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LECTURE VIII

We are going to look at the way a purely competitive !
market adjusts to a Tteduction ium the demand for labor.

The essence of what I said last time was that in the
face of a reduction in the demand for labor, the supply
curve and demand curve for labor (or any resource) !
looks like this: ‘
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In a perfectly competitive market, where information is
widespread and people sare free to leave, the effect.
would be a reductionm in wages and the level of!
employment -- but no unemployment. After the
adjustment process Yyou are at equilibrium again,
Supply is equal to demand at point B .

The Nineteenth Century Market im the U.S5.

People seek monmarket uses for the Tesources they cwn.

We are talking about markets that existed a century ago
in the United States when finding a job was a .
relatively simple thing to do as long as you were|
willing to ‘take any job that came along and as long as
you did not have a high "reservation price” (a high,
demand for salary on the wemployer). You knew when the
demand for labor was declining because bad times bity-
and small communities felt it. And, they sought
alternatives, 'most of which were found in family-owned’
businesses (largely agricultural but not always). As a
result, in the decline of ecomowic activity there was a.
decline in income. People still worked but they did.
not get as much from their work as they had.
previously.

The Labor Market Today

The actual history of the labor market suggests that a.
much more complex situation exists today. We do mnot
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have the nonmarket alternatives open to us the way we
did then. So that, if we are laid off today, the
situation is sowmewhat different.

I will again draw a diagram that reflects a reduction
in demand. However, the supply curve now is going to
be very different from the first supply curve. This
supply curve has a shape which is clearly different:
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The flat portion reflects a certain wage inflexibility,
that there are factors cperating in this labor market
which will prevent wages frem fallimg. I will put in
the same reduction in dewmand and what bhappens? Is
supply equal to demand? No. Because, how much labor is
going to be supplied at a wage of W1 = N17 How much
will be purchased? = N2, THE DIFFERENCE IS CALLED
UNEMPLOYMENT. The watket is ipn eguilibrium. There is
no tendency for the market to move away frowm this point
given the nature of this supply curve and given the
reduction in demand.

Again, given a supply curve of labor showimg the
different quantities - of labor that will be offered to
the market at different wage rates, the bigher the wage
the- wore labeor will be offered to the market. If the
wage is too low it doesn't pay for people to work in
market activities; they work at thome. With the
reduction in the demand for workers, competition brinmgs
the wage down and workers leave the wmarket,.

Causes of a Reduction in Dewand for Labor.

Minimum wage laws, labor contracts {(i.e., umnion
centract which oprevent the wage from falling io the
face of a reductionm inm dewmand). These came into being
"inm the United States in the 1930s, thus heiping to
develop a supply surve looking something like what we
have looked at. What kind o¢f govermmwenmt progran
encourages people to remain unemployed and not look for
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jobs at current wage rates? Unemployment
compensation. These are interferences (artificial in a
sense) to the wmarket mechanism, which prevents wages
from adjusting downward.

One of the big debates taking place at the present time
centers on whether or not we. should bhave a lower
minimum wage for teenmagers. There are a large vumber
of orgapizations that are starting to realize that that
short of thing would probably improve the chances of
reducing the teenage unewployment rate.

Modern Complexity.

"

But, then, there is this other issue which, altbough it
isn't as easy to identify as uwinimum wage laws ov
unions is nevertheless very importanmt in producing this
type of supply curve, and that is the complexity of the
econmomy. How does a more complex ecomomy contribute to
a supply curve of this type? What kind of T©bebavior
oCCuUIs in an economy where there is so much
specialization and division of labor that in the face
of a reduction iJn the demand for some of those
resources wages ate prevented frowm falling?

What seems to occuy s that it takes time for
information about altermatives to get around. For
example, suppose you were laid off from a joab which is
a teasonably narrowly defimed kind of work. You  may
pot be sure why you are liad off. Soweone offers you a
job but at a wage less than you were making. So, vou
pass it by and you wait. And, over the course cf time
yoo <confront the fact that there aren't any jobs
availablie to you at vyour original wage because there
has been a gemneral reduction in the demand forx
- workers. The lomger it takes for you to adjust
downward your expectations regarding wages, you rewmain
unemployed.

The point is that it takes tiwe for people to learm
they are experiencing a general reduction in demand and
that the only way to gain ewployment is to lower their
wage sights. Also, what happens over time {Js that
inflation serves to lower the real value of that wage
rate (in which case that toco would serve to hide the
wage teduction).

THE RESULT CAN BE A LOWER LEVEL OF EMPLOYMENT AND YET
EQUILIBRIUM. And, with a lower level of employment less
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income received means less money spent. This will be
maintained over time in the circuvlar flow, and only
something else Dbhappening over time will bring the
economy out of this.

It is the reducticom in demand which is the result of a
leakage and which translates the leakage (the reduction
in expenditures) into a reductien in ewploywent, which
is then continued as a teduction in expemditures in the
second round. Looking at this situation you can see
what the treal meaning of suvpply-side econowics is.

Since the 1930s the effect has been with unemployment,
how to get demand back up. Now, there is more balance
and* a greater concentration om getting supply back up-

Suppose you lower income taxes. That would encourage
people to go back to work, because although they are
looking for a higher wage that is a tbefore tax wage.
If you lower the tax they would be willing to accept a
lower gross wage. Uvnfortumately, tbrough the first two
vears of the "tax cut", it was offset by increased
social security taxes. and people being pushed up into
higher tax brackets. '

THE DEMAND SIDE

The issue now is what influences aggregate demand. The
total expenditures. Thinking in terms of different
kinds of spending that take place in the economy,
aggregate dewand ("Y") or incowme involves expenditures,
as follows: (1) consuumption; (2) investment; {3
government; and (4) imports/exports.

Consumption.

This is the mwost important quantitative categroy of
expenditure. What is <consumption? It is simply the
using wp of <tesources. The dimportant factors that
influence cobsuuption from a macroeconomic point of
view is a2 function of two thimgs:

“(a) first, on the wealth of the economy; that is, how
much bhas been accumulated 3Jn the economy over the
course of time; and

(b)Y 1incowme, because income is a reflection of
production. Whenever something is produced it is
creating income for the economy inm a real sense.
Because pecple are receiving those things.
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If we weasure consumption om the vertical axis and
jncome on the horizontal axis, where are we measuring

wealth? 4se
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The point is that we are not weasuring wealth.
However, even {f income were zero, wealth would still
contribute to some level of consuwption. How would I
show the amount of consumption if income were zetro. It
would be scmewhere along the vertical axis. In other
words, at a zero level of incowme we still have positive
consumption. "a" would egual autonomous consumption
(consumption existing without any source of income).
If income rTises copnsumption would increase. By bhow
much?

If we were to draw a linme reflecting the fact that as
incowe 1increases consumption increases, but by less
than the increase in imcome, that lipve would have to be
less than a 45 degree linme, indicating that for every
change in income thereis goinmg to be a «change in
consumption, where the change iJn <consumption over the
change in income has a value of less than one:
R -
iw: <

The slope of the linme {the consumption function) is
called the "marginal propeunsity te consume' or MPC.

I .
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That portion of additions .to imcome that is spent on
consumption. We are assuming for our purposes that the
MPC is constant ({that it §s a straight line). The
consumption function as a whole takes the form: c = a +
slope of ¢ x Y (where ¢ = MPC). o

If I were to ask you what is the level of <consumption
expenditure, could you tell me? The spswer is nDo. All
. you know is what the different levels of consumption
will be at different levels of income. The consumption

function tells us ‘something about consumption
expenditures (insofar as we arTe dealing with an econowmy
that only has consumption expenditures). We bhave no
investwent or governwent spendimg -- just comsumption.

This tells us that expenditures are determined by
jncome and wealth. Every expenditure made is received
by people as income. Not every dollar is spent.

Now, what 1lime tells wus that every dollar spent is
received? A 45 degree line.
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We are wmeasuring dollars both horizoontally and
vertically. It has a slope of cne. We cam call this
cur inmcome supply line because the cne line represents
the —receipts and the other the expenditures wmade. Iv

order for equilibrium to be presenmt, we must have every
dollatr spent received and every dollar received spent.

Cl would be the equilijbrium level of counsumptiom.

Rembember that the society bas no income at all if it
does mnot produce. The issue is whether when we finally
develop this theory of nationmal incowe does it help us
to understand why mational income increases, decreases
or remains the sawme.

An Econocmy in Diseguilibrium.

We are going to start with a disequilibrium situation,
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with a level of income which is not Ye, which is less

thaop Ye or Yl. How do we know that +this is a
disequilibrium level of incomel? YC
. sl P
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What is there that is takimg place when dJocome is at
that level -- consumption is greater than income. The
amount spent is greater than the amount Teceived. The
income rteceived, however, is just Yl . That
expenditure, bowever, will be received as income. Seo,

we want to move from the expenditure lime to the imcowe
received line. Now, that C1 has created inmcowegqual to
Y2. Every dollar spent is received. Net every dollar
js spent. At Y2 atvre we at equilibrium? Ne. Why mot?
Because consumption is still greater than income.

At an expenditure ‘of €2 incowme 1is equal to Y3. Y3
generates a bigher level of consumption {reading the
consumption expenditure off the comsumption function).
So, this process. continues until. you get to a point
where what is spenmt is equal to what is " received and
what is received is equal to what is spent. WE ARE AT
EQUILIBRIUM. '

The level of economic activity canm be viewed from the
point of equilibrivm or disequilibrivem. If it is
viewed for disequilibrium there is & tendency to move
towards equilibrium. So, the economy can always be
viewed as moving toward an equilibrium, and if we take
this view then we know we might be able toc understand
in which directien it 1is mwoving. Is it movinmg up
toward. a higher eguilibrium or down toward a lower
equilibrium? That is why all economic theories involve
a mevement teoeward equilibrium. ‘

SAVINGS AND DISSAVINGS

With dncowme at Y1  expenditures ate greater than
jncome. Therefore, we are DISSAVING. We arve taking
from wealth and spendivng it. Those expenditures are
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income and are received as income. But, even at income
Y2 there is still going to be sowme dissaving which 1is
going to create even higher income. The bigber level
of consumption yields a higher level of income equal to
that higher level of consumption (which is higher than
the previous level of income). But, you get to a point
where that level of income Ye generates a level of
expenditure '"c.e", and that level of expenditure
produces a level of income of Ye; and, it keeps on
going that way uotil the equilibrium dis disturbed and
the curve shifts for some reason.

You can do the same thing from a higher level of income
meving im the other direction. Starting at Y10. The
jncome is mow greater than the consuwption, which means
that people are SAVING. So, this level of consumption
at Y10 and C10 create income of less than Y10, say YG.
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That incowme of Y9 generates consumption of less than
Y9. Again, until the equilibrium is reached. .

Savings is equal to income minues consumption {(s =Y -
C). So, if we have our incowe and our consumption how
can we get a savings function from that? When income
is "0", "a" is the amount we take ouvt of saving for

censumption.’ .
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What would our savings be when dncowe is "O0"? Our
savings would be a negative "-a".
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There is another point of interest to us -- . What
is the value of savings at ? -- "0". Now, we have

two points on that saviugs functiom. If you took the
savings function and added it to the —cowsumption
function you get the 45 degree line. Thus, the slope
of the savings fumnction and the slope of the
consumption function will equal "omne'".

(THE SLOPE OF THE SAVINGS FUNCTION IS THE CHANGE 1IN
SAVINGS OVER THE CHANGE IN INCOME -- THE MARGINAL
PROPENSITY TO SAVE [MPS]. THE SLOPE OF THE CONSUMPTION
FUNCTION IS THE MARGINAL ©PROPENSITY TO CONSUME [MPC].
THE, TWO ADDED TOGETHER HAVE TO EQUAL "1".)

PP = B

_..,_,_/_.

Derivation o Savi ion. IR

In order to get the savings functionm we meed the
consumption fumctiom and the incowe line, keeping in

mind the definition of savings {(incocwe minus
consumption), It mwmay be that your level of income is
such that your consumption 1is greater than incowe, im
which case savings will be negative. For every
particular level ©of income you want to subtract
comsumption to obtaim savings. Up until this point
( !& } every level of <dincome gemerates a level of
consumption which . .exceeds that level @ of idincome;

therefore, savings will be megative.

Notice that as income rises the mnegative savings is
getting swmaller and swaller. Beyeond point Ye each
level of income is genersting expenditure which is less
than the level of income and savings is positive.

~When you take resources away from wealth you .are
dissavinmg. When you are putting resources into wealth
you are saving.

As far as we have gone (since we have only talked about
consumptioml, there is a tendency for the econmocmy when
it only consumes to add nothiomg to accuwmulated wealth,
to produce a level of jmcome where there is no savings
(or dissavings eithber). Whben the MPC is comstant it is
equal to the average propensity to consume,

SUMMARY

What is bappening as we start with the consumption
expenditure? Out of the money recejved money will be
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spent and out of that money spemt it will be received,
etc., There is this reiteration of expenditure based on
what bhad been received. So, the initial exnpenditure
generates a level of income that is considerably grater
than the initial expenmditure. Each individual is a
producer as well as a consumer, and in tTesponse to the
available dollars will produce something, then receive
dollars and respend current iwmcome.

Instead of everyone spending all that was treceived,
let's say some was saved. Less income would be
generated. Because each reiteration involves a swmaller
amount of spending. The process whereby this occurs is
known as the "MULTIPLIERY process. The extent to whecib
the multiplier operates is determined by the MPC. This
is diagrammatically represented as follows:
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Depending on what proportion of income received is
respent income will vary. Under these twe comsuwption
functions C has the greater income because out of the
woney Teceived -a larger amount is spent, which means
the next person rteceives wore, and so ou.




