productive. This welfare loss is likely to lead to job
losses somewhere although it is hard to predict exactly how. In addition, there are likely to be direct job
losses under the Irish tax system.



Firms where productivity increases less than the average will be paying too much for workers and may lay
them off. With the disincentives to hiring extra workers, these jobs are unlikely to be made back by an
increase in employment among the firms whose wage bills have grown less than productivity.

Apart from these general problems with wage agreements, there are even more specific problems with them
as practised in Ireland. Over the six years covered by the PNR and PESP, unemployment has risen from
215,000 to 290,000. Meanwhile, insiders in the labour market have done very well. The pay rises agreed in
the PESP were based on a forecast of an average growth of 2.5% in GNP which did not materialise. This has
meant that all gains in the economy have gone into pay rises for those already working and nothing into
creating new jobs. Most of the wage increases came in the public sector. During the six years of the PNR and
the PESP, public sector pay rose by 46% , while inflation over this period was just 15%. The poor wretches in
the private sector, whose taxes paid for this largesse, received 23% over the same period, or 20% if they did
not benefit from the local bargaining clause introduced in the PESP. Looking at trade union participation in
centralised wage bargaining, one is led to the conclusion that the numerical strength of the public sector
unions within the ICTU places them in an advantageous position compared with other groups. They have
used this advantage to override the interests of the more heterogeneous private sector membership of the
Congress. However the public sector unions have proven themselves adept at gaining not only huge basic
increases but also special increases. Interestingly the unemployed are not represented at the discussions.

The success of the public sector unions in getting large wage increases from the government has had severe
budgetary implications, since public sector pay is the largest single component of government spending. With
the ink barely dry on this years budget statement, the Minister for Finance is already reaching for the Tippex.
For the numbers in the 1994 budget do not add up and government spending, the CBD and the EBR will all
have to be adjusted upwards. The new public sector pay agreement, it was announced, was an attempt to stop
rises in the pay bill due to the special increases which were common under the PESP. So an 8% basic pay rise
was granted as well as a further 3% over the duration of the agreement. Apparently productivity increases
would be required in return for this 3%, but already the government has given the first 1% automatically. In
the light of this performance, further capitulations must be on the cards. The money given in pay increases to
the public sector could have been used to begin rectifying our tax distortions in the labour market and so the
excessive pay awards must be considered to have had a direct effect on unemployment.

The government has acceded all budgetary power to the trade unions in return for industrial peace. Many of
the measures in this years budget were designed specifically to get the trade unions to sign up to an
agreement. The tax wedge, for example, was not comprehensively reformed at all and most changes in
taxation were given specifically to the union side, such as the abolition of the health and training levies.
Meanwhile the employers PRSI contribution on higher-paid workers was increased. The tax wedge was
merely rearranged rather than being tackled properly.

Moreover we discovered during the currency crisis that the PESP was much too rigid a framework for the
economy during periods of exchange rate volatility. At the time the economy needed a lower real exchange
rate, which required flexibility either in the nominal exchange rate or in wage claims. The unions would
agree to neither. Devaluation would undermine the low-inflation forecasts on which agreement was based.
Ironically we are now making another agreement at a time of exchange-rate uncertainty. The punt is now
tracking sterling, not the deutschmark. The British clearly have no objections to a loose monetary policy in
search of recovery. Whether the new agreement will be able to cope with this situation is highly debatable.

The main risk of abandoning the consensus approach to wage bargaining is the chance that lower pay rises,
especially for the public sector, will provoke industrial unrest. But the risk is probably much smaller now
than it was ten or twenty years ago due to changes in the size and structure of the labour force. The fall in
strikes during the PNR and PESP was only following an already declining trend and there is no evidence that
it was due to these agreements.

In conclusion, the whole Irish approach to wage bargaining borders on the ridiculous. The notion that the
government should intervene at all in private sector wage-setting, rather than letting the market sort it out
itself, is questionable. Even more dangerous is the idea that the public sector should dictate enormous wage
increases of which the private sector bears the brunt, since public sector workers are less vulnerable than
anyone in the country to unemployment. In theory partnership is an excellent idea but this idea has been
misconstrued in Ireland with a relationship more like that between victim and bully. Given the climate and



expectations that the government have now created, wage agreements have little left to offer except an
increasingly wide definition of the victim category.



EMIGRATION FROM IRELAND - VICE OR
VIRTUE?
Patricia Broderick
Junior Sophister
This country is too small to support all her people[9]

_____________________________

For too long emigration has been dismissed as a necessary evil; a stop-gap solution to our unemployment
problem. Ireland has witnessed the departure of entire generations and yet the pattern of net migration has
never been so pronounced as in the last thirty years. In this period, emigration reached levels comparable to
those at the time of the Great Famine and also, for the first time, Ireland experienced massive immigration, a
phenomenon that has never been repeated. More recently however, the return to high levels of emigration has
denuded many rural areas of their young people, and hence their future. I feel it is unrealistic and naive to
believe that such dramatic population swings have had no effect on our economy. As such, the purpose of this
paper is to examine some of the factors which caused such large migration swings, to assess empirical
evidence pertaining to net migration and finally to consider related policy implications and the possible
effects on the economy as a whole.

Migration - causes of mass movement?

The causes of migration can be divided into two categories: push factors and pull factors, which cause
involuntary and voluntary migration respectively. I have chosen to concentrate predominantly on push
factors, as I believe them to be most harmful.

Nonetheless, the determinants of voluntary migration are not to be forgotten. It can, to a large extent, be
explained by high wage differentials, better experience and job opportunities, family links abroad, or simply
wanderlust. These variables are however, hard to quantify and as such, data collection is difficult. I have thus
turned my attention to unemployment statistics which, although they have some definitional difficulties, are
quite readily available. The chosen push statistics are the unemployment rate in Ireland, the United Kingdom
and the rate in the ten remaining EC member countries. It is obvious why the unemployment rate in Ireland
should affect migration levels. As the search for work is one of the primary reasons for migration, high levels
of unemployment in Ireland will be a disincentive to stay here. By the same token, the United Kingdom and
Europe are migration destinations and thus, low unemployment rates in these regions should encourage
emigration from Ireland. It could be argued that America and Australia should also be included as large
numbers of Irish people have emigrated there in the past, but visa restrictions, and in the case of America,
high labour market flexibility, make these figures less sensitive, as statistics show permitted, rather than
desired migration. Other possible spurs towards emigration include the structure of our tax system which
heavily penalises young, single workers, but again, such influences are hard to measure.

The Model: Individual Regressions

To test the validity of the hypothesis, I regressed the dependent variable (net Irish migration) on the
independent variables of Irish, British and EC unemployment rates (where the X variables are the
percentages of unemployment in the respective labour forces). Y represents net migration, which is usually
negative in Ireland, thus representing emigration as a negative figure. I expected Irish unemployment to have
a negative relationship with the Y variable, i.e. as unemployment rose, net migration would decrease,
indicating a rise in emigration. I expected the opposite to be true of the other two variables, as high
unemployment in emigration destinations would encourage immigration to increase, thus increasing the Y
variable.

When net migration was regressed on each of the independent variables, the results were quite surprising.
The R-squared values in each case were lower than I expected, although the F-statistics indicated that some
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relationship (however slight) existed. Relatively high t-statistics (arbitrarily choosing the absolute value of
1.8 as my reference point) indicate that the models are quite a good fit, but although the nature of the
relationship between Y and unemployment in Ireland was as expected (i.e. negative), I found, contrary to
expectations, a negative relationship between Y and my other two variables. One possible explanation for this
is that most emigrants to Britain and Europe are highly qualified and thus, in times of recession, it is the
indigenous unskilled workers who suffer the brunt of the unemployment rises, making migration less
sensitive to changes in the unemployment rate in these countries. It is also true that rising unemployment in
the rest of the world will be reflected in the Irish economy. Thus the situation abroad may still be better than
in Ireland, which implies that in spite of rising unemployment abroad, migration outflows from may still
persist.

Multiple Regressions

The multiple regressions had a slightly higher R-squared value:

R-squared = 0.45312

Y = 19656 - 3061(X1) + 6495(X2) - 7123(X3)

but low F-statistics suggest that there is probably only a weak relationship between the variables and net
migration. I re-ran the multiple regression and included a dummy variable. In doing so, I hoped to achieve a
weighted regression to show that there has been a shift in emphasis in the importance of the United Kingdom,
relative to the other EC member states, as an emigration destination. I arbitrarily selected 1984 as the first
year this change occurred. Since Irelands entry into the EC in 1973, the importance placed on learning
foreign languages has increased. Indeed, further integration within Europe through the Single European Act
and the Maastricht Treaty will augment this. Although my results show no conclusive evidence, I believe that
in the coming years, this trend will become more apparent, although effects will be considerably lagged, as
the necessity to learn a new language and essentially, a new culture, slows down the process.

Another problem I encountered was that of multicollinearity between my supposedly independent and
exogenous variables. Huge R-squared, F- and t-statistics indicate very close relationships between
unemployment in Ireland, the UK and in the rest of Europe. This is, of course, only to be expected. Ireland is
a small, open economy, and as the countries of the EC make up a substantial part of our trading partners, and
as our interest rates (and hence our monetary policy) are determined in Europe, it is not surprising that we are
inextricably locked into the fluctuations of the European business cycle. This effect has naturally become
more pronounced as we move towards closer ties with Europe.

Some of the problems of multicollinearity may be overcome by lagging variables. Another method I tried,
was to examine the differences in the rate of unemployment between Ireland and the UK, and Europe. I
hoped that the relationship between unemployment rate differentials would be more sensitive to net migration
than absolute unemployment rates. The results were however, only slightly improved.

Policy Implications - Does Migration Really Matter?

Although my results are inconclusive, it does not mean that issues concerning migration are trivial or
unimportant. Large swings in migration levels have serious consequences, whether it is at a regional or nation
level. The decimation of rural communities by the return of mass emigration, places a strain on the very
fabric of society and the mass exodus of recent years may have severe effects on the economy in both the
short and long run.

In the basest of terms, mass emigration represents a fall in the number of consumers which, in Keynesian
analysis, represents a fall in aggregate demand and hence, output. Evidence of the feedback of emigration
into growth in the Irish economy is mixed and conflicting[10] but it is indisputable that growth in the
economy has not been matched by growth in the employment level. It is not unreasonable to assume that
emigration could have played some part in this.
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With regard to my own limited analysis, it is possible that push factors may account for a higher proportion
of migration than suggested by the results. Inadequate data, oversimplification, poor selection of arbitrary
values or even misspecification of the model, may have distorted the true values. If this is the case, and we
are serious about halting forced emigration, the government must stimulate demand for labour and growth, so
as to provide sufficient employment, and no longer rely on emigration to provide the answers.

However, if my findings are correct, the implications are even more far-reaching. This would imply that the
majority of emigration is voluntary. The impact of this on growth is immeasurable. Firstly, it means that there
is some innate factor in the Irish economy which encourages emigration. Whether it is the legacy of tradition
or the product of our current tax and employment systems, the net effect is the same. Already, distortions of
the demographic structure have created a worryingly high dependency ratio, which hinders the much needed
reformation of the taxation system, thus fuelling the vicious circle of loss.

As has been the case in recent years, the brain drain is bleeding the country dry of her most precious
resource. This creates an anti-entrepreneurial environment and undermines the countrys business and
financial structure. The very people who are highly educated by the state, and should be creating new
employment and promoting growth, are heading for foreign shores. If this is the case, the costs to society are
twofold; the state loses the return on its investment in human capital and secondly, society loses jobs which
would have been created and the development of an enterprise culture which is sure to follow.

The only possible response to such findings is to discover and correct the imperfections in the economy
which drive these people away. This however is a long run goal. In the meantime, it is important to tap into
the vast experience of our emigrants. If there truly is a shift away from the UK towards Europe as an
emigration destination, it is important to know now, so that we can develop industry similar to that abroad
and attract Irish nationals home to run it. In this way, it is possible to compete within an international market
and still nurture an enterprise culture.

Conclusions

Emigration is undoubtedly caused by both push and pull factors, although the importance of each cannot be
conclusively determined from the empirical work in this paper. However, it is not only important to discover
the exact causal relationships of migration, but also to take a normative view of this phenomenon and assess
the effects of migration, and emigration from Ireland in particular. It is also essential that we consider the
effects of emigration as a whole on the Irish economy and examine some of the policy implications of these
effects.

If we believe that future growth in the Irish economy depends on our ability to harness the experience and
knowledge of our people, recognition and implementation of policy options which will stem emigration
becomes even more urgent. In the past, we have actively encouraged emigration in the hope of shortening the
dole queues. Yet, it is a false economy. Mistakes have been made in the past, but we can still use the wealth
of knowledge that should be Irelands, but is, instead, distributed around the world.
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WELFARE ECONOMICS: FOR LIGHT OR FOR
FRUIT
Justin Morton
Junior Sophister
_____________________________

Welfare economics is the branch of economics which applies theory laid down by the rest of the subject,
mainly microeconomics. Basic theory is applied to the area of social choice in a bid to assist policy decisions
in this area. Hence, the objective of welfare economics is a fruitful one. However, a certain ambiguity
remains over the question of whether it has been successful in its aim. In this essay, I will show how welfare
economics has succeeded in its original task, and has not failed into academic obscurity that is, it is not for
light.

The literature in welfare economics can be divided into two areas: efficiency and distribution. The marriage
of these two concepts is welfare economics and is what directs policy choice. Section I will deal with
efficiency criteria, Section II with distribution criteria and Section III with the marriage of the two and what
results.

Section I

To measure welfare, and hence welfare changes, we appeal to the microeconomic notion of utility. A societys
utility is dependent on the utilities of all its INdividuals

W = f(U1,U2,.....Un).

As a proxy for utility, we employ the notion of willingness to pay.[1] The higher the willingness to pay, the
greater utility he or she must obtain.

With a proxy of welfare in mind, we now turn our attention to maximising the economic cake. Vilfredo
Pareto introduced the efficiency criteria which now form the basis of welfare economics. Pareto defines an
improvement in social welfare to have taken place when at least one individuals utility has risen, and nobody
elses utility has fallen. This is known as the Pareto criterion and is based on certain assumptions. According
to Andrew John[2] these are:

(i) social welfare depends positively on the welfare of individuals

(ii) welfare of individuals depends on the goods and services they consume

(iii) individuals are the best judge of their own welfare, and act in their own self interest.

Although these are accepted, they are open to criticism. Granted they may not hold in certain instances but
these cases are the exception rather than the rule. The key criticism of Paretos criterion for social
improvement is that it does not allow for losers. (Responses to this will be discussed later.)

Writing after Pareto, the Irish economist Edgeworth furthered this work by constructing his boxes of
consumption and production based on a two-person, two-good, two-firm economy. The first order conditions
for Pareto optimality, a case where no-one can be made better off without someone losing, are:

(i) marginal rate of substitution (MRS), the rate at which a person would exchange one good for another
while keeping utility constant, must be equal for both people in society. If this condition holds, efficiency in
exchange is guaranteed and utility is maximised.

(ii) marginal rate of technical substitution (MRTS), the rate at which a firm can exchange the factors of
production between two goods, while at the same time keeping quantity constant, must be equal for both
firms. If this condition holds, efficiency in production is guaranteed and profits are maximised.
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(iii)MRS is equal to marginal rate of transformation, the slope of the production possibility frontier. This
ensures that the rate at which firms can reallocate to produce good 1 instead of good 2 is equal to the rate at
which consumers want to exchange good 1 for good 2. The outcome is harmonious across all markets.

This analysis leads to the utility possibility frontier (UPF) which maps all combinations of utility which
result from this general equilibrium (i.e. the locus of all Pareto optimal points). Consider the point A inside
the UPF. This is not a Pareto optimum, since the movement to point D means that both individuals gain and
there are no losers.

Diagram 1

As mentioned earlier Pareto gives a non-complete ordering of possible allocations. The point D has the
property that there is no feasible Pareto superior point. It is therefore Pareto non-comparable to C. How then
do we choose between two points that lie on the UPF?[3]

In an attempt to overcome this, Kaldor[4]developed his ingenious compensation tests. This test deems a
project desirable if the gainers can hypothetically compensate the losers. That is, the policy should be
implemented if there is a net monetary gain to society. In this case, the point K is more desirable than A.
Notably the actual redistribution is not required, it is merely hypothetical.

However, Kaldor introduces another value judgement in order to validate his test. He asserts that there must
be equi-marginal utility of money. Thus ten pounds to a millionaire yields the equivalent utility to a less well
off person. While this may not necessarily hold, in the main, comparisons will be away from the extremities
of the UPF, validating the Kaldor criterion.

Unfortunately for Kaldor, Scitovsky noted a paradox in the test. This arises when UPFs cross, with the
present allocation on the first UPF, and the allocation after a potential policy implementation on the other.
The paradox, that given the policy is not implemented it is preferred, and given the policy is implemented the
former state is preferred! Hence Scitovsky introduced his reversal criterion to overcome this paradox.

The first order conditions for Pareto optimality will only be fulfilled in an entirely perfectly competitive
market structure. Due to market failures such as public goods, externalities and monopolies, reality does not
result in such a structure. Although this does not nullify the analysis it does have serious implications which
are addressed in Section III.

Section II

Although both Pareto and Kaldor remained neutral about actual redistribution of welfare it is a key issue in
modern life. According to Pigou:

The misery and squalor that surround us, the injurious luxury of some wealthy families..., these are evils too
plain to be ignored.[5]

Hence, we attempt to compile a social welfare function (swf), a map of different levels of utility for each
individual that gives rise to a given level of social welfare. The swf allows us to reveal the bliss point where
it is tangental to the UPF. To find this point, we need to find the form of the swf. Appealing once again to the
concrete foundations of microeconomics, we can think of an indifference curve as showing combinations of
two goods which leaves the consumer at the same level of utility. A swf is an aggregate of n individual
indifference curves and thus shows the combinations of n peoples utility which leaves society at the same
level of social welfare.

However, a major difficulty arises when attempting to reveal social preference. Inconsistencies arise and
paradoxes occur when using majority voting. In fact Arrow, in his Impossibility Theorem, claims that there is
no way of deriving preferences consistent with social preferences.[6]

As an immediate result of this problem, there is debate over the shape of the swf. John Rawls posits that
societys welfare only increases when the utility of the poorest person increases. A swf based on this
viewpoint is L-shaped. Conversely, Jeremy Bentham believes that an increase in utility is equivalent and
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desirable regardless of the wealth of the individual. This leads to a straight-line downward sloping swf, a
third swf was outlined by Bergson and Samuelson. In this case, extra negative weights are given to cases
where the distributions of utility are highly skewed. The shape of this curve is convex to the origin. The very
existence of at least three alternatives highlights the political nature of the swf.

Section III

Combining the efficiency and distribution criteria laid out in Sections I and II, in a perfect market where
social preferences could easily be revealed, leads to a complete ranking of all social states, and hence we end
up at the bliss point.

However, noted above are certain practical problems relating to both the efficiency and distribution areas. In
the former we come across market failures and in the latter we encounter preference revelation difficulties.

The market failures imply a role for the government. However, due to complex market interrelationships, it
appears implausible for the government to come up with a set of rules to apply uniformly across the economy
to lead to optimum efficiency. Hence the government is limited to individual proposals to change welfare,
such as a new public park or a new bypass. Thus their role cannot be to rank all social states but rather to
rank certain proposals open to them at a given time to move the economy towards efficiency. This means that
the governments role is discretionary. To rank these individual changes the government appeals to welfare
economics, changing the actual role of the subject from ranking all social states to ranking a few. Kaldor-
Scitiovsky criteria fulfil the task of choosing between proposed projects by estimating if there is a net
monetary gain to society. This work is the foundation of Cost Benefit Analysis (CBA), welfare economics
most powerful tool. CBA assesses all the costs and all the benefits of a given project in quantitative money
terms.

So, with an (imperfect) proxy for the efficiency criteria, how then do we get over the problem of preference
revelation? This is done, again imperfectly, by the voting system. The elected government give weights to
different projects depending on their effects on distribution. Whereas a labour government may value a
distribution friendly project highly, a conservative government may value an efficiency friendly project
highly. These weights reflect public opinion (through the voting process) and are cleverly encompass in
CBA. Depending on the regime, the Benefits/Costs ratio for a given project will vary as the relative benefits
of the distribution or efficiency are calculated. Hence, CBA combines both the efficiency and distribution
elements in one tool.

Is the notion of the swf redundant and the search for the bliss point vacuous? Yes would be the answer from
certain naive economic killjoys. What these authors fail to realise is how absurd the alternative to the
economic approach to social choice theory is. Whereas economics provides firm systematic analysis, the
alternative is a rag-bag of ad hoc techniques and value judgements.[7] In fact while economics is able to
quantify notions as abstract as social welfare in actual monetary terms, the alternative approach is engulfed in
qualitative nonsense. Granted, welfare economics is an incomplete subject. For example massive problems
arise in social preference revelation and the imperfect world in which we live does not result in Pareto
optimality. As Culyer (1973) puts it

The economic approach to social policy is, in general, more comprehensive than any other, and
though it has many half filled boxes, it has no empty ones.

Conclusion

Welfare economics is fruitful in two ways. Firstly it provides us with CBA, a vital policy instrument.
Secondly, and more essentially, it has brought us a long way down the road to being able to rank all social
states and globally say whether or not a policy is desirable. Considering the importance of this, I propose we
accept welfare economics in its entirety, and strive to further ourselves along this road to being able to rank
all social states successfully.
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THE IMPORTANCE OF EXTERNALITIES IN
RESOURCE ALLOCATION.
Mark Kehoe
Senior Freshman
_____________________________

This essay is divided into three parts. The first part deals with how externalities arise and how they
theoretically affect resource allocation. The second deals with the importance of externalities in actual
resource allocation and the third deals briefly with ways of correcting for externalities and for better resource
allocation.

Externalities and Resource Allocation

Externalities arise when the consumption and/or the production of one or more individuals unintentionally
alters the utility and/or the production functions of one or more individuals without those persons being
compensated or forced to compensate others for that economic activity (Arrow, 1971). Externalities can
either be positive or negative.

Externalities affect resource allocation because the market fails to fully price the external effects generated by
some economic activities. This is because market prices tend to reflect the cost sellers charge buyers of a
commodity, a price based on the personal utility derived, while ignoring the costs/benefits imposed on third
parties. Thus the pricing mechanism fails to reflect the true or social costs of economic activity so private
costs may diverge from social costs. Resources will be allocated on the basis of private consumption and/or
production decisions and not on social welfare maximising ones and for this reason resources will be
allocated inefficiently.

The failure of all relevant effects to make their impact on the pricing system will result in a sub-Pareto
optimum allocation of resources as the social marginal cost (MSC) of an activity will not equal its marginal
private cost (MPC) which equals its price, The real price of the commodity does not fully determine its
allocation so the function of the market to efficiently allocate resources based on their true prices breaks
down resulting in a misallocation. The existence of externalities will thus lead to a sub-optimal allocation as
either too many resources are used in processes conferring uncompensated social costs or too few are used in
processes conferring uncompensated social benefits as the profit maximising output is less than the socially
optimal output. This misallocation of resources is best seen by an example.

Let a firm be in perfect competition with a given market price, p, and a profit maximising output of xl and a
marginal cost curve as in figure 1. Suppose now that the production of x creates air pollution which imposes
a cost on local residents of [[sterling]]1 per unit of x produced. To obtain the MSC of x [[sterling]]1 must be
added to the MPC of x. As a consequence of the negative externality the profit maximising output xl, exceeds
the socially optimal level x* where the MSC=MPC=P.

If the firm is permitted to pollute, the firm produces too much of x, the reason being that part of the real cost
of production, [[sterling]]1 per unit, is not recognised as a cost by the firm (Johansson, 1991). Therefore the
existence of uncorrected externalities implies that resource allocation is inefficient as a Pareto improvement
is possible. Thus externalities, which tend to be mostly negative, result in an inefficient resource allocation as
commodities are not allocated on the basis of their true economic price.

Externalities and Cost Benefit Analysis

The importance of externalities in actual resource allocation is best seen by studying cost- benefit analyses.
Such a cost-benefit analysis is Barretts and Mooneys (1982) cost benefit study of the Naas Motorway
Bypass. This study showed how the construction of the bypass resulted in significant positive externalities
and a few negative ones.



There were three main positive externalities. The first was a time savings of 10.28 minutes from reduced
traffic congestion in Naas centre at peak hours accounting for 90.5 per cent of the total benefits from the
bypass, making the social feasibility of the project was very dependent on this positive externality. The
second was a reduction in road accidents in Naas centre due to the transfer of traffic to the safer motor way,
while the third was a fuel saving accounting for 2.6 per cent of the benefits.

There were other positive externalities such as reduced lead and smoke pollution in Naas centre and
especially reduced noise pollution which constituted a serious negative externality. There were also negative
externalities on the environment associated with the construction of the motorway. The Letich committee
(1977) detailed some of these costs on non-road users such as the demolition of property, visual intrusion and
the impact of farm severance. There exist substantial problems in pricing these externalities and for this
reason they were excluded from the study as no accurate price could be put on them. This pricing problem
will have affected exceeded the negative ones so yielding a net positive externality suggesting that the real
cost of the project was lower than its private cost. This would imply that similar projects should be
undertaken for congested towns on the national primary routes (Barrett, 1984), thus leading to a more optimal
resource allocation.

Resource allocation will not be optimal unless all costs and benefits associated with the project are
calculated. This is the major difficulty with cost-benefit analysis as we do not know how to accurately
measure externalities. Some economists such as Roth have suggested that it is impossible to price them, so
much so that he ignores them in his road pricing study. This is also echoed in the Smeed Report (1964).

By ignoring to price externalities resource allocation will suffer as projects which would be socially
profitable when including all externalities may not be so if only private costs are calculated. This point is
addressed by Mishans horse and rabbit stew analogy (1990). He says that economists can easily ignore
externalities as they are quantitatively difficult to measure, but doing so could result in a sub optimal resource
allocation as such analysis would favour mostly commercially viable projects. There is another school of
thought which says that social expenditure cannot be justified largely on the grounds of correcting for
externalities. Lees makes the point that only 5 per cent of health expenditure can be justified in terms of
correcting for externalities as most medical expenditure centres on non-contagious diseases where the
benefits are quite private. Peacock and Wiseman make a similar point saying that the positive externalities of
education of the individual may be exaggerated. They suspect that the recipient may appropriate most of the
benefits in the form of higher wages and salaries (Allan, 1971).

Therefore externalities, although important in causing resource allocation to be sub-optimal, have varying
effects. One thing that is sure, however, is that they must be included in cost-benefit analysis even if they are
estimated very roughly.

The existence of externalities implies that unless special arrangements are made resource allocation may not
be Pareto optimal. One way to Pareto optimality is by modifying the pricing system to reflect the true price of
the resource. Through this process of internalisation/shadow pricing resources are allocated on the basis of
their true prices. It may not be possible to internalise all externalities (Mishan, 1990) so government
intervention in the market may be needed.

An area where externalities may be tolerated even though they affect resource allocation is where the
correction of them may have regressive social welfare distribution effects and clash with other government
objectives (OHagan, 1991). This arises because the Pareto criterion takes no account of welfare distribution.
The other case is where the benefit of internalisation exceeds its cost. But society is always worse off with
existence of externalities even when they are corrected than without them. By internalising them we are
doing no more that making the best of a bad job. We are certainly not as well off as we should be if they had
not appeared on the economic scene.(Mishan, 1990). Thus we are forced to the theory of the second-best.

Externalities effect resource allocation by distorting the pricing mechanism, resulting in an allocation of
resources that is not optimal. Therefore the importance of externalities in resource allocation is crucial if it is
to be optimal and it is observation that gives cost- benefit analysis some of its justification as it is necessary
to measure those created by activities and to intervene to correct them.
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THE COASE THEOREM
Brendan Fitzpatrick
Senior Sophister
_____________________________

The Coase Theorem is false on purely economic analytic grounds. Furthermore, the conventional
interpretation of Coases message, and the policy prescriptions which follow from this do not observe the
strict qualification which Coase placed on his result. There is, therefore, a divergence of meaning between the
orthodox statement of the Coase Theorem and what Coase intends (as revealed in his 1989 retrospectives:
Notes on the problem of Social Cost.). This may also be dissonant with what he meant in his original 1960
article.

What is the Coase Theorem: A clarification

For a working definition of the theorem consider that professed by Cooter in the New Palgrave:

The initial allocation of legal entitlements does not matter from an efficiency perspective so long
as they can be exchanged in a perfectly competitive market.

To illustrate, consider Coases famous example whereby locomotives emit sparks which set fire to farmers
fields. Suppose the legal intervention is by an initial governmental legislative allocation of spark emission
permits, which allows the railway to emit only a restricted amount of sparks. Assume these can be traded
with the farmers. While the law apparently controls the extent of the damage, the theorem dissents, stating
that it is the market which determines the final efficient allocation of permits between farmers and the
railway, and hence the extent of the damage.

This is because the farmers and the railway will face the above aggregate marginal willingness to pay and
marginal cost curves for the trade in permits. Starting at, say, an initial allocation Q1, the individuals most
preferred level of emission reduction, firms will buy permits until the efficient outcome Q* results. Indeed
Q* will result regardless of the initial allocation of legal entitlements.

The rationale for Stiglers (1966) definition of the Coase Theorem is now evident: Under perfect competition,
private and social costs will be equal. Coase (1988) argues that zero transaction costs are a suitable proxy for
perfect competition and notes that zero transaction costs were assumed in his original (1960) paper. An
alternate definition by Cooter, then, is the best indicator of what Coase means: The initial allocation of legal
entitlement does not matter from an efficiency perspective so long as the transaction costs of exchange are
nil.

Criticism

We may first note three initial reasons why the Coase Theorem, as specifically formulated above, is wrong.
These are based on the inadequacy of zero transaction costs as a proxy for perfect competition. Firstly,
monopolies, such as a typical railway company, are unlikely to act like competition despite Coases claim to
the contrary. Secondly, Arrow (1969) demonstrated a priori that the characteristics of many externalities
make unfeasible a competitive market in them. Consider a market in rights to produce a negative externality
which affects the whole public. Each person has a permit, which he may sell to a firm, allowing the
production of a certain amount of the externality. But his selling of that permit creates a negative externality
for other members of the public. Many externalities are impossible to internalise. Thirdly, imperfect
information will thwart the bargaining process for legal entitlements, leading to Prisoners Dilemma type
situations.

Regardless of the inadequacies of the zero transaction costs approximation, the initial allocation of
entitlement always has distribution consequences for wealth. As a result, demand for other goods and
services will be dependent on the initial allocation of property rights. The shapes of our aggregate marginal



willingness to pay and marginal cost curves will then change, being dependent on the demand for other goods
and services. Consequently, the efficient outcome Q* is dependent on the initial legal decision. This amounts
to outright theoretical falsification of the theorem.

Varian (1987) has noted, however, that in the very special circumstances, where preferences are quasilinear,
the strict version of the theorem may hold. Quasilinear preferences suggest the absence of income effects,
implying demands for the emission permits are independent of the income distribution. This is seen in the
form of a horizontal contract curve yielded in an Edgeworth Box analysis of the situation.

Varian doesnt acknowledge Arrows aforementioned objection, however, which would deny the theorems
veracity even in this special case.

A final objection to the theorem is that the notable externalities of our age, such as ozone depletion and
nuclear pollution, affect a large number of people, implying large transaction costs. This further consolidates
the political irrelevance of the theorem.

The Meaning and Relevance of the Theorem

One should note Coases recent rebuke to the allegation that the world of zero transactions costs is a Coasian
World. He states (1988) that he merely wished to bring to light some of the properties: I argued that in such a
world the allocation of resources would be independent of the legal position, a result which Stigler dubbed
the Coase Theorem. Coases argument to this effect was, as we have shown, wrong. But this belated emphasis
on the qualifications of the result suggest that Coase now means his theorem to be a mere theoretical nicety.

It also indicates the removal of Coases present position from the, at times, rash and barely qualified espousal
of its result, by his disciples. Consider Stiglers (1966) description of the original statement as a profound
article and its result as a remarkable proposition to us older economists who have believed the opposite.

It also suggests a divergence of Coases present position from what he once meant. Circumscribing criteria
seem comparatively de-emphasised in the original article, in which he states that the usual courses of action
(on externalities) are inappropriate, in that they lead to results which are not necessarily, or even usually
desirable.

Conclusion

The Coase Theorem, in its traditional exposition as a policy prescription is false and of no political or legal
relevance whatever. Moreover, the restrictive set of postulates whereupon it is questionably derived tend to
be de-emphasised in contemporary espousals of the result. This inappropriately bestows unwarranted
practical relevance unto it which Coase (belatedly) seems to recognise in recent statements.
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ROAD PRICING: THE CASE FOR AND
AGAINST
Carsten Rolle
One Year ERASMUS
_____________________________

It has always been a major task of economists to set incentives so that resources are allocated in the most
efficient way. Nevertheless, the Transportation Sector in general was characterised for a long time by
government intervention. Radical changes in transport policies - especially in the UK and later also in other
European countries came along at the beginning of the 1980s and were largely supported on a theoretical
basis by the new concept of contestable markets[13]. Accordingly the policy of deregulation and privatisation
of, for example, express coaches, buses and aviation, has resulted in significant product innovation and rising
efficiency.

As road space is a valuable and scarce resource[14] we would argue that it ought to be rationed by a price
mechanism. Road users should pay for using the road network to make correct allocative decisions between
transport and other activities.

In the past, the technical possibilities of road pricing were very limited[15] but with the advent of electronic
road pricing, cars no longer have to stop to be charged.

Both aspects, the more liberal political climate of deregulation and privatisation in the last years and the new
technology, are essential prerequisites for the actual discussion of road pricing. On a more practical political
basis we could also identify the interest of the state to create a new source of revenues although road pricing
does not necessarily imply a higher burden for car users.

After a brief description of electronic road pricing this paper will outline the costs of using a road and give a
definition of the price to be charged. Then the effects of road pricing shall be identified and critically
evaluated before the basic results will be summarised.

Economic description

Road Pricing - the technique

The new technology of electronic tolls no longer requires motorists to halt at tollbooths. Therefore, it
prevents additional congestion. Drivers would be given an electronic number plate which signals to the
recording computer the presence of a vehicle. This would be the most direct way to charge the amount
specific to the road and the time of the day. The devise could charge users via bank account or monthly bill.
Because there have been many objections against the individuals location by electronic detectors[16] the use
of smart cards appears to be more preferable. The electronic licence plate would be loaded with the smart
card and would debit payments. Only if the card were exhausted would the central computer monitor and bill
for road use[17].

The complete installation of such an electronic system would take some time. In the meantime area licences
could be sold for very congested zones, such as city centres. (This solution is used in Singapore for the rush
hour traffic with considerable success. The impact of its introduction was an immediate reduction of 24,700
cars during the peak time and a rise of traffic speed by 22%.)[18]

Definition of the good

Before actually defining the price of a good it is essential to characterise the good in terms of the Public
Goods Theory to deduce the optimal rule of providing it. Road use is rival in consumption[19] and also
excludable with adequate costs of the pricing technique. For that reason road infrastructure is no longer a
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pure public good but a private good with some degree of externalities. This implies that private provision of
roads may be favourable.

Definition of the costs

The ideal road price would only allow cost justified trips to be undertaken. Economic theory therefore
postulates marginal social costs (MSC) to be equal to marginal social benefits (MSB)[20]. But what are the
marginal social costs that allow a vehicle to make a particular trip? Besides the private costs of road use (like
fuel, drivers time etc.) that are directly paid by the driver, four main costs can be identified[21]:

a) road damage costs

b) accident externalities

c) congestion costs

d) environmental costs.

a) road damage costs

Road damaging is basically caused by heavy vehicles as the damage to the road pavement increases to the
fourth power of the axle load. Therefore road damage costs should be proportional to the damaging power
(measured in terms of Equivalent Standard Axles). Thus almost all costs should be paid by heavy trucks.[22]

b) accident externalities
Accident externalities arise when extra vehicles on the road increase the probability that the other road users
will be involved in an accident. Accident probability depends to a large extend on distance, driving time and
particularly the other traffic. This is why accident costs will be treated like congestion costs.[23]

c) Congestion costs

Congestion costs arise due to the fact that additional vehicles reduce the speed of the other vehicles and
hence increase their journey time. Economic analysis shows that the traffic flow will be optimal at Q* if the
costs of additional traffic (MSC) and the demand are equated. However, the individual user entering the road
will typically consider only the costs he personally bears (MPC), i.e. marginal private cost and will thus
operate at Q Therefore he takes the marginal private cost curve into consideration rather then the optimal
marginal social cost curve (MSC) for the new trip-maker and the existing road users. The difference between
the MPC and MSC curves reflects the dead-weight loss of excessive traffic congestion.

In a market system without transaction costs the other road users would be willing to pay the additional car
the amount of their opportunity costs of time and additional fuel for not entering the road. As transaction
costs have been obviously immense (if a perfect bargaining process would have been possible at all) so far,
only an electronic pricing system can overcome the huge existing transaction costs between the road users.

d) environmental costs

The road use of vehicles has various spillover effects on the environment[24] like:

local: emission of CO, NC, NO2

global: emission of CO2, CFC

water pollution
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noise and vibrations

land use effects (destruction of wildlife habitats and the landscape)

Definition of the price

As shown in the previous analysis the marginal social costs of road use exceed the marginal private costs.
The optimal road price, p* must therefore reflect the differences between MSC and MPC and will generate a
welfare gain. Because of the traffic reduction (Q - Q*) consumer surplus will fall but as long as the social
gain is greater than this loss the total welfare effect will be positive.

A basic problem still remains, however, : road users have to get the information about the changing road
prices immediately to optimise their individual transport decisions. (This could only be guaranteed if the
motorist would have access to the prices via a board computer.)

Evaluation and Effects

Advantages of Road Prices:

* In the second section, it was shown that road pricing is a good instrum -ent to use to internalise most of the
external effects numerated above.Especial-ly in the case of congestion costs, it appears to be the optimal
method of internalisation because a price mechanism would replace the present queuing mechanism which is
allocatively inefficient.

* Furthermore, it reveals the true economic costs of the road use (including replacement costs) so that
intermodal competition[25] would become fairer. Because road prices would be primarily connected with
congestion costs, some distributional and locational effects could arise. Costs of driving in non-urban areas
would probably fall whereas urban driving costs would increase so that in the medium run, the quality of the
public urban transport system would improve.[26]

* In the case of pricing highways on the continent, road pricing is a good instrument to overcome the free
rider problem of foreign carriers using "home country" highways. This is especially interesting against the
background that current ways of financing highways are very different. For that reason actual competition
between international carriers is not neutral.

* As shown in the previous section, road damage costs of cars are almost zero whereas heavy trucks cause
most of the damage. Therefore, a vehicle specific tax depending on the damaging power would be a simple
and effective wayof charging efficiently. Road pricing systems could improve this instrument a little by
taking the quality of roads that were actually used into account.

Disadvantages of Road Pricing:

* The costs of implementing an electric toll system are very high. The German government estimates that the
implementation of the system will cost 2bn pounds for its Autobahn network plus individual costs for every
vehicle of 40 pounds each, not including additional costs of controlling the system. On the other hand,
controlling the toll system would enable a privatisation of the roadnetwork which could lead to additional
revenue for the state.

* In terms of negative environmental externalities, road pricing is (with the exception of noise) probably not
the optimal instument for internalisation. Taxes on fuel or emission fees, for instance, charge vehicle
emissions in a moredirect way and they are very simple to design.

Furthermore it must be mentioned that the effect of road pricing depends to a large extent on the
authority[27] that receives the revenues and its way of using the money. Economists would argue that the
profits made should be reinvested into the transportation system to generate an efficient outcome rather than
cross-subsidising other traffic modes or other state activities.
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Conclusion

To put it in a nutshell, this paper advocates that road pricing is the best instrument to internalise the costs of
congestion and road damage. Although the initial costs of installation are high, these costs would probably
quickly be exceeded by the efficiency gains of corrected prices. Nevertheless, road pricing cannot perfectly
internalise external environmental costs. That is why instuments like "fuel taxation" or "emission fees" will
still be necessary to design an optimal price mechanism in the transportation sector that sets the correct
incentives.
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WELFARE ECONOMICS : FOR LIGHT OR
FOR FRUIT A REPLY
Ian Cafferky
Junior Sophister
_____________________________

The purpose of the reply to the essay Welfare Economics : For light or for fruit is to inject a sense of realism
into the study of welfare economics as I understand it. This is not intended as a slight on the author, to whom
I address this reply, but it is a personally held criticism of the tired standard approach to the subject. Implicit
in my reply is the commonly held assumption that welfare economics should be a policy prescriptive subject
and thus its aim is for fruit rather than for light.

The approach to welfare economics to which I refer can be found in any standard textbook on welfare
economics and is cogently proposed in Mortons essay. It begins with a discussion regarding the measurement
of welfare and then enters into abstract theoretical efficiency conditions for a Pareto Optimum. That aside,
the question of distribution is discussed and overall the framework would appear to be plausible. Next market
failures are introduced as a necessary step to make the theory acceptable for real world situations.
Unfortunately, this step into the real world requires a great mental leap as the apparent consequence of
theoretical welfare economics is the applied welfare economics of cost- benefit analysis.

My proposal is straightforward. Theoretically, many aspects of welfare economics are not entirely sound, and
furthermore, when the theory is faced with real world dilemmas it collapses. I also believe that the applied
branch, cost benefit analysis, is not necessarily a product of welfare economics. Thus, it can be concluded
that the most notable achievement of welfare economics is its own redundancy.

Criticism of the standard textbook approach

Standard welfare economics begins with the proposal that the measurement of welfare can be closely proxied
by the measurement of utility. Any observer would duly ask: When does utility deviate from welfare?
Welfare is the well being of an individual whereas utility is the satisfaction an individual derives from the
consumption of goods and services. The justification for the synonymity is the claim that if an individual
chooses X over Y, then he or she can be assumed to be happier in X than in Y. This is not always true.
Consider the irrationality of preferences which can be due to many factors. Ng (1979) notes that
habits/customs, advertising and ignorance are clear examples of possible causes of irrationality of
preferences. None the less it is generally assumed that the individual is the best judge of his or her own
welfare. This, I would agree is an acceptable assumption. There is one final criticism of the claim to equality
of welfare and utility. That is, that welfare is an ex-post measure and utility is an ex-ante measure. Thus,
utility as a measure of welfare, is in fact an expectation of welfare. This logically makes the point that ex-ante
and ex-post measures are not necessarily equal. It is pedantic to labour these points as there is no absolute
measure of welfare and nor is there ever likely to be. It is, as Ng (1979), proposes, convenient to accept these
divergences and to continue the study. This criticism of welfare economics is in fact minor, in that it will
never be solved and must be accepted. The ultimate criticism lies in the inapplicability of the theory that
follows.

Accepting utility as a proxy for welfare the theory of welfare advances taking a two plank approach. On the
efficiency side there is the apparent positive economics of Pareto, and on the distribution side there enters the
explicitly normative side of welfare in the quest for a social welfare function. I shall consider each of these in
turn.

The efficiency side of the theory is especially open to criticism due to its positive approach. Using Paretian
analysis, Morton introduces the first order conditions necessary for a social optimum. These conditions,
however, are completely and absolutely inapplicable to the real world. The form of competition necessary to
achieve this optimum is a theoretical abstraction, perfect competition. In practice, the world suffers from



market failures such as monopolies, public goods and externalities that cause a deviation from this perfect
competition theory.

Then, given this reality constraint, what does the theory tell us to do? Perhaps we should try to achieve the
Paretian first order conditions wherever possible? To answer this Lipsey and Lancaster (1956) attempted to
derive similar first order conditions for an optimum when market distortions exist. Their results, in the form
of the theory of second best, were conclusive. The resulting conclusions were far too complex to utilise,
involving second order cross partials for substitutes and complements. Furthermore, the analysis showed that
fulfilling the Paretian first order conditions for some sectors and not for other sectors could in fact lead to a
situation where we are worse off in efficiency terms than before. Thus we must analyse the entire economy
and take every problem into account to guarantee an improvement. The dilemma is stated succinctly by Ng,
We must leap right to the summit to be sure of an improvement. But it is clear that this task is
epistemologically, administratively and politically impossible.[8] The summit being referred to is the
fulfilment of each and every first and second order condition necessary for an optimum. It is apparent that the
entirety of theoretical efficiency analysis is inapplicable. The purpose may have been to produce conditions
for the entire economy to achieve an optimum, yet the result is the inadequacy of the theory to adapt to real
world scenarios. Perhaps the discussion of market failures, under the theory of welfare, should be changed to
the discussion of welfare theory failure when applied to the market.[9]

The other plank of the theoretical welfare economics approach is the distribution issue. Welfare economics
aims to rank all possibilities and thus it must not only consider beyond efficiency but also whether a
distribution is good or bad. The crucial problem in this side of the analysis arises in the aggregation of the
necessary ordinal utility functions. Arrows Impossibility Theorem shows that from individual orderings of
social states, a social ordering consistent with some reasonable condition can not be found in general.
[10]Without digressing, it simply eliminates the possibility of a social welfare function based on ordinal
utility functions. Furthermore the theorem has similar implications for the voting process which is often the
mechanism by which our individual preferences may be revealed.[11]

Finally, even if there were an acceptable method of aggregation we must introduce the reality constraint once
more by reminding ourselves that utility is not directly observable and that at best, we will end up using a
proxy for utility which is a proxy for welfare. This is clearly an inexact theory, but we are attempting to
measure such qualitative concepts as happiness and so it is an inevitable problem.

I believe it is clear that the standard textbook teachings are of little use to anyone. The efficiency conditions
are redundant and to put it mildly, the distribution issue suffers from aggregation and measurability problems.
It appears that the bulk of welfare economics analysis is fruitless. This brings us back to the title of the essay.
There can be little doubt that the intention was to use the abstract efficiency theory as a base from which
assumptions may be relaxed and reality introduced. This approach has failed. The theory has merely
illustrated the complexity of the problem. Perhaps welfare economics has been for light rather than for fruit?
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