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1) The basic problem is: 1If at a given wage and price level excess supply,
in some meaningful sense, exists for labor, commodities and capital services
why does this not result in price and wage changes so that equilibrium at
which S = D results? Various answers to this question are possible. I be-

lieve Keynes and the Keynesians have given a number of different answers.

2"  The meaningful sense qualifying phrase is important for, as will be argued,
ome of the excess supply as measured centers around reservation prices.
~wever the reservation price is not due to the phenomena that yields elas-
“l.city to say the supply curve of labor at a moment of time. The reservation

ic: that determines effective supply is computed by referring to prices
‘hat are expected to rule in the future, where the current price differs from
cipected price because of system performance. Thus at some expected future
date the ruling price is expected to be such that a minimum exists to the
acceptable current price. This reservation price phienomena is especially
r:levant to capital services--wvhere intertemporal substitution is possible.
i may effect labor services to the extent that labor helieves that the
bodiment of labor services in products will be around to spoil labor markets
the future and labor is cohesive enough and in part affluent enough to act
thke basis of Such beliefsfl)

3 Keynes as a good Marshallian broke up a dynamical process into a sequence

| m: rket developments and interactions among markets. In Marshallian |
m: nology market period, short run, long run and secular equilibrium were
nt ified. In the Keynesian underemp loyment equilibrium porifolios are in
47 ibrium, there exists an excess supply of labor and the capital stock is
at ie of ylelding a grearer flow of capital services on a2 sustainable basis

2 .t is actually doing. 1In addition flow demand and supply of commodities
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underemplioyren: eguilih pevied equilibrium rules in the finer-

laber, an uecLly markets but these equilibrium price and quantiity o
binations are nct the same 23 those vhich yieid short vun equilibrium -

g .

labor and commedity markets. Becauas investment is going on the capiles]

services market wmay be ia marker equilibrium and in longer rum disaguil,

T

53 In addition te rhe within the mayrket simultaneous eguilibrive - dise

briwm situstions, the reaction in any one set cof markets foeds into orhs-
) invesiment '
markets. Thus the capital services market be%dvlor affects foutput and Tus
{2)

the price wovements in labor markets affecis Qommedity supplies,

) The Keynesisn disequiiibiriws ~ equilibrium can be identified as a specifi-
cation of the diffevential speeds of movement of prices in the different
markets. Harket processes are such that finaneial mariet prices move more
rapidly than lsbor and commodity prices and that, because of triggering and
production gestation periods for investment, capital stock movements are
slowest of all those being considerad (Secular eguilibrium ir Marshall com-

sidered even move time consuming processes — those Involving generarional



changes). An assumption that is common is that the labor market hehaves so
that money wage rates are slow to move. Hence in the market period wages

can be taken as given, although in the longer run they are variable. As
comnodity supply prices in the aggregate are a mark up o labor costs, the
supply schedule for commodities shifts downward but slowly where excess supply
of labor exists. Production adjusts to a short run eguilibrium so that
commodity productiorn equals commodity demand hut the notional excess supp iy

of commodities has no direct impact on cormedity prices.

Two points are worth noting in this construct.

1. If the interest rate variable in this standard presentation is a proxy for
the market price of financial assets then the relative prices of financial
assets and curremt ouiput change. If capital goods are viewed as just
ancther financlal asset, then the relative price of eapital goods and
curzent production changes. One part of currvent output is the production

of investment goods which vield services that are substltutes Ffor the

ety
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s that existing investment goods vield,
». Labor garvices not used today are not available tomorrow. It seems

strange - 1f one abstracts from the social processes invelved and treats

1

9,

labor as if it weve just another comrodity -~ that © ‘o such a
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non-storeable commodity would be sluggish when excess suvoply existe. Once

woyrmal social processes are vuled out the chserved phanomena of wage

aluggishnese is iwputed to an exogenous intervention,be it minimum wages

or trade unions.

This ‘wage wigidiey' argument is the way in which Patinkin, Modigiiani
-nd other neo-classicists reconcile 2 belief in active ¥eynesian poliey and

- .

theory that yields equilibzium only at full empioyment, It veduces Kevnes

lsbor supply and sttenuates

B

o a rather banal assertion sbout elasticity o

oy recogonltion that a fundamentally different vision may underiay Xeynesian

o
. B
¢ conomics.
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Another thread in the Keynesian argunents recognizes that the dynamical

processes starting from an excess supply in the labor and commodity markets

feeds back into the demand for labor and commodities. Workers make bargains

in terms of money wages: money wage rates are both a determinant of the

supply curve of commodities and of the budget constraint for workers purchases.

That 1s a fall of wages and the accompanying fall in comuodity prices will be

associated with a shift of the aggrepate demand curve.
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In the Keynesian case aggregate demand is homogenous of degree zero in
ges and prices excepting as changing wages and prices affect the real

antity of money and hence the intarest rate. (This relaticon between mOney ,

vices and wage levels 1s sometimes called the Keynes effact). Note that in
is view of the economic process, in order to affect real agpregate demand

‘bor, consumption or invesiment (or government) demand must be affected. If

2 interest rate is taken as a proxy for the conditioms ruliung for the

‘nancing of that spending which is not financed by prowimate income receipts,

2n an increase in the real money supply whether by price level changes or

open market operations can only affect consumpiion or investment as it

‘fects intevest rates.

Hence, two slips between the mometary cup and the ewploymenit lip can be
entified, the first is if the interest rate does not veact to a change in
2 money supply, the second is if consumption oy investmwent demand do not
act to a change in the financing conditions. The first is the liquidiey
ar, and whether or not it ezis;s is one key to the effecriveness of mone-
ry policy. The second is move subtle. Consumption and investment demsnd
2 differentiated by the method used for finmancing. Consumption demand is
nanced by income recelved, investment demand is financed either externally

£ demand is fipanced

C
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o
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&
0
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by utilizing excess cash in portfolios. I



externally, them the investing unit is undextaking some dated or contingent
commitment to make cash payments in the future, this cash to be obtained
as "rents" for the capital services. If investment demand is financed in-
ternally from "excess cash" then the market value of the rents to be earned
must be compared with the speculative gains available from holding cash.
With both internzl and external financing, if the ezcess cash or the im-
provement in financing terms are the result of price deflatien, then extra-
rolitive expectations would indicate that a real gain is agvailable from

o nominal
‘niding cash and that the expected/rents to be earned from real capital

+11 decline., Altermatively if the improvement in finamcing terms or in

e availability of internal cash is the result of open market operations,

“len extrapolative expectations would indicste that thera is no gain to be
rentals

rade from holding cash and that the/from resl capital will not be tremding

cownward. That is the repercussions of an iperease in real money are not

Independent of how this increase is brought about. The endogencus process

3

rerating through price deflation is less reliable as an expansionary

) 4)
tochnique than the exogenous process operating through money creation ¢

fhis second view emphagizes the financing of spending arnd the endo-
fonous nature of both the money supply {real) and veloeitv, Iz marks a
t eak with neo-classicel theory in that investment does wmot “autonatically™
£711 the gap between preductive capacity and consumpiion. The develop-
s at of this thread of Kaynesiam;ﬁhoughtdaes lead to the interpretation of

¢ yneslan economics as the economics of a "Einapeial® £COonomy .

A third and perhaps more subtle explanation of Zevnesian underemplovment
s ailibyri g giicly Koy ¥ o 2 OF uese :
€ 13iibrium es 2 sticky state rests upon Keynes' potion of user cost.

b 2reas labor services mot used today are lost forever, capital services



e

not used today may be available for use in the future. This is the doetrine
of use depreciation and it serves to set a floor, albeit a conditional floor,

to the supply price of output.

12) Consider the supply price of output. Assuming competitive markets for
an industry, the standard text book supply curve is the sum of individual
plant supplies as given by the marginal cost curves to the right of the
wianimum of gsome average variable cost. These is an ambiguity to the supply
crrve for it may be necessary to include an allowance for the use deprecia-

t on of the capital equipment used in production.

13) For the economy as a whole the inputs matrix washes out. Marginal
costs for output as a whole equals the incremental wage cost plus the value

©. capital consumed in production.

14) What is the value of capital consumed in production? It is not any
measure derived from the historic costs of capital goods. If the services
of a capital good are mot used today they may, to a greater oy lesser ex-
tecat, be used tomorrow. A ton of coal not burned today can be burned to-
W :row - a machine standing idle does not wear out to the same extent as
a iachine being used. Thus intertemporal substitution in using capital

§ »d services is assumed to be technically feasibie. Recall that no such

o

‘hnical feasibility exists for labor services.

13) If the capital services are used today, there is some rent, Qt’ that
¢ 1 be earned. If some of the available capital services are not used
t¢ .ay, then at some dates in the future the available capital services will
b- greater than they otherwise would have been. ThesSe will earn some‘rents,

8: ' the maximum expected rents from such intertemporal substitution is Qt+ﬂ'



The minimum acceptable current rental value per unit of capital services is

the discounted value of the Qt+n’ Qt'

15) The above derivation of this minimal acceptable remtal value abstracts
from the impact of uncertainty and from pressures imposed upon a firm by
its liability structure. With these limitations, the supply price of out-
irit 18 the sum of the labor costs and a mark up, where the mark up summed
32 the expected output will yield a large enough rent to compensate for

LS uger cost.

7 In deriving the minimum acceptable mark up on labor costs, allowance
nust be made for the extra maintenance of the capital series embodied in
zhe capital good over the iunterval between the present and the date at
wiiich the capital is expected to be scrapped. If scrapping cccurs from
uge rather than being due to time and cobselescence, this zlliowance is posi-
rive. If time domimates then the entire problem of user costs may not arise,

capital services in fact cannot be reserved.

.8) 1f w(o) is the total labor costs as a function of outpur, w(o)/o is
:1e average cost and dw/do is the marginal cost for a given collection of
ipital services embodies in a plaat. ér is the minimum vental. The minimum

z 1 i
/agﬁﬁingrcggpetitive markets is

o wio) + 6g.

Twat is
w(c) Q¢
p = . + 5 "
) 1f we assume that over the range comsumed w{o)}/o is first horizomtal

sad then rising, there will be a required minimum mark up of market price
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over average wage costs if the capital equipment is to be used. The above
assumes a technology in which the plant use decision is an all or none de-
cision ie. the rental value is imputed to the services of a plant and the

plant is either used or idle.

21) Alternatively the rate at which the capital services are used may be
» function (linear, homogeneous) of output and for each unit of capital
¢ xvices there exists a present value of the expected future rental ﬁt.

< this case the supply price of capital services is a function of Fhe rate

¢ output. If we sssume a recent past inp which there was no redundancy of
¢ pital equipment, then we can assume a well nigh horizontal portion to the
supply of capitel services function as well as a positively sloped portion.

The positive slope reflects that at more rapid use rates, the period over

wiich present use involves future sacrifice grows shorter.

22) From either the all ox none plant, comstruct the more flexible supply
schedule of capital services, the idea emerges that the supply price is a
-.moTk up on labor costs, that the mark up may be inversely related to the
e nected output from & given plant and that this mark-up schedule depends
v on expactations as to future rents. Note rthat the foregone rents are
i money terms: the price level expected to rule at the date the discounted

{affects
T it ie to be sarned deternines fthe size of the rent.

i3} When the system is functioning normally, the rresent value of current
¥ s is greater than the present value of expected future remts so that
wi X cost does not set the price at which capital services are employed.
I 1s when aggregate demand is insufficient that capital services will be
he d off of the market if they caonot earn a present rent egual to or

g ater than the present value of some anticipated rent. A decline in de-
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23)

-l

mand may initially lead to a decline in rents with no appreciable decline
in output: prices and rents full, wages and output remain essentially un-
changed., However once rents fall sufficiently far, user costs sets a floor
to the supply price of output. At this stage employment of ilabor and capi-

tal services decline.

Excess supply of labor can induce 2 fall in wages. Consider what happens
e the components of P 8s wages fall. The labor cost factor w(o)/o falls
but as long as the expected Qt+n is unaffected by the current wage decline
i@ user cost factor at/o either is unaffected or increases., It may in-
crease for elther of two reasons: the costs of malntaining the productivity
¢f the capital stock inmtact until needed will decrease with the wage costs
and the interest rate used to discount the future rents will declipe as

the real quantity of money increases with the price~wage decline. That is
Pz = wi{o)/o = &tfo
will rxise as wages fall.

If output or employment were unchanged a rise in the mark up would shift
tie distribution of real income toward capital. However the wage bill
f:11ling implies that workers demand falls. As output fails the date im
il e future at which current excess supply of capital service will no longer
t¢ redundant recedes in time. This will lead to a decline in user cost.
Lcwever as lopg as the price expectations remain unchanged the declipe in
vzer costs will tend to be small compared te the decline in output and
rvice. Price flexibility secems to imply that distribution behaves per—
versely as wages fall and that this perverse behavior of distributive shares

{i.e. capital share increasing as income falls if price flexibility rules
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and if the supply of capital services is determined by user costs) tends to

accentuate the decline in real output and employment.

26) Assume that excess supply of capital services decreases us capital is ﬁsed
when user costs are the effective determinant of the supply price of capital
services. As the excess supply is absorbed, user costs rises, for the time
zo the elimination of the excess supply and thus the number of periods of
compounding of the discount factors decreases. The rise in user costs also
means that the realized rents rise. Once the redundancy disappears then pre-
gumably the rental rates being earned by capital services increases suffi-
riently so that new investmeni is drawn forth. The value of quasi-rents and
of user cost are a determinant of the pace of investment. Current and
aipected rents have to be sufficlently large relative to production costs of

the capital equipment for invistment to take place.

27) The doctrine of quasi-rents and user costs indicates the dual nature of
price — as a rationing device for fixed services and as a determinant of the
way currently allocatable resources are to be allocated. As long as quasi-
rents are greater than user costse supply of capital services is ipelastic
and capital is a rent yielding asset. Once the reservation price of a
dotermined by user cost is reached the supply curve of capital services be-
mes elastic. User coits atre an Inter—~temporal rationing device. There
3lso exists a minimum jguasi-rent that is sufficiently large, given production
»ysts, to induce the production of the service vielding asset. Rental values
.:1ve two attributes-~ihat which is being earned as 2 residual from current
croduction and the minimum that has to be earned if resources are to be
s1located to the prodietion of particular capital goods. In the smooth growth
:orld of neo~classicsl capital theory, they are the same. In the uncertaln

zyelical world of exverience the two aspects of rent are different and in
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particuiar there is an element of choice or decision on what level of 2irnc
rents or expected rents are sufficient to draw forth capital investiment,
This is so for each investmwent decision involves a conjecture as to tha
cyclical course of the economy over the production horizon of the prodized

capital equipment.

28) As a final note it is worth noting that there is another aspect to ‘he
quasi-rent and the user costs~-they are cash flows. The financing of -mme 4

over durable capital equipment involves a liability structure. This 1iabil: ¢

LB

structure commits the capital owning wnit to cash flows: dated, continvent —

4

and contractuai. Assuming that a sufficiently large penalty for not ful fill-
ing such commitments exists, then the cash flow nesds due to 11ability struc-
ture may dominate the reservation price of user costs. That i1s, a larger

output will be produced and a lower mark up will be accepted in an effort to

acquire cash to meet liability commitments.

28) If cash flow leads to such a use of capital services, then a lower surreu¢
rent is substituted for a higher present value in determining the capizal
value of an asset or a set of assets collected in a plant. The end result /o
a decline in present value--the solvency of the organization is compromised

to fulfill Iiquidity consideration: .

30) This last remark means that a problem familiar to banking theory--the
dichotomy, in particular situations between liquidity and solvency - is as
relevant for the determination of optimum 1iability structure of a corporation

as it is for the determination of bank portfolios.

3i) 0f the three identified reasons for underemployment equilibrium——-the
sluggishness of wage movements, the inefficiency of price deflation to affect

the amount of investment financied and the doctrine of user costs——it seems
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as if the doctrine of user costs is perhaps the most suvbtle for it leads to

a view of the investment process that seems meaningful to a capitalist
economy. However the doctrine of user costs makes sense only if the economic
process 1s envisaged as being cyclical. But if the process 1s eyelical then
underemployment equilibrium is a transitory state. This final remark is
paradoxical oﬁly if the Marshallian formulation of Keynesian economics is

iznored.
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