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THE GAP between theory and practice in wage determination has been

 difficult to bridge. Economists have long acknowledged that wage
determination does not much resemble an auction process. In partic-
ular, the response of wages to labor market tightness or slack is
surprisingly limited. But it was not until recently that the economics
literature began seriously to explore the discrepancies.!

There are many characteristics of the labor market that are difficult
to interpret in a simple demand-supply framework with its assumptions
about costless wage adjustments and free labor mobility. The most
important of these is that the response of employers to changes in
business conditions focuses much more heavily on quantity adjustments
(hours and employment) than on wage rates. In addition, wage rates
seem to be adjusted in response to variables (such as the consumer
price index) or in ways that are hard to explain in a simple market
context.

A number of implications flow from this irregular behavior, It can
be expected that the wage-determination process will have significant
linkages to price setting and inflation. .In turn, these linkages suggest
that the response to orthodox anti-inflation policies—such as monetary
restraint—could be affected by particular wage-determination char-

1. The discrepancies were the subject of an early debate between institutionalists
and theorists in the 1940s. See Richard A. Lester, **Shortcomings of Marginal Analysis
for Wage-Employment Probiems,” American Economic Review, vol. 36 (March 1946),
pp. 63-82. By the 1960s, macroeconomic textbooks simply included assumptions about
wage rigidity in their models without much tralysis of why the rigidity existed. For
example, see Gardner Ackley, Macroeconomic Theory (Macmillan, 1961), p. 403. More
recent texts have tended to rely on empirical (i)bservatmn of limited wage sensitivity to
labor market tightness or looseness. See Rob ert J. Gordon, Macroeconomics (Little,
Brown, 1978), pp. 311-15.
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