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Stagflation and Shortageflation: A Comparative Approach
GRZEGORZ W. KOLODKO and WALTER W. MCMAHON'

Contemporary inflation is a worldwide phenomenon in the sense thatutspdut in
different forms, in western market economies and socialist ceanditike. The worldwide
character of modern inflation is also revealed in its international trarisniiss

This paper gives primary attention to the basic differences anithisties between
inflation in highly developed largely capitalistic market econ@ngenerally those of the
western nations, and in centrally planned economies (CPE’s)asithose of the eastern
European socialist countries. In the case of the market economiaspimfs more open, in
the sense that prices generally rise until they almost exaeedw equilibrium level,
eventually restrained by excess supplies in some products and labatsna combination
that is well known as stagflation. On the other hand, in the saaalisitries it is generally
believed that inflation is virtually always parthepressel In these centrally planned
economies there is also not a fully efficient mechanism balartbmgjuantities demanded
with the quantities supplied. As a consequence the usual administatitr@al control of
prices of many commodities frequently amounts to periodic pricepgufor some
commodities, but a continued repression of the price rise for the ath@ts is indispensable
for reaching a price equilibrium. There remains an overall uaeshkeffective demand and
shortages of many commodities, a combination which we will deheee to be
'shortageflation’'.

There is a large literature on repressed inflation in Soyjet economies. nuti's [1986]
paper on 'Hidden and Repressed Inflation in Soviet-Type Economiesxdmple, contains
nearly a hundred references. But the rather remarkable 'miremefranalogies between
stagflation and shortageflation have not been developed elsewhere, nibre hasalytical
concept of an unhappiness index applicable to each. Such an index is aom@rehensive
basis for comparisons than are inflation rates alone, sincattee do not reveal the partial
repression of inflation in some countries, much less the problathsshortages and with
unemployment that also need to be reflected in a somewha& coonprehensive welfare
index.

There is some literature that takes exception to the existdnepressed inflation in
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Soviet-type economies, as well as to the related position that we take in thithpapathout
rationing, this leads to chronic shortages. fortes and winter [1978,1980}sdéothexample.
But while estimates of consumer demand and savings functions in §meetconomies are
of interest in their own right, it is not clear that this isudficient basis for refuting evidence
of shortages and low-supply response, particularly in food and agresuéiufairly widely
recognized phenomenon in African as well as Eastern European count@@y event, this
denial of the existence of repressed inflation and shortages is clearly aotséream view. It
also overlooks some of the more dramatic recent evidence in Polarekafomple, of long
queues and bare shelves in shopping for butter, fish, meat, and afiles.sit takes 12 years
to get most apartments, and 5-6 years to get a car by those who have the pupchasing

In the sections that follow, we will develop three aspdeitst, we will develop how
stagflation is analogous to shortageflation, which is its neatomimage in the socialist
countries.Secondwe will consider the similar pressures or sources that gseetd each.
Third, since comparing either inflation rates, unemployment rates, oraglsrin isolation is
relatively meaningless, we will then seek to find a conceptaamhdwork for a common
denominator that can be used for intersystem comparisons. A f@vafproximation' misery
indices are offered. But an empirical survey collecting detailata in the many eastern
European socialist economies is beyond our scope and is not thehmainof this paper.
Finally, we will turn to some of the implications for economidogéhcy, in both types of
economies. These include effects on incentives, on labor productivity, oiplayenent, on
the efficiency of resource allocation, and on growth.

. THE BASIC ANALOGY BETWEEN STAGFLATION AND SHORTAGEFLATION

A fundamental feature on which we propose to focus is that pai@esiot perfectly
flexible either in western economies, where some are subsidizettlyr inflexible for other
reasons - at least in the short run - or in the socialist ecosomtfiere they are centrally
planned and adjusted only infrequently. Markets therefore are nocengauilibrium in the
short run in either type of economy.

In western economies, product and labor surpluses appear. Agatpltices are held
above their equilibrium level for example by government agricdlioriae supports in the
United States, the European Common Market, and many other wesitatries Surpluses of
wheat, butter, cheese, tobacco, corn, and other supported commodities agdébu the
warehouses. In markets for manufactured goods, where suppliera dageee of monopoly
power, such as in electric and gas utilities in the US, inesdaorables, and certainly in
markets dominated by international cartels, inventories peasigrrices are held somewhat
above a purely competitive equilibrium. In labor markets, whethee thee errors and
misperceptions in planning, as the new classical economists would,havminimum wage
laws, multiple year labor contracts, instinctive resistence itggbheade worse off, unions, or
other sources of delay as other economists would conclude, wages drdlynéiexible
downward and periods of unemployment are apparent. In contrast, lgemiained
economies typically holdlown prices, especially of food and other necessities. The Soviet
Union, for example, is proud of the fact that the price of food has netaised since 1957. In
Poland, although there have been periodic jumps, there have also been riodg pe
between where the consumer prices have been held at stabkt &owler levels than is
consistent with the purchasing power available. The result isssgutenflation, unsatisfied
excess demand, and persistent shortages.



Stagflation and shortageflation are illustratedFigure 1in our new basic analogy.
Various rates of stagflation, defined as combinations of inflatioruasthployment rates, are
shown by the modified phillips curves on the right. Various rates otagjedtation, defined
here as simply various repressed inflation rates and the sihe shortages to which each is
related are illustrated by the analogous shortageflation cdreeem to the left inFigure 1.
The short run curves are shown as shifting, generating the rlange phillips and
shortageflation curves respectively. The discussion that follows apesvghe underlying
sources that shift these curves within the context of the wage-@gications that deal with
the dynamic rates of change with respect to time. But aptiig the basic comparison is that
all points on both SR and LR curves involve the coexistence of sontey@asnount of both
inflation and either unemployment, or shortages, characteristic tagflation and
shortageflation respectively.

The given overall level of excess aggregate demand in sodalistries shifting the
short run curves upward can be due to oil price shocks as well agdopublic investment,
defense, and social service efforts that are not fully fircaméth turnover and income taxes.
The same phenomena have occurred in the western ecohdBuies the socialist countries,
governmental repression of the inflation rate means that prizeotgerform its normal
rationing function, and the result is larger shortages and lgugeres. Other things the same,
the wider the deviation of prices from the equilibrium price the lotige queues. In the
western economies, rather than wage controls and rationing, the egpomgh inflation
rates has been tighter monetary policies followed by unemglotyend unsold durable goods
inventories -surpluses in factor and products markets rather thaagd®rin both cases the
inflation rate acts temporarily as a tax, albeit a somewhat cruel pridicas one.

* Repressed inflation has not been common in théewesconomies except in extreme cases such asiit\W
War Il and the years immediately following the wa@n repressed inflation under capitalism see HjtRg7],
Paish [1953] and Charles-Worth [1955]. On inflationhe LDC's see Cline [1981].



Figure 1
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[I. SOURCESOF SHORTAGEFLATION AND STAGFLATION

The sources of shortageflation will be considered first, followedahyore formal
analysis of the wage-price interaction process and sourcsfisfin the generalized phillips
curves for both types of economies. The shortage-inflation traderofhortageflation
economies explains the slope of the short run shortageflation car#égurel. This slope
then becomes the first parameter in a set of wage-price egsiati the subsequent more
formal analysis. The wage-price equations then explain shifteigtiort run stagflation and
shortageflation curves and the generation in the longer run geedralillips curves in
Figure 1.

1. Shortageflation

The fundamental feature of an inflation under socialism is it cheracter. On one
hand inflation is revealed in the 'classic' way, i.e., through arrigee price level, and on the
other hand, through additional unsatisfied excess demand which retgedlsin market
shortages and hence in continuing market disequilibrium. (See Kolodko [1988], déind for
an opposing view see Portes and Winter [1978, 1980].) The more or Issmpeat existence
of the unspent idle money and savings account balances somewhlabs&eart the US at the
end of World War Il is a persistent tendency toward excessmikarad a repression of the
potentially inflationary price increases. The consequence faxdbeomy is chronishortage
which then leads to inefficient resource allocation and other problems.



2. The effects of repression of inflation

Although holding prices down is intended to encourage investment andlabe
incentives, the result of the shortages and other problems is to rédue#fectiveness of
investment and reduce labor productivity, which in turn finglbpvseconomic growth as has
been developed by Wove [1981]. Under the circumstances of repressednirdteces do not
reflect relative scarcities. In most cases they are etodrs the basis of the relation between
supply and demand but on a cost-based reimbursement basis, or cost-jgs @ricthis
basis the price structure is distorted away from one whiclectsflthe resource costs of
production and relative demands for their alternate uses, and thettefopeice signals are
false. In such a situation the allocation of factors - both of dapithlabor - is far away from
an optimal allocation. Eventually this leads to reduced economic efficiency.

The repression of the inflation also can affect labor productivity tivefya The
shortage is accompanied by a set of negative phenomena in thenrbketiveen the market
and households, for example. The waste of time standing in long lmesd fsubstitution of
products, involuntary savings, administrative rationing of goods in shortyswgm bribery
unequivocally affect household satisfaction and labor productivity in a negative way.

Therefore, what are theeal reasons for repressing inflation in the centrally planned
economies, since the intended results do not seem to respond to Malitgh indicate two
essential reasons: one is economic and the other political. Thec&egneic reason is an
excess investment demand, which then leads to excess aggregatedd&ornai [1982, p.
53] has observed that:

The volume of investment does not depend on thenéial state of the firms' sector, its present
and future profits, accumulated or additional sgsinthe condition of the state budget, or (the
constraint of) expected sales. It would be a méestakomit these factors from a growth model of a
capitalist economy - just as it would be a mistédenclude them in the present model (of a
socialist economy)."'

As a consequence the expansion drive causes many bottlenecks, disiequahd
chronic shortages. The purchasing power generated by this invegteseits in excess
demand, and price controls and shortages of consumer goods follow asdheedirk of the
repression of the resulting inflation.

The key political reason for this continuing use of repressediorfldies not in its
popularity since no government relishes shortages and dissatisfiedrs: But it lies in the
conviction in West and East alike that government is better and effaient if the rate of
price growth is lower. There is a long term force of habit inGR&'s of a relatively stable
price level, and there are large reactions when discrete ghniemeges are made. This key
reason for repressing inflation links to a deep conviction that the [@vel does not depend
on production costs and market relations, but on 'good’ or 'ill' behavieniratplanning by
the State. This is not surprising since the basic responsifolitprice formulation is not
diffused but concentrated at the central level, i.e., in the hantiseoState. Therefore a
government is always under political pressure not to pass the price increasgh.thr

These considerations lead to the interesting conclusion that theneeisf repressed
inflation, excess demand, and shortages are possible in an econontha@ygm monetary

® The inflation also reflects various political asfse so the complete explanation of this complitateocess on
a purely economic basis is simply impossible. &&enstance, Hankel and Issak [1983].



policy does not perform an active role. In a centrally planned ecortteng is no monetary
policy as it is known in the West. Instead the supply of moneyHerfirms' sector is
automatically adjusted to the uses for funds for transactions. §huei firms' expenditures
are constrained by thehysicalquantities of inputs supplied, not by interest costs or by the
effective demand for output. The financial flows adjust to theseprealuction processes -
not the contrary. The financial resources for effective demaddfee interest rates charged
for funds arenot a constraint, and the inputs and physical commodities - on the otigtr ha
are scarce.

To explain the slope upward to the right of the shortageflatiomecin Figure Ia,
starting with a given level of excess demand, due in part to publestment demand,
defense, and/or welfare programs, increased prices for consumptids gct partly as a tax,
partly as a rationing device, and partly as an incentive t@aser supplies, all of which
operate to reduce the excess quantities demanded. Conversdigr fepression of price
increases without rationing moves the short run tradeoff downward dhd keft, increasing
the quantities demanded, but not the supplies, and hence increasing the shortages.

3. Conflicting Viewpoints

Kornai [1980, p. 498] tries to discount this inflation-shortage trade-off, suggesting tha

There is a causal relationship in one directiom $ihortage strengthens the tendency towards
(upward) price drift. But there is no casual r@aship in the opposite direction (...). A constant
price level, a fall in price, and a rise in pricee aequally compatible with the permanent
maintenance of the normal intensity of shortagernioof shortage are not eternal, but no price
change, in either direction can on its own altenthin the long run.’

But are the price elasticities of demand on supply both zerat&idg in the short run
there is the possibility of choosing higher relative consumption goodsspand lesser
consumption goods shortages. In the longer run, under socialism, just akét economies,
any such rise in the price level implies expectations thadbwgt in, and a wage increase that
supports further inflation. Since prices go up faster than real oqutpat long run
shortageflation curvéFigure la) also becomes almost completely vertical. Therefore, in the
longer run, some shortage persists (a mirror image of Friednmaormal’ rate of
unemployment in the West). It is in this sense that we refer to the conditidmascc

[ll. UNDERLYING SOURCESOF STAGFLATION AND SHORTAGEFLATION

To analyze the sources ghiftsin the short run generalized phillips curves illustrated in
Figure 1,a set of structural wage-price equations such as those shown bedqwations (I)-
(5) deal with the wage-price interaction process. All \deis are the same for either market
or centrally planned economies except the interpretation ofrtdtigts gap, (Yp-Y)/Y, and
factor gap, U, terms. In market economies, the products gap, which ynpeaads registers
slack demand or surplus inventories at existing prices is usuafgured by use of Okun's
law [equation (3) below]. In centrally planned economies, the faetprs usually assumed to
be zero, and the products gap becomes a negative excess supply, atd beedsasured as
a weighted average of the shortages, unfilled orders, or queues in various produdts marke

Official statistics are not collected on these shortages or gudeu¢he seven socialist
countries considered in this paper, so it is not possible for us toaéstthis system of
equations for the centrally planned economies. We must limit the scope ofptbisiperefore
to its focus on developing the theory, to presentation of simultaneousoegestimates of



equations (I)-(4) for the US and for the OECD countries, to prasamtaf the rates of
inflation in the CPE countries, and finally to a conceptual method &gt approximation of
the rates of shortage and the rates of shortageflation in the eastern Ewapeaes.

1. A structural analysis of sources of stagflation and shortageflation

Equation (1) below shows the price equation, equation (2) is the wpgsian,
equation (3) is okun's law, equation (4) lets expectations get fullyibuand equation (5) is
the resulting reduced form solution for this wage-price-empémnsector or modified
phillips equation btained by combining equations (1)-(4). Equation (#@rg¢es the 'modified’
phillips curves that have been illustratedrigure 1.

Y-X Bi,ps <0
P =Pi(— ) +B2w +Bs(y-n) + Baps - m
p P2,Bs >0
=<0
w =(U) + oz + a3(y-n) i (2)
Oy, 0 > 0
(Yo-Y)/Y, =vo(U) Yo >0 (3)
= 0gp o =1 (4)
Bive + Baoty Bs + Paots ! B
P=T R D+ TBm, O™+ 1p,q, PP ®)
where:
p = the price inflation rate,
w = the wage inflation rate, here the hourly wage increase in manurfiggtur

Y =real GDP, and Y= potential GDP, so that £YY)/Y p = the products market gap. This
IS negative in socialist economies in the sense that effedtineand (Y) exceeds potential
output, and is positive in most years in market economies,

(y-n) = labor productivity growth, measured here as the percent eharrgal GDP(y) less
the percent change in employment (n),

Pe = the percent change in energy and/or import prices,
U  =unemployment, and
T = the expected inflation rate. All other terms are parameters.

In socialist economies, Okun's law would be revised eliminating theyplogment
term and replacing the products market gap with a measure cagdmrie.g., (¥Y)/Y<0.
Then all the short run Phillips curves and shortageflation curvegealrated by equations
()-(5) so long as@< 1. But even in the long run witly a 1, since (Jis known to be close to
one, and ato be significantly less than one by most econometric egsn@eeTlable 1
below, for example, as well as Goodman and McMahon [1979], Paldam [1980]ahdciV
[1987] and Eckstein and Girola [1978]), the longer run empirically relé®hiiiips curve is
not vertical but is steeper than the short run Phillips curveb@asn inFigure |. Furthermore,
since the absolute value of the negative parameiés (8rger than the absolute value ettp
in the empirical estimates for the US showi able 1,faster productivity growth will help to
shift the short (and long run) Phillips curves downward. By analaagterf productivity
growth would shift the shortageflation curves downward, and vice versa.



Table 1Empirical estimates of sources of stagflation: US, and OECD Nations
Two-stage least squares-simultaneous equation estimates

For the United State<952-1983, McMAHON

(la)p = -0.036 + 0154 + 129w + 0.05pE - 0.25 (y-n) DW = 1.76
(-2.52) (0.78) (6.15) (2.63) (-1.79) 2R= 0.91
(2a)w = 0.089 - 067U + 0.27p + 0.05 (y-n) DW = 2.01
(6.37) (-4.30) (4.74) (0.88) R= 0.90

For 13 market economietinweighted averages of estimates for 13 OECD cms;tt953-1972, Paldam [1980,
p. 229]

(Ib)p = 1.52 - 0.61y + 0.36w + 0.19pE DwW = 1.85

(4) (4) (11) ()
3.34 - 050U + 047p + 057z DW = 1.92

(7) (6) (5) (7)

(2b)w

t-statistics in parenthesis for equations (la) €&®). The number of OECD countries out of 13 foichteach t-
statistic is significant is shown in parenthesdswesquations (Ib) and (2b).

! Definitions of all variablesappear in the text except: z = the average unweigpercentage change in the
internal nominal wage rate in other countries. Bald [1980, p. 227] 'Z' is 'a link in wages amongrtries
influencing p through the cross-term (in equatib)i. |

2 Annual data from th@resident's Economic RepoBgbruary 1986.2SLS estimates are corrected foriljess
bias due to first order social correlation in tlsiduals. See also earlier work by Goodman and Movia
[1979] and by Bruno and Sachs [1985].

Estimates of these equations containing estimates of the eshgigaificance of each
source of shifts in the short run Phillips curves in western rhad@omies are presented in
Table 1.

In the market economies, the negative coefficient for the firslla on the right in the
wage equation indicates that surpluses in the factor markatsmestige inflation and hence
price inflation through the wage term in the price equation. him ¢entrally planned
economies, although the same sources can contribute to inflatioes¢edemand, wage
pressures, oil price shocks, in this case to earn foreign exchamgjeslower productivity
growth), repression of consumer price increases contributes ttistisdademand at that
price level. The line of causation is not necessarily two wayger excess demand may or
may not cause greater repression of prices, but clearly gregi@ssion of prices causes
larger unsatisfied demand.

IV. A MISERY INDEX FOR COMPARISONS OF STAGFLATIOW AND
SHORTAGEFLATION

Another interesting kind of comparison can be made by comparing thdiafa
‘'unhappiness index' for western market economies, which is mheegum of the inflation
rate and the unemployment rate, with an analogous misery aotesisting of the sum of the
overall rate of shortage and the residual open inflation rate in each socialist gconom

Is it justified to identify shortages only with repressed iidlat or should the hidden
costs of the shortages also be counted and added to the (represssdinpome kind of a
welfare (or misery) index ? To the extent that a shortagaspe the actual real prices of the
goods in short supply are higher than timeameyprices because the situation is accompanied
by the queuing costs born for purchase of particular goods thdiecareasured itost job
time (during which time a real wage that should be added to the npoiveycould have been
earned), plus the value of ldsisure timewhich is wasted during the search. The repressed



inflation - even under a hypothetical situation of totally congbaices - therefore is attended
by a depreciation of the value of money not because each unit of nalhgyurchase a
smaller quantity of goods, but instead because there is the cenmppaissibility of spending
part of one's disposable income.

In sum, the repression of price increases does not eliminateosite af inflation,
including the sporadic price increases that are not repressetime-costs of queuing, the
redistribution of income and wealth, and the depreciation of money setige that it cannot
buy goods.

Table 2,Inflation, unemployment and stagflation rates in
Western market economies 1984 and 1980-1984 average

Inflation raté  Unemployme  Stagflation Rank of stagflation
nt rate rate 1984 1980-1984
Italy 1984 10.7 10.4 211 1
1980-1984 16.4 9.0 254 1
France 1984 7.4 10.0 17.4 4
1980-1984 11.2 8.2 19.4 2
Other industrial countri84984 6.5 11.4 17.9 2
1980-1984 8.9 9.2 18.1 4
Great Britain 1984 5.0 12.7 17.7 3
1980-1984 6.0 10.6 16.6 5
Canada 1984 4.4 11.3 15.7 5
1980-1984 8.7 9.9 18.6 3
USA 1984 4.3 7.5 11.8 6
1980-1984 7.5 8.3 15.8 6
West Germany 1984 24 8.1 10.5 7
1980-1984 4.5 6.3 10.8 7
Japan 1984 2.2 2.7 4.9 8
1980-1984 3.9 2.4 6.3 8

Source: World Economic Outloolkternational Monetary Fund, Washington, D.C., Apé85, pp.209, 213.
& Consumer Price Index.

® Composites of the country groups are in the reieparcentages for each country weighted by theageedollar
value of that country's GNP over the precedingelyears.

1. The rate of stagflation in the west

For western market economies, the inflation rate, the unemployatenand their sum
in an unhappiness index, stagflation rateare shown in columns 1, 2, and 3Ta@ble 2.The
countries are ranked by the size of their inflation rate in 19&hawn in the first column.
The highest stagflation rates for the 1980-1984 period as a whadeewan the last column
on the right to occur in Italy, France and Canada, whereas tlestlatagflation rates are
found in Japan, West Germany, and the US.

2. The rate of shortageflation in the CPE's

For the centrally planned economies, a new misery index which Weefer to as an
analogougate of shortageflatiortan be developed theoretically. It is simply the sum of the
rate of the residual open inflation plus the rate of shortage.



To construct this, although theoretical disequilibrium models dealitigtire repressed
inflation in centrally planned economies have been estimated (seexdmple, Howard
[1976b, 1979], Katz [1979] and Pickersgill [1980], they do not produce an estohahe
magnitude of the shortages for the countries under discussion). lbgteca of consistent
direct measures which as mentioned above are impossible to sédarppssible to use
unspent money balances to develop a reasorfabteapproximationof the size of the
shortage in each country. These are consistent with observationdarigtie of waiting time
for an apartment in each country (in Poland about 12 years for exafopla)car (about ten
years in Romania for example), and queuing time for food andestaplreported in surveys
of housewives. This estimate of the rate of shortage deducts thef shenstock of savings
held for retirement and of liquid asset balances held for traosaend precautionary
purposes from the population's total liquid asset balances:

_Ru—(5:.+T)
¥ (6)

where gy = the rate of shortage, expressed as a fraction of GNP, (Y),
Rm = population's total liquid asset balances,
S/ = financial assets other than money and savings accounts, assub®d to
held largely for retirement,
T, = money and savings account balances desired for transaction, and
precautionary (and speculative) purposes.

TsH

To illustrate for Poland, of the total liquid asset balances innwol1l oftables,the
desired fraction Sassumes that longer term liquid assets in Pension funds and theeliak
desired for retirement. With respect to the desired shorter teomey and near money
balances, T we assume that special-purpose and longer-term savings deypesitsired for
transactions and precautionary purposes as are one-third of alhdleleposits. This one-
third held for transactions is an amount equal to the average wieekiye earned in the
three major groups of the population times the length of their regpqualy periods. The
length of the pay period is two weeks for wage earners and-beciafit recipients, and six
weeks for private farms and private businesses [Kolodko, 1985]. Eketmsces then are
compulsory due to the shortages and are simply the differencedretatal demand deposits
and that part desired for transactions and precautionary purposes as indicated above.

Table3Population's liquid assets, inflationary overhang,
and the rate of shortage in Poland in 1982-1986 (in billion of zlotys)

Year Population's  Financial Money balances Inflationary Households' Rate of
total liquid assets other held for overhang total demand shortage
assets than money transactions and
precautionary
purposes
Rm S T Rn-(S + Y Rn-(S+T)
T) Y
1982 1445 658 540 247 3293 7.5
1983 1739 804 656 279 4083 6.8
1984 2024 946 770 308 4848 6.4
1985 2650 1316 965 369 5987 6.2
1986 3270 1727 1074 469 7005 6.7

Source: Total Liquid Assets (R Longer Term Pension Funds(Sand Demand Deposits (one-third of which are
shown) are data published by the National Bankaddufd.
2 Preliminary estimate.




Table4 Rate of inflation and the estimated rate of shortage in socialist countries {A9®¥ 7

Country 1977 1978 1979 1980 1981 1982 1983 1984 erdge
rate

Bulgaria Inflation 1 1 5 14 0 1 3 1 3.2
Shortage 4 4 3 3 3 4 3 4 3.5
Czechoslovakia Inflation 2 2 4 2 1 4 1 1 2.1
Shortage 3 3 3 3 3 3 3 3 3.0

East Germany Inflation 0 0 0 1 0 0 0 0 0.1
Shortage 3 3 3 3 3 3 3 3 3.0

Hungary Inflation 4 5 10 9 5 7 7 8 6.8
Shortage 2 2 2 2 2 2 2 2 2.0

Poland Inflation 6 8 7 9 21 101 20 15 23.4
Shortage 2 3 4 6 12 8 7 6 6.0

Romania Inflation 1 1 1 2 2 17 5 8 4.6
Shortage 4 4 4 4 4 2 3 4 3.6

Soviet Union Inflation 0 1 1 1 1 4 1 -1 1.0
Shortage 4 3.6

Sources:Inflation: 'Rocznik Statystyczny' (‘Statistical ¥baok'), GUS, Warszawa, various issues, and the
national statistical yearbooks of each of the otmemtries.

Shortages (by the method shownTiable3): Monetary data for Poland and Hungahyternational Monetary
Statistics,IMF various issues, and for other countries fromouss issues of th&tatistical Yearbook of the
Member Countries of the Council of Mutual EconoAssistancepublished only in Russian, &aticheskoj
Jezegodnik Stran Chlenow Sovieta EkonomicheskojinMdpamosti[1985, p. 70]. These sources are
supplemented by central bank data, and confirmesl t®mprehensively by observations during visits to
these countries during 1984.

This estimate of the rate of shortages in Polandahble 3then is shown inrable 4,
together with estimates for each of the other CPE countriedaffbeuse the same method as
that shown for Poland in equation (8) andTable 3.These have been cross checked with
observations of shortages during visits to all of these countri&®loglko in 1984. Data on
liquid assets and demand deposits for Poland and Hungary, the only twooGRtEes that
are members of the International Monetary Fund, are frdernational Monetary Statistics
various issues, published by the IMF, supplemented by data publishedirimadtienal
statistical yearbooks and by data obtained from their centridsb&onetary data for the
other CPE countries is from ti8tatistical Yearbook of the Member Countries of the Council
of Mutual Economic Assistancghich is published only in Russian.

The rates of shortage that result for each country in eachsysglaown inTable 4.They
suggest that the shortages are largest for the 1977-1984 period as a whole in Poland,Rom
and the Soviet Union, and the smallest in Hungary.



Table 5Average rate of shortageflation in socialist countries in 1977-1984

Country Shortageflation rate
Bulgaria 6.9
Czechoslovakia 5.1
East Germany 3.1
Hungary 8.9
Poland 29.4
Romania 8.3
Soviet Union 4.6

Source:Sum of elements iable 4.

3. The shortageflation rate

Adding the inflation and shortage rates fréable 4,the shortageflation rates for these
socialist countries are shown Trable 5.The rate of open inflation is the official price index.
It is very likely that actual rates of inflation are sligtitigher than those shown in the official
indices. Adirim [1983] believes that the rate of open inflation in $dvi@on over the last
thirty years has been 2-3% per year. The other studies - fanaesHoward [1976a], Steiner
[1982] and Wiles [1982] - also estimate the rate of open inflaibA-2 percentage points
higher than the official data. Although the results of theirnmesttts are not directly
comparable since they have been calculated by various methods, ugngntifiata and
considering different composition of consumer goods and services, wealilte that the
official indices somewhat understate the true rate espetidBylgaria, Czechoslovakia, East
Germany, Romania, and the Soviet Union. Hence the resshimgageflation ratein Table
5 will be underestimated by 1-3 percentpgints for thesecountries.

The most acute rates of shortageflation based on these estameated’oland, followed
by Hungary, Romania, and Bulgaria. East Germany has had both a lowk offlation rate
and a relatively lower rate of shortage than most of the othergarynhowever, has had
considerably less acute shortages, although this has been accompaaiddghgr rate of
open inflation.

Comparing these shortageflation rates to the stagflation satesn inTable 2 for the
western market economies is interesting, if the appropriateficatibns are stressed. To
compare open inflation rates alone, or unemployment rates aloady é¢emisleading since
it ignores the understatement in the official price indices inGQR&'s and also ignores the
effects of the shortages. Mable 2,ltaly had the worst average stagflation rate (25.4%),
somewhat comparable to Poland's shortageflation rate in thenebable 5(29.4%). West
Germany had the best stagflation rate (10.8%lahle 2,most comparable to the relatively
lower rates of shortageflation ifable 5for East Germany, Czechoslovakia, the USSR, or
Hungary.

V. CONCLUSIONS, AND SOME IMPLICATIONS

This paper has developed a new concept of shortageflation, explaimetidue-off as
excess investment demand generates inflation, which then is repressed ditjostertages.
Shifting short run phillips curves are generalized to apply bothagflation in western
market economies and to shortageflation in centrally planned econdmfizson is curtailed
by unemployment in the west and by repression of price isesean Eastern Europe, of
which the shortages are a symptom.



Second, this paper develops a new analysis of the more basic souicdatioh,
unemployment, and shortages. These sources are contained in the variiidesage-price
equations which are offered as a theory that will generate bothand long run generalized
phillips and shortageflation curves. New simultaneous equation estiofateese wage price
equations are presented for the US, and shown to be similar to ithatestof a similar
theoretical structure for the 13 western market economies. Boesees of stagflation are
then discussed descriptively as also being sources of shortageftathe centrally planned
economies.

The third new element developed in this paper is the concept of aynmsex or
shortageflation rate, for the centrally planned economies. THsvieloped as the simple sum
of the official inflation rate, plus a shortage index, producing a ceates total index
because there appears to be some underreporting of the truennfiat. The empirical
implementation of misery indices for stagflation and shortageflaioot the primary object
of this paper. But a stagflation index (summing inflation and unemploynier seven
western market economies and a shortageflation index (summiniglafiftation and a first
pass at a shortage index) for seven eastern European centrahedl@conomies is
constructed and shown for illustrative purposes.

Excess inflation, whatever sets it off, must of course be braugtdr control. But there
are some implications for efficiency when either unemploynnprice repression are
heavily used. Allocative inefficiency is one implication when @i@re held down, and
queuing time increases in the CPE's. Inefficiency also ie@sed by use in the west of high
agricultural price supports, import licenses conferring monopoly powervagd rigidities
that hold product and factor prices above their equilibrium in the USnatite European
Common Market countries. It is not just the queuing time, the lostijod, and the lost
leisure in the CPE's. It is also that the depression of agriaufitices for example, similar to
the pattern in Africa, does not provide the means or the incentoresgriculture to
modernize, introduce new technologies, and raise output per workelar§ingrices that are
artificially high in private or government sponsored monopoly priaingestern markets also
give incorrect signals about relative scarcities and contributgsallocation. Adverse effects
on growth can be one result.

A case can be made for curtailing inflation, as well as faking corrections to the
income distribution within market economies and socialist econoatiles But rather than
making such heavy use of the price system, there would seem tdétdrentoreans. When the
price system is not allowed to signal shortages, bottlenecksiyeeintensity of demands and
relative surpluses, there is also a price to be paid in the dbrafiocative inefficiency and
slower growth.
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SUMMARY

This paper compares inflation and unemployment in western marketeiesnwith the
repressed inflation and persistent shortages common in centralhingol economies.
Stagflation and shortageflation, the latter defined as inflatioarapanied by shortages, have
much in common, and a similar, albeit inverse, theoretical strudtw#ered. Measures of
stagflation for the western economies and development of a concé@uomedwork for
measuring shortageflation for the eastern European socialistiesuetds to a new 'misery
index' facilitating comparisons that are not as misleadingoasparison only of inflation
rates. They suggest that Italy and Poland have the most ssvappiness index, and West
Germany and East Germany have the lowest unhappiness index. fRortherhere relative
prices falil to reflect relative scarcities, then the failaf production to fully respond, and the
time and other resources wasted through queuing, gluts, and other alloeficeencies can
slow growth.

ZUSAMMENFASSUNG

In diesem Aufsatz werden Inflation und Arbeitslosigkeit in wesdic
Marktwirtschaften mit der zuriickgestauten Inflation und anhaltenden él&asgheinungen
in sozialistischen Planwirtschaften verglichen. Die Stagflatinod die Mangelflation (das
heisst Inflation von Mangelerscheinungen begleitet) haben vieleigeame Eigenschaften.
Die Bestimmung von Stagflationsraten in westlichen Marktwidfien und die Entwicklung
eines theoretischen Konzepts fir die Messung von Mangelflation omalistischen
Planwirtschaften fuhrt zu einem ,Armutsindex“. Dieser ,Armutsikideerleichtert
internationale Vergleiche und bringt bessere Ergebnisse akndigse der Inflationsraten.
Die statistische Untersuchung zeigt, dass Italien und Polen diesteéc die BRD und die
DDR die niedrigsten Unzufrie-denheitsindices haben. Es wird auchggedass wenn die
relativen Preise den relativen Knappheiten nicht entsprechen, dieréielse Reaktion der
Produktion auf Nachfragesteigerungen, die Zeitverluste durch Scktehga und sonstige
Inef-fizienzen das Wirtschaftswachstum senken kdnnen.

RESUME

Cet article compare d'une part l'inflation et le chGmageedesomies occidentales, et
d'autre part linflation contenue et les pénuries persistantes woesmaux économies
planifiées. La stagflation et la pénurieflation (définie comnmdldtion accompagnée de
pénuries) ont beaucoup en commun, et l'auteur en propose une analyse théuiigue, s
mais inverse. Il mesure la stagflation des économies occidergtla pénurieflation des
économies socialistes de I'Est. Ceci I'améne a élaborenditeddes détresses» facilitant les
comparaisons de fagon moins erronée que les comparaisons badéewsl taux d'inflation.
Ces calculs ameénent a penser que ['ltalie et la Polognénaintd de tristesse le plus fort et
que les deux Allemagnes ont l'indice de tristesse le plus fa@iblelus, quand les prix relatifs
ne peuvent plus refléter les pénuries relatives, la croissamaéengt, du fait de I'absence de
réponse de la production aux besoins, et des pertes de temps ou tkagtvesces dans les
files d'attente et autres allocations inefficaces.



