Lecture 3: Output and Employment in Classical Macroeconomics

{Classical Emergence, Production Function, Marginal Product of Labor, Labor Demand Function, Labor Supply Function}

Classical Macroeconomic I

5
Overview of Classical Macroeconomics

1.
Mercantilism: body of economic thinking that classical political economist attacked


i.
bullionism: wealth and power of a nation determined by its stock of precious metals.  Also, an injection of money into the economy would spur short run economic activity by stimulating the demand for commodities.


ii.
belief in necessity of the state in intervening to direct development of capitalism; for instance, promoted the demand for commodities of desirable industries (i.e., manufacturing).

2.
Classical revolt: wealth of a nation determined by real factors and the free market self-adjusting properties best motivate the development of the capitalist system.

3.
Real Factors determine the growth of an economy: increases in factors of production and advances in techniques of production.  

i.
Money, i.e. precious metals, plays a role only as means of exchange.  In the classical system, one generally need not consider the role -of money to analyze questions concerning real, or physical, variables.  Increases in money supply will not spur economic activity (will not increase the demand for goods leading to an increase in production and thus employment) mainly because individuals will not hold money for any other reason except market exchange.  Quantity Theory of Money
4.
Invisible Hand: there is harmony between individual interest and overall national interest if the free market is left unfettered by government regulation.  

i.
Only use government regulation for the purpose of maintaining a competitive market situation.  

ii.
While mercantilists believed government regulation was necessary to ensure markets (i.e. demand for products) existed for all goods produced, the classicalists believed consumption need never be encouraged since the free-market mechanism would work to provide markets for any goods produced.  Say’s Law.

ii.
In addition, classicalists believed that the free market adjustments would always lead to full employment and thus potential output.

5.
Aside: Classical Liberalism vs. Modern Liberalism: Modern liberalism, starting with John Stuart Mills, accepts the efficiency of the market in allocating resources for production; however, Mills noted an inadequacy in the free market of distributing the outputs of the production process and thus championed the necessity of income redistribution.

10
Production Function: summarizes the relationship between total inputs and total outputs assuming a given technology.
1.
First off, we must assume that it is possible to aggregate production functions of individual firms to obtain an economy-wide production function.

2.
For each level of inputs, the production function shows the level of output

i.

[image: image1.wmf](

)

N

K

F

Y

,

=

, where the stock of capital is assumed to be fixed in the short run.  

ii.
Also, the relationship F is considered to be fixed, that is, the technology is given and unchanging, in the short run.  

iii.
Thus, real output varies only by changes in the labor input which is drawn from a fixed population.

3.
Marginal Product of Labor (MPN): is the change in output given a change in labor input.  The MPN is the slope of F. (change in Y/change in N).

i.
Where F exhibits constant returns, the MPN is flat.

ii.
Where F exhibits diminishing returns, the MPN is downward sloping

iii.
Where F exhibits negative returns, the MPN is negative.

iv.
We primarily focus on diminishing returns to scale.

4.
Example: 
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5.
Classicalists believe that the employment level will be determined by an aggregate labor market.


i.
the labor demand function will be determined by the purchasers of labor services: firms.


ii.
the labor supply function will be determined by the sellers of labor services: workers.


iii.
firms and workers are assumed to both optimize and the market is assumed to always clear; that is, at the prevailing real wage, it is always assumed that there will be work for all those who are willing to work at that real wage, otherwise, the real wage will adjust.

15
Labor Demand
1.
Consider the manner in which an individual firm, say firm i, demands labor.


i.
a perfectly competitive firm will increase output until the marginal cost of producing a unit of output is equal to the marginal revenue of selling the same unit.


ii.
since labor is the only variable input in the short run, the firm chooses the level of labor inputs and the level of output simultaneously. 


iii.
the marginal labor cost for an additional unit of output for firm i is 
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iv.
the firm, then, will optimize output by choosing N such that 
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2.
The classicalists assume that an aggregate demand for labor can be constructed. 


i.
for this, we use an aggregate price index, P, and assuming the existence of an aggregate production function, F, we have a MPN that is applicable to the whole labor force. (Or we aggregate across individual firm MPN curves somehow using the average price).

ii.
hence, we have 
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, which can be reorganized as 
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, which states: jobs will be available to workers up to the employment level at which the marginal product of a worker is equal to the real wage .

iii.
alternatively, 
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 states, jobs will be available to workers up to the employment level at which the marginal revenue of a worker is equal to the money wage. 

3.
Thus, the demand schedule for labor is the MPN curve


i.
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ii.
Example:
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15
Labor Supply: 

1.
Labor is supplied by individual workers 

i.
We assume these workers are trying to maximize utility over acquired real income (the ability to purchase goods and services) and leisure time.  

ii.
There is an implied trade-off here, to increase income means to decrease leisure.

2.
Consider individual j who has 24 hours per day to devote to leisure and work.  

i.
Since j is an optimizing agent, she will choose the hours of labor such that the marginal utility of the real income achieved from the last hour of work is equal to the marginal disutility (or marginal cost) of the last hour worked (the disutility is the loss of utility from not consuming leisure).

ii.
It can also be thought of as equating the marginal utility of purchasing power to the marginal utility of leisure.

iii.
the cost of one hour of leisure is the real wage
iv.
if the real wage increases (W/P up), then the cost of leisure increases.

v.
we assume that in this case, the worker will substitute more purchasing power (work) for leisure.

vi.
thus, the level of labor supply is a function of the real wage, and by aggregating over all workers we have: 
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