Lecture Seven:
Keynes’s View of Employment

{Frictional Unemployment, Structural Unemployment, Voluntary Unemployment, Keynes’s View of Labor Supply, Involuntary Unemployment, Full Employment}

Keynes I

5
Keynes’s Motivation

1.
The Great Depression in Great Britain was observed as early as 1923 when the unemployment rate exceeded 10% and remained that high until 1936


i.
The U.S. saw an increase in the unemployment rate from 3.2% in 1929 to 25.2% in 1933.


ii.
Along with high unemployment, countries experienced a sharp decline in output which persisted for a decade.

2.
Debate arose as to the causes of and possible policy remedies to the unemployment problem.


i.
Keynes argued that the high unemployment was a result of insufficient aggregate demand primarily from inadequate investment demand.


ii.
Keynes argued that the policy remedy was to control (in this case stimulate) aggregate demand with fiscal or monetary policy.


iii.
Those arguing against Keynes, held to the Classical notion that the government through fiscal policy cannot alter the level of aggregate demand but just change the interest rate and through monetary policy can only alter the general level of prices.

3.
In establishing the sub-discipline of macroeconomics, Keynes levied an attack against what he called the “classical school.”  This included:

i.
An attack on the classical labor market to show the theoretical possibility for unemployment;

ii.
The construction of an explicit theory of aggregate demand to show the role aggregate demand plays in determining output and employment; 

ii.
And the development of a role for policy in promoting full employment through stabilizing aggregate demand.

2
The Classical Theory of Employment
1.
Labor Demand: the real wage equals the marginal product of labor.

2.
Labor Supply: the utility of the real wage is equal to the marginal disutility of labor.

3.
Frictional Unemployment: temporary mismatches of jobs and skills or temporary bottlenecks in production.


i.
labor mobility between sectors and regions may not be frictionless.


ii.
frictional unemployment is inherently temporary and wholly compatible with the view of a short-run self-adjusting economic system.

4.
Voluntary Unemployment: ‘unit of labor’ is unwilling or unable to accept a wage according to marginal product


i.
thus, we are saying workings who will not take a real wage that corresponds to their marginal product.


ii.
thus, if unemployed workers would accept the lower real wage, then they could find employment.

5.
Any increase in employment must come from long-term structural policies to increase the marginal product of labor (which would lower structural unemployment) or change workers preferences to work more at lower real wages.  That is, to reduce structural unemployment.
15
Keynes’s Attack

1.
Attack on Labor Market
i.
Keynes attacks the use of aggregate labor supply and labor demand curves (the aggregate labor market) as the basis for determining real wages and the level of employment.

ii.
Keynes felt that employment and wages are determined as a consequence of the conditions of demand in the output markets of the goods workers produce.

3.
Attack on Labor Supply curve: relating the supply of labor to the real wage is flawed.


i.
Furthermore, even if one accepts the use of an aggregate labor market, Keynes argued the premise of the classical aggregate supply curve is flawed. 

ii.
Specifically, workers respond differently to a decrease in W verse an increase in P ( Thus, the marginal utility of the real wage will not always equal the marginal disutility of employment.


iii.
Keynes believes workers will always withdraw (reduce) labor stemming from a decrease in the money wage since they view it as affecting their relative position with other workers (i.e., in the wage structure).

iv.
An increase in the price level will be viewed as affecting the whole wage structure and will not elicit the same response.  While at high price levels and high rates of inflation, further increases in P will cause restriction of labor; at lower price levels and rates of inflation, an increase in P will have a much more muted impact on labor supply.


v.
Specifically, labor will always resist money wage declines but will only resist price level increases in periods of high inflation.


vi.
Thus, cannot model labor supply as a function of the real wage, but rather as a function of the money wage and the price level
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4.
Attack on Money Wage – Real Wage connection


i.
Classical labor market theory believes that a decrease in the money wage W will lead to a decrease in the real wage W/P

ii.
But, mark-up pricing predicts the price of output goods are a mark-up over production costs.

iii.
Thus, the decline in the money wage will spill over into a reduction in output prices, thus, W down ( P down ( W/P unchanged.

10
Involuntary Unemployment with a simple aggregated labor market

1.
Involuntary Unemployment: if a small rise in the price level increases both the supply of labor and the demand for labor above the existing volume of employment.

2.
Thus, in Keynes’s mind, the labor market can clear and involuntary unemployment can exist.


i.
suppose the situation where the labor market clears at money wage W0 and employment level N0 while at price level P0.


ii.
if the price level increases to P1 (even if labor is aware of the change), employment will increase because labor will not resist the reduction in the real wage as a result of the inflation.


iii.
an increase in P causes an increase in N, thus, involuntary unemployment existed.

3.
Thus, we can map out a relationship between the employment level and the price level.


i.
If involuntary unemployment exists, then an increase in the price level may increase the money wage, but not by as much as the price level increased.


ii.
If the economy is at full employment, then an increase in the price level may result in increasing the money wage by even more than the price level increase, thus decreasing employment.


iii.
Thus, the price level–employment relationship is a backwards C. 
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