Keynesian Microeconomics

Keynesians traditionally assume Rigid Prices

This may seem realistic.

Incorrect Prices may imply irrational behavior.

How can the failure to change prices be in anyone’s self-interest?

New Keynesians work to answer this question.

Labor Market Rigidities

Classicals assume that wage adjustments assure that NS = ND at the market-clearing real wage rate.

This would appear to preclude involuntary unemployment.

Classical Labor Market
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Efficiency Wages

Suppose that labor input requires effort in addition to workers merely being ‘present’ at work.

Workers prefer not to put in effort.

They would like to ‘shirk’ on the job.

In a competitive labor market, workers have no incentive not to shirk.

If they lose their jobs for shirking, they can always find another job that pays 
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.

Monitoring workers may be difficult and costly.

If they pay workers more than 
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, there will be a penalty for shirking.

Fired workers may have to take a job at 
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.

Wage-setting Behavior

As wages rise above 
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, workers put in more and more effort.
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Suppose that labor input equals 
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Firms want to pay a wage that maximizes the effort per employee per dollar paid in wages, 
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Firms set a wage of 
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, and receive an average effort of 
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Note that the wage rate is set without reference to labor supply.

As long as there is sufficient labor at 
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, shifts in labor supply have no effect on wages.

Labor demand is given by the marginal product of labor schedule, evaluated at the equilibrium amount of effort.
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Efficiency wages ( Involuntary Unemployment in Equilibrium.

The real wage rate is rigid.

Efficiency Wages and Business Cycles

Efficiency wages explain rigid real wages and unemployment.

Do Efficiency wages help Keynesians explain Business Cycles?

Keynesians have trouble explaining how real wages can be procyclical.

Suppose that workers fear losing there jobs more in recessions.

This may imply that workers are willing to put in more effort in recessions.

Efficiency Wages in Booms and Recessions
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Fear of job loss may help to explain why real wages are procyclical.

Efficiency Wages help explain some of the characteristics of Business Cycles, but this phenomenon cannot be the source of Business Cycles.

We still need demand shocks and a source of Nominal Rigidities, most importantly to explain how money may not be neutral.

Menu Costs and Monopolistic Competition

In perfectly competitive markets, prices adjust rapidly.

Examples include agricultural commodities, financial assets.

In such markets, sellers have no discretion about price setting.

Many markets do not fit the perfectly competitive mold.

Participants are not price-takers, and buyer-seller relationships may be important.

In such markets, sellers decide how often to change prices, and by how much they should change prices.

If there are (Menu) Costs to changing prices, price changes may be relatively infrequent.

Infrequent price changes do not explain why sellers would produce output to meet demand.

Why should they produce more than they want to ‘supply’ in response to an increase in demand?

In monopolistic competition, prices are set above marginal cost, and so producers do not suffer a reduction in profits by producing more.

They may prefer to charge a different price, but if they choose to forego a price change, they will happily produce to meet the demand.

If the labor market is organized with efficiency wages, they simply add workers, without any need to raise real wages.

Responses to Nominal Disturbances

How can an increase in the money supply increase output?

When demand increases, firms initially choose to delay changing prices.

Because price exceeds marginal cost, firms are happy to temporarily produce to meet the demand.

Eventually, firms realize that the change in demand is permanent, so they change prices in proportion to the increase in the money supply.

Money is neutral in the long run, but not in the short run.

Numerical Problem 11.1

Suppose a firm faces the following supply of effort schedule.

	
	Real Wage
	Effort

	
	8
	7

	
	10
	10

	
	12
	15

	
	14
	17

	
	16
	19

	
	18
	20


The marginal product of labor for this firm is given by:
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What wage to pay?

How many workers to hire?

First calculate effort per wage paid.

	
	Real Wage
	Effort
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	8
	7
	0.875

	
	10
	10
	1.000

	
	12
	15
	1.250

	
	14
	17
	1.214

	
	16
	19
	1.188

	
	18
	20
	1.111


Effort per wage paid is highest at 
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Next calculate labor demand.
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A supply of additional workers beyond 88 has no effect on the wage and employment.
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