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 SEVENTIH REGIOWAL MOMETIRY STUDIES COMFERENCE -

SESSION -Is THE PRICE DETERMINATION PROCESS I AW OPEﬁ-ECOHOHY

SIEEARY OF THE DISCUSSION

lir, Jones-Hendrickson opened the discugsion. He identified the
objective or purpose of the paper as the examination of price move-
menia and the influence of successive dis-ecuilibria between levels
of capacity and aggregate demand over time. UHe gtated that egsen-
tially one wishes to focus on the importance, and to wderstand the
tnderlying mechenics of price de%erminaﬁion. The paper correctly
downplays the classical approach to price determination. However,
in testing the data, it reverts to the same classical approach and
does not attempt to incorporate a vital element in 8o called mark-
up pricing or tarsget pricing. The paper corvld have considexred shqw-
ing, in terms of perhaps phase diagrang, what problems there are in
the aystemy +thiz could have been done ecually well in bterms -of
difference ecuation, hecause the author was looking at a-general
equrilibrivm system. 'hat happens to price in the overall macro~

pricing ia simply a special form

sconouic system? Decause maxk-up
of target return pricing and since this is in a2 sease an expecta-
tions concept, the author could have better demonstrated his argu-
meitts if he h;d attempted to ume difference equations showing the

movement of prices over time.
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L problem with the paper iz that in the theoretical section, it
buildy up from the micro 1eve; to a macro level or the aggregative -
level, but then; it mentions and even stresses the fact that one
needs to de-emphasise simultaneitr», This is wholly unaccepﬁahle.

If the grstem is a nacro-economic aystem which containa several_intgr—
acting variables, then clearl: the paper shouwld have used a simulia-
neovs system of analysis rather than rely on a single equation sys-
tems Some more will be said about this later,

In termg of some other problems, the paper was really looking
and trying to find which variables have impeact in the system. Yhat
were the causative factors, whet were the mechanisms which caused
price increases or cauged a sugtained price increase, The notion of
the ratchet effect az hinted by the avthoxr, is something that could
have been exrplored further. 'This 1ls an outzrowth of the consump~-"
tion literature and gince it aeems to be very, wery, important in
open dependent economiesy wather than getiing the casual mertion
Jin the paper, it could have been explored, a2t least, one corld have
come up with something more feasible than.we were treated to in the
paper,

The problem of poor data was alluded to. " In the empirical
snalyaia of Caribbean economies, one is forced to work with whatever
data is available, though one ghould subject them to as mich rigo-
rous analysis as the technigues would permit, The tractability of
the particular study would have been enhanced if thisg approach was
adopted. |

In addition, siace the paper is concerned at the first stage
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with the micro level, there iz need somewhere in this paitiéuiar
paper for some survey technigues of the firms which aré-éﬁg&géd"
in price formation, before one tries to use macro aggre@ative-daﬁa
to determine price formation at the micro level, What-is héinén
suggeated is that there was need to have movement of the firms up
and down wather than using macro-aggregative 'data., -~ °

A problem was mentioned that fivms seem toc have set"ériﬁeem o
set lower bouads in iterms of profitabilities. This is an interest-
ing notion, Baumol mentions the fact that firma attempt to maxiw
mise sales and not profits. Hany firms in the Caribbean do just
that, becavse firms are taxed on their profits., Taxation is not
treated in the paper at all, Taxation and the tax-rate setiing
must have some effects on price expectation especially so, in our
kinds of economies. This would seem to be an integral part of the
whole notion of mark-up pricing. The treatment of tax incidence,
indeed the whole notion of public finsdnce is a very wedk-one, ahd"
perhaps the author could not have drawn on readily available -uater
ial %o substantiste this point ox to explore this poin®t further,
Honetheless one must in looking at price Tormation, take into con-~
sideration the influvence of taxation -~ what it does to'fifms,ﬁhbw
do firms respond in terms of price setting, how do they -ihcor-
porate changes din taxation, how &o they view the-variaf&oﬁs'in‘%axs
on profits, and what effects these taxes have on price'mové@eﬁﬁé.
It is certain that a consideration of these factors would have
Ziven some insights into the upward movement of price.

One of the interesiting things abount this particularvpaper is
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the fact that it alludes %o the classical merket theory in’helite
ing the wage bill +Ho gwross ountpwrt by induvsiry, vhich is agsnmed

0 approximate the long rua average market labour cost. 'Ofvﬁéﬁréé,
this would influence the price of the commodity group over ‘timé.
Professor A.G. Hines, among others, has bheen looking at this perti-
cular problem. Ve recall that the notion here is that thé'ﬁﬁfginél
productivity of labowyr is equal +to the wage Tate. In the “Ciribbean,
somehow or other, tvade vnions heve made it possible for théoikers

o

not to suffer from price illusion any longew -and consequentl’y*the

T )

unions play an important part in causing or at least msking %
possible for prices to move vp, The problem is that one daﬁﬁo%‘bihn
point specifically whether they are the- catalyets of the priéd move-
ment or whether they exacerbate the problem, The literature of this
ismue is very inconclusive. - It would seem, that-if we accept the
notion of the classical labour market theory, then welvre réally
defeating our purpose in the Caribbean, e

Kr. Jones-Hendrickson said that he himself is unclear a8 “bto what
particvlar formulation one needs to use at this particular point in
time, However, it seems that one needs to make some allowances fér
the role of labour. He elaborvated his argument by reference t6 the
influence of external factors on labotre productivity in the Caxiba’
bean., Clearly one cannot circvpscribe the labour market of ‘pro- -
fesa;onals, for example, to the Caribbean,. Vhen professionaiS' sala-
ries change in certain places within the United States, for” example,

they have some resuliant impacit on the remmeration of correspondiig

groups in the Caribbean. To the exvent.:that the Caribbean écdnonies
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want to minimise salary differentials in order to retain - =Yaboue
in the Caribbean, movements in salaries overseas must of ‘necessity
pave gome impact on prices, .either in the enclave sectors; or in-the
so called modern sector, . S e
S0 we are saying here that externel movements in wage’ rates;
in payment for an external labour productivity, have some péredle;ﬁ-—"
ing effect on the labour in the Caribbean, and these liave some Tew
gultant impact on price movement. The problem then woukd seem '

that we need to re~define our market in the Caribbeai -irHen ve -attempt

=

to uge the classical market. theory. Perhaps it is not:really an -

appropriate body of theory.
In terms of some methodological problems and the ghnestion of
the empirical section, first of 2ll, ke paper couvld. haite employed
the first differvences in the data, in order to purge squations of "
seriel correlation. R
Secondly, there is distinect pogsibility thet in this particular
single equation, which includes lagged endogenovs variables, - the use
of Durbin Vatson astatistic ig rather meaningless. The tagged depen-
dent variables results in biased estimates of the coeffivients, and'
therefore cannot be really reflective of the impact that one is try-
ing to measure,
Viith respect to simwlianeity, the authocr should havé alttempted
to vse "Two Stage Least Squeres® analyeils and especially’ its variant,
ingtrumental veriables. Single equation estimates would' not cap-
.. 4 .
ture fully the effects of criticel veriables. Instrumentsl variables

in a sense is looking at those crucial variables, which would serve
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to give us the inmpact. ! .
Perhaps the author also could have used impact multip¥iers
®. .
because, this is what we want to know «~ .whaot factors cavse-the: "
‘Whatiis ‘the

Vag it an external factor or local facltoxr?
Ia i% Trom the external factor oxr

inflation?
could have been

componeat of the price increage?
the local factor? "

The influence of noan-guantifiable factors
Stating that he does not-like to use dummyfvariabreé;
rgued nonetheless that their use in this ‘con-

incorporated,
iz, Jones-Hendrickson
text at least, could have provided an elementary explanation'unﬁili
a2 good attempt at coming-to
Howeved, one

‘the

one comes up wivth tangible data.

In conclusion, the paper provides
problem of inilation in the.Caxibbean.

grips with
to gtert looking at specified types.-of

the
needs, within the framework of these linds of econonies

open dependent economies =

marketss start looking at specific types of price getting. 9Jhiadﬂi—'
tlon,one needs to be very careful about the pariticular methodologi-:

Perhops it is necessary to reformulate

clagsical economic systemy
This--ig not

-But at least

cal technicuves. employed.
Overatl then

the structures as conceptualised in the
fit our gystem more appropriately.

go that they would
to say that ons abhouvld discard the classical sysiem,

Fowever, in termg of “the -

it wovld give us o better basgis from which to operate.-
the pluses -of this particular paper arve that it atitempts really to -

open our eyes to some crucial factors.
actual presentation in this particular paper, there are scome -serioung

limitations which the author could take care of and certaindy -in due



Ts

course would be taking care of.

Miss Howard raised a point which accozding 0 her many econo-
mists seem to gloss over and to a.certain extent probably discaxd,
and congider probably illegifimate. That was the point of_ﬁncome
adjustment by self-employed persdns; particularly the very low in=
come group. The argument can bhe made by reference to anrexampie?
Suppose, for example, é coconut vendor increases his pfige becéuaé
the priges of some iuports have increased. AlL of us,.br gt least
many of us consider such a price increase a8 an illeéi%fﬁaté adjust-
ment. However, it is gquite a legitimate adjustiment. “Thé "coéonut
vendor has to consider the maintenance of his income; becduse he
has to face the increaséd—prioes which will ramify %hrdﬁghout the
vhole economy with the increased: cost brought on by aﬂy éévalua-
tion. [iss Howard stressed that this kind of economic response
should be treated as a legitimate factor in any economgtric model.
This would assist decision takers to be aware of the full impéct of
their decisions, especially since they constantly Glaim;th££ it is
only in certain sectors that we will be having increaééﬁrbibught on
by devaluation. -

At the seme time, they may then be wade aware of‘wﬁét'%ypes of
steps might be taken to counteract the grave disedventsgds that will
ensue particularly to the low-incomed, and self-employéd, beécause
these. persons do not have 'employers from hém they may request in-
creased wages and press bheir claima: through strohg ﬁnidné; Further-
moxe, one has to vecognise that a wniform absolute incfbase in total

oxpenditore has a greater proporbtionate effect on lower incomes than
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on highey incames. So that, this cunestion of income adjustmerbis
something that must be taken into consi&ergﬁiqp'in all ana1%§gs
made‘by economigts. This has been the grave sho?tegﬁmiﬁgngp_gunx!
genexral approadh to price determination_gné ouy general_appyggq%ﬁﬁo
thé déciéions taken for adjustmént-of exchange rates. Tagigthhis

factor into account will assist ve in talking better decisions or at

leagt in recognising what ave the total effects of any exchange .
- ‘ ot ,-' . 2 '—"'Lj,"' -

adjustnents.

s
~

Pre Vorrell directed attention to Dr, YManheriz's treatmént.of

vaged. It is interesting, he thoughit, thait Dr. Henhertz, having-
discovereﬁ that wages are not gignificent found it necessaxry “to!':
emphasise that we ought atill 4o do pomething about them., It was
Dr. Vorrell's view that economists who have to take decinions e
vho act in a sort of decision-.making or decision-advisory role; " -
have to be conscious of the fact that they do not have a complete®
explanation or complete control ~ even if we had a complets e
nlanation ~,ro£_the intver-relationghips within the economy,’ im-a*
way walch will allow %them %o operate in & very strictly deteprminis-
tic way. It is always the case that one has to identify thervaris
bles which are likely to have the moat significant effect ands.take
policy measure based on this decision. , P U
Therefore it seens very dangerous vhen Br, Manheriz disceverst.
that (with whgﬁevg; qualifications he:rwishee %o make about thesdata
‘and so og)?%jQgrtiqg}ar_va:igble,hnamely wagesy 18 to the bedt=of his
_kgowledge,_gggtsignificanﬁ,;a@dy.what ig more, this digcovery do&g

not contradict common sense, (beccuse he sbarts off by assumihg tHat
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the economy is very smell, and very highly open so thit the most
gsignificant feature or factor in domestic price determination has
to be import price movements), that Manhertz wishes to make wages-
policy one of the basic planks of a policy of price control, There
seemg o be & basic contradiction hetween this policy recommende~
tion and the statistical resuvlt,

Policy makers ought to have some general idea of vwhat level of
vage increases the economy night gitand in various sectors and so on.
Moreover, the sitvation arose where there was vholesale indugtrial
dislocation and where the general level of wage increases was, say
twice what could be congidered reasonable =~ In the extreme cases,
in other words =~ one might have to step in and do something about
this. However, wage wesgtraintve should not be one of the basic planks
of a policy of price control in a situwetion where wages are demon-
strably, or vhere to the beat of one's empirical evidence, wages do

not eppear to be gignificant.

emine all the theoretical concepts available and then see to what
extent we can dray the line in applying these concepts to our own
gitvations. IHe thought that the »naper vges ag a basis of analysis,
the oclasgical and neo-clagsicel theories, and in no way attempted 0

look at some of the socialist theories as far as price determination

is concerned, Perhaps it would have been useful if the author had
examined the whole concept of the labour theory of value,.the. ques-

tiong of prices and the satisfaction of demand, the inter-industry

relationships -~ particuvlarly, in terms of input-output analysis -~
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and the whole concept of alienation of the workers.

2

far%iculaxly as fgr ag. his analiysis with respect to wages is
concerned, perhaps 1 he had looked at the concept of alienation,
he might have been able to draw some conclusiong with respect to -
wages and the activities of Trade Unions. Perhaps, when we look
at page 51 and we gee the differences of that dotted line, it will
rplain the importance of considering other variables ~ the vhole
cvestion of profit mark-ups. lir. i‘usustin observed thet the author
avolded the latier issue as well as the effect of taxation on
orices wiich was mentioned by ¥r, Jones-Hendrickson, His neglect
of those factors shows +the importance of a simultaneous model in-
vhich those variables muat be taken into account in leoking at price
determination,

Pinally, Hr. jugustin said that as political economists, it is_
necegsary for vs to come out with certein recommendations with res-

pect to policies. He found the paper deficient in this respect.

"

tlenhertz for a very percepitiva and
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informative paper. Referring to the example of the coconut vendor
cited by the Central Bank of Trinidad and Tobago, he argued that
vhat really permits the coconut vendor to increase his price, is”
not so much that his cozt has gone vp. I thought that might be his
motivating factor. The basic reason is when prices all arxound him
rige, there is a gregter effective demand merely bhecause prices have
gone up, and t@erefora,glasticity of demand for his coconut changes.
So that‘whep_ﬁhe vendor inecreases his price, he is in effect react~

ing to those changes in -demand conditions. & - - S
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Iire Bolssiere also shared ithe concerns which Ir, Jones-.
ﬁendriokson expressed with respect fo the methodological ghort-
conings of the paper. Iy not uvging simultaneous equations esti-
mation techniques as opposed to the single eguations, the author
arrvived at some conclusiong which are not supported by the actual
date in the bables presented. For instance, Table 1 shows that
the rate of inflation was highest between the period 1572-1974,
Table 2 also suggests that Jemaica {which has shifted its imporis
from the Tnited Xingdom to the United States duvring that period)
had a very high rate of inflation, so that some of the price in-
creades in Jamedica may h;ve resulted from the prices importa, the
levels of imports, and the shifis to the United States.

Again Table 5 ghows that while wages maintained ite share in
3.D,P., corporate profits increaged itg share Quring that period
consideradly from 9% to 21%. Sumerficially at least, the data
suggesta that the corporate profits and the degire to maintain and
increase the rate of increase profits during the inflationary period

i

is ‘he major contrivuting factor. Finally, Mr. Bolssiere asked
Dr. Manhertz vhati ave the implications of his paper for policy pur-
poses, in view of many Caribbean Governments'! expressed desires, at

thig period in time, of an incomes policy.

Dr, Monhertz in reply expressed hig gratitude for the several

comments rade, He dealt with-a few points. First, the guestion of
nethodology and the analytical approach involved.
The primary discussant had obmerved that the paper downplays

the classical approach to price formation, but reverts to it in the
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analyeis and did not fully analyse the market princinvle., Dr. Man-~
hervz fej1rdea the participeants that in his concluding statements,

he n“de the po t that 1f one wants to come up with ieaningfuiJBet
of pdlicy parameters, it is veeful to look at the price formation
process at the 1e§e1-of the Tirm which oanrrnly be done by ééfually
asgembling data, exanining whai are the pvrime forces behind deci
sion making ath fhé level of the firm aand why prices move? He would
agree ‘that it ia inporitant thet one examines the information at
éhat level,

Several commentators had made veference to the guestion of

completeneas of the exercise ags regards the simultanecouvs eguation

syatem, and further, +the primory disougsant made reference to the

-
S

vee of a ayatem of difference ernuvations in order to capture lags
and leads effects or lags and leads condit ions. Dr, Vanhertsz
staved that, thouzh it ié.good ana it is very elegant to un&éffake
thege exercigeg, thers are certain problems - problems relati rg
to the quality of the dadta, and a m»umher of othexr statisticalﬁprbb-
lemg -~ with which one wourld bhave %o deal, in order to make thése
ather elegant exercises meaningfwl and practicable. Ih'%erﬁs of
get%ing an operationsl exercise at thig point, the poox quali%y'of‘
the date which we have ava llable to ue prohibits that degree of
rigovr’ and elegance, Yet, the poor guality of data. should not pre~
vent one from taking some firvst gtep in thie regard.  Secondly, the
primary discussant stzgested that one problem in the Caribbean is

that the wage-rate nisht be greater than the merginal prodvet of

labour because Wage-rates are bid up by what happens outside ‘of Carib-
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bean economies, The guestion is, whalt ought to be done 6’ ensure
that this is not  the case,
Thirdly, Dr. Odle guestioned the use of marginal-anélyéis.
by, Hanhertz said that he did not believe the concept éf'ﬁéving'J
your vage rate being at least egual to your marginal product of -
lebour is inconsistent with any kind of socialist philosophy. The
problem, he suspected, ils how does one really weasure the produc-
tivity of a worker in the system; who happens to be receiying'less
than the average wage. It might be that he is discriminated againss,
If & worker enjoys a very low wage rate, or if an iﬁdustry=enjoys
a very low wage rate, it could be the reflection of two things:
{2) +that the worker's marginal product is very low' =
and that would be consistent irrespective_oi.whqt—
ever syatem:
(v) his marginal output is lerger than what it is
assessced to be, and he is therefore being under-
paid,.
It is 28 siuple ag that, But it is certainly not right ko suggest
+that one should not use the concept of marginality in assessing what-
wage-ﬁates are suppose@,to Ye in any system. Epurtply, Dz, Manhertz
stated his example of the cononult vendor was intendeg_to make the
argument thet in wmany cases profit-takers attributgf§r-try to use
changes in price levela -~ though irreleyant;to their situation -
directly to increase price levels, and,thgxefgre use that route %o

increase the levels of profits.



Finally, on the qguesiion of the policy conclugions of'hisns%u‘j,
Dr, Hanhertz said that though empirically o very clear relati 6nship
night not be -observed because of historical -factors, it would-.He
irregponsible to disregard that perticular variable which:ig. mtatis-
tically significant bult which might not show up ag a main contribux
tor historically. In the context -of an incomes policies, one-thas to
examine the movements or the effects of all inputs (profits, wages,
dividends, etc,) and to set guridelines on these, The guidélines
which are set might be of a long term natuwre or a short term é@ature,
But, it is important that 2ll of these variables must be examined in
detail. Tinally, Dr. uanherts asked v, Jones-Hendrickson to oclari-

fy his point about the effects of profits Tazation on prices.

£

p, JoneswHendrickson stated that he vas suggesting that a

firm can pass on axn anticipated or an actual increase in taXes on
profits on o consumerg by charging higher prices. One shouid there~
fore examine the behaviour of taxes over time to see whether they
have had an inflationary affect.

Dr, iienhertz in responsc spid that a sybtem that eﬁcbu:é'géé}
the passiag on of 1qcreased taxes throvgh prlces to the consumers,
ig in effect a very inefficient s*steh.t If profits are éta%é&{a% o
a certain level, and cunnot be 1ﬂcreased i.a. the firm caﬂnot bea
come more efficient, the tax will 'in effect reduce pOSt-tax %i%fits.
Since the firm wante to maintain tha 1eve1 of post nroflbs, wﬁlch )
ig eithew distributed or ploughed back, it slmplv marks up %he prlce.
In his view, this isg not the kind of adjustment any responSlble %ax

authority should encourage, It shovld either vreduce the level of
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post tax profits, and met price guidelines so that tax increases
are not passed on to the consumer, or, it should proceed direcily
to tax ‘the consumer, wather than heving the firm pass it on. In
fact, whai might very well happen is that the amount which is
pagged on in berms of nrices might be far in excese of the amount
which is paid in taxes. So that the firm ends up with & higher

profit after a1l is said and done.

The Cheirman then thanked the discussants and coacluded the

segsion.



