Lecture Twenty-Two:
New Keynesian Economics and Unemployment

{New Keynesian Economics, Rational Rigidities, Relative Wages, Efficiency Wages, Contracted Wages, Transactions Costs, Menu Costs}

New Keynesian Economics
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New Keynesian Economics vs. New Classical Economics
1.
In New Classical economics:

i.
Agents don’t have perfect information, but they have rational expectations;
ii.
Money is neutral not only in the long run, but also in the short run unless monetary policy can consistently be performed inconsistently to produce unanticipated changes in inflation;
iii.
In fact, YD shocks generally do not affect Y and N if they are anticipatable;
iv.
and, All prices are sufficiently flexible to allow all markets to clear.

iv.
Thus, there is no persistent unemployment and no role for stabilization policy.
v.
Unemployment (above the NAIRU) is from transitory mistakes and misperceptions regarding un-anticapatable disinflation, and is necessarily temporary.

vi.
Real Business Cycle models extend supply-side explanations for short-run fluctuations in Y and N.
2.
Given the rational expectations hypothesis and the long run neutrality of money, New Keynesian economics can generate:


i.
The existence of persistent unemployment

ii.
and Interventionist policy conclusions


iii.
By attacking the market clearing assumptions.  

iv.
That is to say, price rigidities exist.

3.
Thus, New Keynesian economics differs from New Classical economics in assumptions concerning the flexibility of prices (including wages).


i.
If relative prices do not adjust quickly enough, then changing demand or supply conditions can lead to transactions taking place at non-market-clearing prices.


ii.
New Keynesian economics can then be considered the economics of disequilibrium under rational expectations.


iii.
This contrasts to the RBC models which have a market-clearing (equilibrium) explanation of the business cycle.

15
New Keynesian Economics verse Neo-Keynesian Economics

1.
In Neo-Keynesian Economics

i.
persistent unemployment can arise due to downward stickiness in money wages


ii.
unemployment can arise due to information asymmetries in the price level of inflation rate.


iii.
government has a role of stabilizing aggregate demand to promote full employment.

2.
In New Keynesian Economics

i.
Persistnet unemployment can arise due to stickiness in prices (wages, money and/or real, and product prices).


ii.
However, New Keynesians accept the necessity of microfoundations, and thus, develop rational reasons for price rigidities.


iii.
Generally, imperfections in markets lead to rationale for price rigidities.


iv.
Note, Neo-Keynesians also relied on imperfections in the labor market to construct a non-vertical YS curve that creates role for YD in determining Y and N.
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New Keynesian Explanations for Sticky Prices

1.
Relative Wages: Workers are concerned with their relative position in the wage structure in addition to the purchasing power they obtain from working.


i.
In this case, workers will respond differently to a money wage decline versus a general price level increase.


ii.
Is it rational for workers to care about money, nominal wages?  Or is it money illusion? 
2.
Efficiency Wages: Firms may wish to pay non-market-clearing wage rates in order to elicit higher levels of work effort.


i.
Workers may be motivated to give more effort by higher wages ( by paying more, firms raise worker productivity.


ii.
Thus, it becomes profitable to pay a real wage above the market clearing real wage ( employ fewer workers (  and get more out of each worker.


iii.
This higher real wage rate is the efficiency wage.


iv.
This is, real wage rigidity ( thus, workers will be willing to let money wages float with the price level to maintain the real wage at the efficiency wage.


v.
The result is permanent unemployment for similar workers who cannot persuade employers to purchase their inferior productivity at a lower real wage.


vi.
This theory was advanced, partly, to adapt classical labor market theory with the evidence that workers in industries with higher average productivity receive higher real wages even when difference in worker characteristics are controlled for.

vii.
There is an information asymmetry in these models: workers know their true productivity, but employers do not. 

viii.
Thus, employers must choose between costs to monitoring workers propensities to shirk verses the cost of a higher real wage.  

ix.
Workers are less likely to shirk if they are being paid an efficiency wage because a higher real wage increases the risk of job loss.



viii.
It is also possible that firms are paying the higher real wage in order to avoid costs of employee turnover ( new workers training that is necessary if current workers quit and not being able to build an experienced workforce.


ix.
A third explanation for efficiency wages is gift exchange, where workers have increased morale due to the higher real wage and thus reciprocate by working harder.


x.
This model of real wage rigidity explains the existence of involuntary unemployment but not its fluctuations ( if YD shifts causing P down, then W fall by enough to maintain efficiency wage and current level of employment and output.
3.
Menu Costs: it takes resources to change prices in the form of informing customers, clients, and workers.


i.
In this case, prices will not change until the marginal benefit from changing the price exceeds the marginal cost.


ii.
As long as it is not rational to change prices, transaction occur at non-market-clearing prices ( involuntary unemployment can exist.


iii.
The cost of price changing can be the actual cost of adjusting prices.


iv.
Or, there could be a cost in customer and/or employee relations from changing prices.


v.
Or, changing prices might lead to a price war between oligopolistic competitors.

4.
Contracted Wages

i.
Insider-Outsider Models: Social forces outside of economics proper may play a role in creating solidarity against wage changes, even when this may not be in the short-run economic interest of individual workers.  For instance, a labor union may negotiate for the benefit of its members, insiders, to the misfortune of non-members, outsiders
ii.
Implicit Contracts: Workers may implicitly extract an agreement from employers, in which sticky wage rates compensate them for an increased probability of unemployment.

iii.
Explicit Contracts and Imperfect Indexation: It is a simple institutional fact that wage contracts are imperfectly indexed and often fail to keep up with changing inflation conditions.  We would also expect negotiations to be staggered.
5.
Transactions Costs: Wages remain sticky because it is costly to change them.


i.
employer and employee fear that changes made today may be hard to reverse in the future


ii.
if an employer offers a higher money wage due to an economic upswing, employees might not accept a money wage decrease when the economic downturn comes.


iii.
if an employee takes wage cuts in a downturn, they may not be able to receive wage hikes when an upswing comes.


iv.
Thus, the rational approach is maintaining the money wage until overwhelming evidence suggests a permanent change is necessary.
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New Keynesian Policy Conclusions

1.
Menu costs causing stickiness in nominal product prices and efficiency wages causing stickiness in real wages provide the need for government aggregate demand stabilization policy.

2.
If product prices will not drop in light of an autonomous decrease in YD (Menu Costs(Sticky P and horizontal YS), then output will drop by the amount of the decrease in YD.


i.
That is to say, since product prices due not adjust, there will be no countering increase in consumption and investment demand due to falling product prices and labor supply will not shift left in anticipation of falling inflation.


ii.
At the lower output level, less employment is needed.

3.
If, in addition, efficiency wages set the real wage (or, at least, the real wage for workers in some industries).

i.
Then there will be involuntary unemployment before the shift in YD.


ii.
The shift in YD will increase the level of involuntary unemployment.
4.
Expansionary policy can increase employment.


































