Taylor & Francis

Taylor & Francis Group

The Macroeconomics of William Vickrey

Author(s): Timothy Canova

Source: Challenge, MARCH-APRIL 1997, Vol. 40, No. 2 (MARCH-APRIL 1997), pp. 95-109
Published by: Taylor & Francis, Ltd.

Stable URL: https://www.jstor.org/stable/40721772

REFERENCES

Linked refeerences are available on JSTOR for this article:
https://www jstor.org/stable/407217727seq=1&cid=pdf-
reference#references_tab_contents

You may need to log in to JSTOR to access the linked references.

JSTOR is a not-for-profit service that helps scholars, researchers, and students discover, use, and build upon a wide
range of content in a trusted digital archive. We use information technology and tools to increase productivity and
facilitate new forms of scholarship. For more information about JSTOR, please contact support@jstor.org.

Your use of the JSTOR archive indicates your acceptance of the Terms & Conditions of Use, available at
https://about.jstor.org/terms

Taylor & Francis, Ltd. is collaborating with JSTOR to digitize, preserve and extend access to
Challenge

This content downloaded from
132.174.249.27 on Sat, 13 Jul 2024 21:48:21 UTC
All use subject to https://about.jstor.org/terms



Economic INNOVATORS

The Macroeconomics of
William Vickrey

Timothy Canova

This Nobel laureate was a fount of creative ways to
utilize markets to improve our lives. William Vickrey's
work is a testimony that economics itself is not a dead
end for social policy. Its lessons are simply not put to
imaginative use.

tional Jobs for All Coalition, a network of progressive econo-

mists, political and social scientists, and labor and
community advocacy groups committed to developing a full-
employment agenda. The coalition received some initial financial
backing from the liberal National Council of Churches and was
housed in the Interchurch Center near Columbia University,
where Vickrey was a professor emeritus and where he had
earned his Ph.D. in economics nearly fifty years earlier.

As the coalition’s first executive director, I was acutely aware
of its funding problems. Virtually ignored by organized labor,
the coalition also suffered from the normal growing pains often
associated with such a diverse group. With the announcement

In the early spring of 1995, William Vickrey joined the Na-
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Canova

in October 1996 that Vickrey had been named to share the Nobel
Prize for economics, coalition members celebrated that their full-
employment agenda would finally receive the respect and vis-
ibility it deserved. Vickrey promptly declared his intention to
use his new prestige as a platform to speak out against the bud-
get-balancing consensus, to revitalize Keynesian thinking, and
to advance the coalition’s full-employment agenda.! But only
three days later, Vickrey’s fifteen minutes of fame quickly ended
with the news of his sudden death from an apparent heart at-
tack. (On Thursday, October 10, 1996, just before midnight, he
was found slumped behind the wheel of his car.)

In choosing Vickrey to share the $1.12 million prize with Brit-
ish economist James A. Mirrlees, the Royal Swedish Academy
of Sciences noted Vickrey’s “fundamental contributions to the
economic theory of incentives,” which he had applied to the

Vickrey’s work focused on the economics of
asymmelric (or private) information—the study of
transactions in which some of the parties involved know
more than others.

areas of taxation, auction theory, and pricing. Vickrey’s work
focused on the economics of asymmetric (or private) informa-
tion—the study of transactions in which some of the parties in-
volved know more than others. He seemed continually to ask
how lawmakers could structure markets in a world of imper-
fect information to provide the proper incentives to achieve our
most important public-policy objectives.

Critics of Vickrey’s full-employment agenda have noted that
his Nobel Prize was awarded not for his progressive views on
macroeconomics but for his work done nearly three decades ago
in microeconomics. Such conclusions overlook the connection
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The Macroeconomics of William Vickrey

between Vickrey’s early theoretical work and his more recent
full-employment blueprint. Vickrey’s appreciation of incentives
was not limited to the microeconomic behavior of individuals,
but extended to corporate pricing behavior and to the macro-
economic aggregation of consumer and investor preferences. His
microeconomic insights informed and added credibility to ma-
jor features of his macroeconomic vision.

Macroeconomic Vision

In his later years, Vickrey often urged economists to see that
their overriding task was to help attain genuine full employ-
ment, which he defined as an unemployment rate, as presently
measured, between 1 and 2 percent.? He pointed out that the
official unemployment rate seriously understates the true level
of joblessness and underemployment. Mass unemployment, he
argued, remains one of the most significant contributing factors
to a wide range of “social pathologies,” including poverty,
homelessness, crime, drug abuse, divorce, domestic violence,
broken homes, racial and religious antagonisms, and neglect of
educational opportunities.’ He urged a program of what he
called “chock-full employment” to address the full range of
pressing social problems.*

Micro-solutions to unemployment, Vickrey wrote, were akin
to “moving selected individuals to the head of the queue.” He
understood, as did the great Swedish economist Gunnar Myrdal
half a century earlier, that programs such as affirmative action
were merely a panacea because they failed to reduce the num-
ber of people waiting for work. In addition, unemployment
would undermine much of the political support for affirmative
action. Likewise, Vickrey pointed out that “the shifting of in-
vestment involved in enterprise zone programs seems to result
in a geographical redistribution of unemployment rather than
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an increase in total employment.” Instead, he advocated a basic
reorientation in macroeconomic policy, starting with the neu-
tralization of monetary policy.

Vickrey considered evil the natural-rate theories of unemploy-
ment, such as the Non-Inflation Accelerating Rate of Unemploy-
ment, which condemned society to tolerate mass unemployment
to prevent price inflation. But such natural-rate theories were
premised on the assumption that the economy was already op-
erating at full capacity. Again Vickrey argued that official ca-
pacity utilization rates understated the real level of unused
industrial capacity and capital resources. Under such conditions,

According to Vickrey, there was no necessary reason for
monetary authorities to “confine their activities to the
short end of the capital market.”

greater aggregate savings would not necessarily lead to higher
levels of investment but, rather, would depress aggregate de-
mand and reduce the “incentives to invest.”

According to Vickrey, these problems were compounded by
the inflation phobia of central bankers. “Unfortunately,” he
wrote, “monetary authorities seem to be afflicted with an inher-
ent bias stemming from close association of those responsible
for monetary policy with financial interests, and their relative
remoteness from the grim realities of unemployment.” Rising
interest rates were often counterproductive because they con-
tribute to supply-side inflation. Sellers would often pass on the
increased costs of interest charges to consumers in the form of
higher prices. But Vickrey was particularly concerned with the
very high level of real inflation-adjusted interest rates and their
adverse effects on long-term private and public investment.® He
noted that “a perceived readiness to raise short-term interest
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rates, should inflation begin to threaten, is not an atmosphere
conducive to the financing of the creation of durable capital.”

The real rate of interest, which averaged less than 1 percent
on long-term government bonds from 1950 to 1980, has more
than quadrupled since. To provide an illustration of the distri-
butional consequences of this shift, a borrower of a $100,000 loan
at 1 percent real interest would pay back $134,000 over thirty
years in principal and accumulated compound interest. On the
same loan at 5 percent real interest, that same borrower would
have to repay more than $432,000 over the same period. Vickrey
was concerned that the resulting shifts in income and wealth distri-
bution have dragged down mass purchasing power and depressed
the growth in aggregate demand, production, and employment.

Many of today’s economists, influenced by rational expecta-
tion models, proclaim that the Federal Reserve cannot deliver
any long-lasting stimulus by lowering short-term interest rates.
Long-term interest rates would only rise as bondholders expect
higher inflation down the road. But, according to Vickrey, there
was no necessary reason for monetary authorities to “confine
their activities to the short end of the capital market.” The Fed-
eral Reserve has all the legal authority it needs to purchase long-
term bonds to drive down long-term interest rates as well.

Nor should the budget deficit provide adequate justification
for a tight monetary policy. An economy with an annual gross
domestic product of some $7 trillion should be able to afford a
much larger budget deficit than today. Vickrey strongly endorsed
calls for capital budgeting, to permit the federal government to
pay for long-term public investment over several years, rather
than account for such capital expenditures on a current basis.®
We would never think of shackling IBM or General Motors by
requiring the private sector to pay for its capital investment on
a current basis. This double standard highlighted the futility of
speaking about balancing public-sector budgets.
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Vickrey was quick to point out that a larger deficit may be
necessary, at least at first, to achieve full employment. The real
challenge, he said, would be in servicing the debt, but that could
be managed if the Federal Reserve pegged interest rates at low
enough levels. One need only look to the last period of genuine
full employment, the great boom of World War II, when the Fed-
eral Reserve pegged short-term interest rates at three-eighths of
one percent and long-term rates at around 2 percent. The cen-
tral bank was able to accomplish this objective through its open-
market purchases of government securities even though the
federal deficit was twenty-five times larger and the national debt
nearly twice as large as today’s deficit and debt as a percentage
of gross national product. The deficit, when wisely managed by
low-interest financing, is not an economic sin, Vickrey wrote,
but an economic necessity.

Micro-Credibility

Vickrey was recognized with a Nobel prize for his work on the
economics of incentives in asymmetric settings. Throughout the
1940s Vickrey devoted much of his attention to problems in taxa-
tion and public finance and developed a theoretical design of
an optimal tax system that would achieve the dual objectives of
equity and efficiency. His classic Agenda for Progressive Taxation
established him as a leading authority in the field, and as part
of Carl Shoup’s Tax Mission to Japan, he soon helped lay the
foundation for that country’s post-war tax structure.”

More recently, Vickrey called for abolishing the corporate in-
come tax to create greater investment incentives and for replac-
ing regressive state and local taxes with a single tax on land
values, an idea first popularized in the late nineteenth century
by Henry George.® He also opposed the present interest exemp-
tion on state and local bonds as a subsidy to upper-bracket pur-
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chasers of those bonds. Instead, he supported replacing that
exemption with a subsidy—a tax credit to maintain the value of
the bonds—which would benefit the issuers (state and local
governments) and would improve long-term investment allo-
cation. Vickrey’s views on public finance were entirely consis-
tent with the objectives and methods of the Sovereignty Loan
Proposal, a plan supported by some coalition members to have
the U.S. Treasury create and issue United States Notes (much
like Lincoln’s Greenback) in the amount of $90 billion a year for
four years to lend interest-free to state and local governments
for capital investment. Vickrey’s early achievements in the area

In a Vickrey auction, would-be buyers make sealed bids,
but the winner pays only the amount of the second-highest
bid. Everyone has an incentive to bid truthfully by
offering a price commensurate with their anticipation of
future value.

of public finance are also consistent with his more recent warn-
ings about the inequities and inefficiencies of government’s most
burdensome and insidious indirect tax: the tax on debt in the
form of higher interest rates to service these debts.

Throughout the 1960s, Vickrey was concerned with using le-
gal rules to structure private markets so that governments might
raise revenues with minimal distortion to those markets. Vickrey
recognized that many markets were imperfectly competitive,
although often for different reasons. For instance, auctions are
marked by imperfect competition because of the asymmetry in
information, while the pricing of public services and utilities
are shielded from market mechanisms because of the lack of
market competition and traditional government regulation of
so-called natural monopolies.
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Vickrey’s seminal work on auction theory in the early 1960s
provided ground-breaking insights for the practical develop-
ment of game theory.” Vickrey understood that in ordinary
sealed-bid auctions, bidders usually bid much less than they
anticipate will be necessary to win. With everyone bidding be-
low the anticipated value of the prize, the seller may not obtain
the maximum or even a fair amount. In a Vickrey auction, would-
be buyers make sealed bids, but the winner pays only the amount
of the second-highest bid. Everyone has an incentive to bid truth-
fully by offering a price commensurate with their anticipation
of future value. Under such circumstances, the prize will most
likely be awarded to the party who can make the most of it. This
type of auction allows the seller to obtain as high a price as with
any other auction. Vickrey’s ideas on auction theory have been
used by both the public and private sectors to sell everything
from bands of the broadcast spectrum to oil fields.!°

By the mid- to late 1960s, Vickrey moved on to other prob-
lems associated with the incentives of pricing, particularly the
difficulties of pricing public services such as roads, public tran-
sit, and energy utilities."! Vickrey concluded that charging the
same fee to every user to recover enormous investment and start-
up costs could lead to heavy congestion in periods of peak
demand and sparse use during off-peak times. He devised pric-
ing structures for smoothing the peaks and troughs by linking
prices to demand, charging higher prices during times of higher
demand. Since public pricing was determined largely by ad-
ministrative fiat, Vickrey’s congestion pricing prescriptions were
easily adaptable. Time-of-day pricing is now regularly used by
electrical utility companies to limit their need to build expen-
sive new generating capacity or to increase output at their most
inefficient plants. Vickrey’s pricing theories are also applicable
to the private sector as public service and utility companies have
been increasingly privatized and to the degree that private cor-
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porations are shielded from competitive pressures by virtue of
barriers to entry and commanding market share.

Micro-Tools to Combat Inflation

It is Vickrey’s Nobel-recognized work on auction theory and
congestion pricing that may most inform his macroeconomic
blueprint. In both areas, Vickrey acknowledged the information
asymmetries inherent in the processes of price determination.
And in his auction theory, as with his work on optimal pricing
of public utilities and transport, Vickrey appreciated the central
role of legal rules in structuring the market and determining
prices. In this way, Vickrey followed in the great tradition of the
institutionalists who understood that the market itself is an in-
stitution created and shaped by legal rights with profound effects
upon economic performance. He also displayed a conception of
the economist as an active designer of policy, not a mere predic-
tor relegated to the sidelines.

Vickrey’s work on microeconomic market incentives provides
credibility to his plans for developing anti-inflation policy tools
based on market incentives, a strategy that would offer a much-
needed alternative to today’s exclusive reliance on monetary
stringency and high real interest rates. In this way, Vickrey an-
swered the call of the first Nobel laureate in economics, the late
Dutch economist Jan Tinbergen, who often said that we should
have at least as many policy tools as there are policy problems.?

One of Vickrey’s most important contributions to the devel-
opment of a full-employment agenda was his support for estab-
lishing a market in rights to raise prices, which was largely based
on the Market Anti-Inflation Plan (MAP) of economists Abba
Lerner and David Colander.” Years earlier, Lerner and Colan-
der acknowledged their debt to Vickrey for his stimulating com-
ments on early drafts of their plan. Vickrey’s work on
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asymmetrical information informed and animated his discus-
sion of MAP. Without any assurance of a stable price level or
important information that would help it determine the proper
market-clearing price for its goods or services, each firm oper-
ates in the dark. By creating a market for the right to raise prices,
but keeping the level of rights at a stable level in the aggregate,
Vickrey’s plan promised to bring some predictability to the over-
all inflation level and to each firm'’s pricing process.

The proponents of MAP recognized that excess-demand in-
flation (aggregate overspending) is less of a problem in an
economy operating below full-employment levels. Rather, cost-
push (or administered excess-claims inflation) and expectational
inflation are the real dangers in a slow-growth economy. They
developed a blueprint that would give every firm the right to
increase its value-added in proportion to the estimated rise in
the economy’s overall productivity.* According to Vickrey, each
firm would be issued a certain number of “warrants” or per-
mits for gross markups (the excess of sales revenue over amounts
paid for non-prime inputs). These warrants would be issued on
the basis of the gross markups for a corresponding preceding
period, with adjustments for changes in prime inputs such as
labor and invested capital. By permitting firms to raise prices
only by purchasing these warrants from other firms, each firm
would know the cost of raising its prices while building in an
incentive for price stability.

Vickrey also favored combining this market-based solution
with tax penalties for firms that raised prices in excess of their
accumulated rights. By setting this tax at a level higher than the
market price of the warrants, the tax would serve as an enforce-
ment mechanism rather than a source of revenue. This tax bor-
rows from congestion pricing and resembles similar proposals
by James Tobin, another Nobel laureate in economics, to ensure
stability in exchange rates through a financial transaction tax.
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Likewise, Vickrey’s work on auction theory adds credibility
to his overall market-based approach, which closely mirrors
policy departures regarding the environment, such as the 1990
amendments to the Clean Air Act, which created a functioning
market for the right to pollute.”” The Environmental Protection
Agency (EPA) has issued emission allowances (otherwise known
as pollution credits) to firms that may then buy and sell such
credits to other firms. Companies that pollute in excess of their
allowances are subject to a tax for every ton of excess sulfur
dioxide emitted. The Pacific Stock Exchange has developed an
electronic market on the Internet for trading between firms. The
Chicago Board of Trade has held auctions and created a futures
market for pollution credits, and the EPA plans to auction more
pollution credits in years to come.

Proponents of the market-based approach have already claimed
success. Public utility companies emitted 5.3 million tons of sulfur
dioxide in 1995, well below the EPA’s target of 8.7 million tons and
down from 10.9 million tons in 1980. Meanwhile the price of a
pollution credit has fallen dramatically, from $450 a ton in 1993
to less than $70 a ton in 1996. The reasons for the falling price of
pollution credits are related to the decline in pollution emissions.
Railroad deregulation cut the cost of shipping cleaner, low-sul-
fur coal, while the price of scrubbers fell by 50 percent. Conse-
quently, utilities have stockpiled their pollution credits by
emitting far less pollution than their allowable limits. One im-
portant concern, however, is that this stockpile of credits will
mean more pollution sometime in the future, after stricter EPA
pollution limits go into effect. This may call for the EPA to issue
far fewer pollution credits in the future.

Compare this to MAP proposals for a market for warrants to raise
prices. If, for example, MAP were designed to restrict overall infla-
tion to 2 percent, then an appropriately small number of warrants
would be issued. But if the economy was falling into a deflationary
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period, few firms would use their warrants. The supply of war-
rants would exceed the demand, and the price of warrants would
fall—similar to the present situation with pollution credits. Stock-
piling MAP credits would make it easier for firms to purchase war-
rants and raise prices, certainly not abad scenario for a deflationary
economy. In any event, there is less likelihood of stockpiling war-
rants under MAP since the warrants would be effective for a much
more limited time period than the pollution credits. And it is also
worth noting that the likelihood of deflation is diminished under
MAP since monetary stringency and fiscal austerity would not
be needed to stem inflation in the first place.

Pollution credits have also created some problems stemming
from geographical distribution as midwestern polluters have
bought credits from some eastern utilities. While pollution from
eastern utilities is likely to blow out over the ocean, the increased
amount of midwestern pollution could result in continued en-
vironmental damage in the East. From the outset environmen-
talists warned that the trading of pollution credits could result
in such “hot spots” where local pollution concentrations far ex-
ceed the level prescribed by air quality standards.® This has led
to proposals to develop alternative market structures to prevent or
diminish hot-spots, such as limiting the size of the market region,
or retaining a uniform ceiling on permissible concentrations.

The analogous problem for MAP would be when specific firms
buy excessive amounts of warrants, thereby permitting those
firms to raise their prices exorbitantly. Certain groups of con-
sumers could be harmed by such price increases far in excess of
any benefit from the falling prices of other products. Presum-
ably this danger exists in markets protected from competition
by patent law (such as pharmaceutical products) or oligopolistic
structures (such as cartels). This might also necessitate some lim-
its on the MAP market such as restrictions on the total amount
of warrants that a particular firm could purchase.

106 Challenge/March-April 1997

This content downloaded from
132.174.249 27 on Sat, 13 Jul 2024 21:48:21 UTC
All use subject to https://about jstor org/terms



The Macroeconomics of William Vickrey

Vickrey was cognizant of the various problems associated with
setting up a market-based anti-inflation system, such as “the
problem of how to measure price changes in the face of quality
changes, new products, and variations in the terms of sale such
as delivery, reliability, service, credit terms, tie-in sales, and the
like.” Solving problems of measurement and evasion would re-
quire a more cooperative business culture and bureaucratic ad-
ministration, oversight, and enforcement of market trading rules.
Those who criticize MAP for its potential bureaucratic costs se-
lectively ignore the enormous bureaucracy required to contain
the social damage stemming from persistently high unemploy-

The public discussion has been deprived of living proof
that an intelligent and accomplished economist could still
believe in the necessity and feasibility of a genuine full-
employment program.

ment. To be sure, MAP would necessitate set-up and adminis-
tration costs in establishing allowable aggregate price limits, the
initial allocation of permits, measurement, market trading, and
disclosure rules. But low and predictable inflation, along with
genuine full employment, would reap much more significant
benefits. Policy-makers would no longer need to rely on mon-
etary restraint, high interest rates, and mass unemployment to
impose price stability.

Command and control solutions to regulatory problems be-
came discredited in Vickrey’s lifetime. Government interven-
tion such as wage and price controls were abandoned. At times
such policies were quite successful in achieving policy objec-
tives, and their demise may have owed more to the rise of
neoliberal conceptions of the limited role of government in a so-
called free enterprise system. But deregulation and economic
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liberalization did not replace such policy tools with effective al-
ternatives to achieve price stability and genuine full employ-
ment. What was once said of the Lerner—Colander anti-inflation
plan could be said for Vickrey’s entire macroeconomic blueprint:
It could well be the best remedy for stagflation, but many less
promising remedies will first have to be tried and proved inef-
fective to render Vickrey’s program politically acceptable.”

Like a martial artist who uses his opponent’s own force and
weight as a weapon of his own, Vickrey was poised to argue
that market incentives could be used to keep prices stable in a
chock-full-employment economy. Vickrey did not merely appre-
ciate market incentives, his accomplishments in the area were
rewarded with Nobel recognition. His sudden death was a seri-
ous loss for those seeking to challenge today’s acceptance of mass
unemployment and the mania for balanced budgets. The pub-
lic discussion has been deprived of living proof that an intelligent
and accomplished economist could still believe in the necessity
and feasibility of a genuine full-employment program. Econo-
mists lost an important voice to remind them that their central
task today is to construct an economy that provides decent jobs
for all who seek dignified work.
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