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Classical MacroeconomicsClassical MacroeconomicsClassical MacroeconomicsClassical Macroeconomics

•• Aggregate SupplyAggregate Supply
(from production and employment)(from production and employment)(from production and employment)(from production and employment)

•• Aggregate DemandAggregate Demand
(from Quantity Theory)(from Quantity Theory)(from Quantity Theory)(from Quantity Theory)

2



The Relationship Between Output,The Relationship Between Output,The Relationship Between Output, The Relationship Between Output, 
Fixed Capital Stock, and Labor Fixed Capital Stock, and Labor 

NN == LaborLabor YY == OutputOutput ∆∆ YY/∆ /∆ NN
MPNMPNNN   LaborLabor YY   OutputOutput = = MPNMPN
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Marginal Product of LaborMarginal Product of Labor
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ll i i i i i hi l bi i i i i hi l bEmployment Employment :Profit maximizing firm hires labor  up to :Profit maximizing firm hires labor  up to 
the point where marginal  cost equals the point where marginal  cost equals 

i li lmarginal revenue.marginal revenue.

Suppose    Suppose    W = W = 1616/ day/ day
∆Y/∆N =∆Y/∆N = 88 units = Marginal product of laborunits = Marginal product of labor∆Y/∆N  ∆Y/∆N  8 8 units  Marginal product of labor units  Marginal product of labor 

M i l f d i iM i l f d i i 1616//88 22Marginal cost of producing one more unit = Marginal cost of producing one more unit = 1616//8 8 = = 2 2 

or  MC = W/MPNor  MC = W/MPN
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In competitive market: Marginal revenue = PriceIn competitive market: Marginal revenue = PriceIn competitive market: Marginal revenue = PriceIn competitive market: Marginal revenue = Price

At profit maximization  point:  MC = MR = PAt profit maximization  point:  MC = MR = P
W/MPN=MC=PW/MPN=MC=P
W/MPN=PW/MPN=P
W/P= MPNW/P= MPNW/P= MPNW/P= MPN

or  MC= W/P= MPNor  MC= W/P= MPN
>>  Real wage paid by the firm is equal to the >>  Real wage paid by the firm is equal to the 

marginal product of labor.marginal product of labor.

Demand for labor:   Demand for labor:   NNdd = f(W/P)= f(W/P)( )( )
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Firm’s Demand for LaborFirm’s Demand for Labor
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Example: Profit Maximization EmploymentExample: Profit Maximization EmploymentExample: Profit Maximization EmploymentExample: Profit Maximization Employment
At point D : MPN=At point D : MPN=8 8 and suppose W=and suppose W=1616

If price P = If price P = 3 3 then (MPN then (MPN ×× P) = (P) = (8 8 ×× 33)= )= 24 24 > W(=> W(=1616))
Since (MPNSince (MPN ×× P) > W firm should increase employmentP) > W firm should increase employmentSince (MPN Since (MPN ×× P) > W firm should increase employment.P) > W firm should increase employment.

If price P =If price P = 11 then (MPNthen (MPN ×× P) = (P) = (88 ×× 11)=)= 88 < W(=< W(=1616))If price P  If price P  1 1 then (MPN then (MPN P)  (P)  (8 8 11)  )  8 8 < W(< W( 1616))
Since (MPN Since (MPN ×× P) < W firm should decrease employment.P) < W firm should decrease employment.

When price P = When price P = 2 2 then (MPN then (MPN ×× P) = (P) = (8 8 ×× 22) = ) = 1616= W(== W(=1616))
Since (MPN Since (MPN ×× P) = W firm stays in equilibrium.P) = W firm stays in equilibrium.

With profit maximization, firm hires labor at the point With profit maximization, firm hires labor at the point 
where MPNwhere MPN ×× P = WP = Wwhere  MPN where  MPN ×× P = W   P = W   

Or      MPN = W/POr      MPN = W/P
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Example (continued)p ( )

1. If  W = 16  and  P = 2 , then W/P = 8

With  W/P = 8 , firm hires labor = 3 
b t N 3 MPN 8because at  N = 3  , MPN = 8.

When MPN = W/P employment (N) is in equilibriumWhen   MPN = W/P , employment (N) is in equilibrium.
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2 If W 16 and P 3 then W/P 16/3 5 332. If W = 16  and  P = 3,  then W/P = 16/3 = 5.33

With W/P = 5 33 if firm hires N = 3With W/P  5.33 , if firm hires N  3
where  MPN = 8, then  MPN > W/P  or  MPN > MC.

It will be worthwhile for the firm to hire more labor.

When  MPN > W/P ,  firm will increase employment (N↑).
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3. If W = 16 and P = 1.7 , then W/P = 16/1.7 = 9.41

With W/P = 9.41  if  firm hires  N = 3
where MPN = 8, then MPN < W/P or MPN < MC.

It is not profitable  for  firm to hire  N = 3, but firm             
should hire less laborshould hire less labor.

When  MPN <  W/P,   firm will decrease employment , p y
(N↓).

12



Firm’s Demand for LaborFirm’s Demand for Labor
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IncomeIncome--leisure Tradeleisure Trade--OffOffIncomeIncome--leisure Tradeleisure Trade--OffOff
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Labor Supply CurveLabor Supply CurveLabor Supply Curve Labor Supply Curve 
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Assumptions in the Classical modelAssumptions in the Classical modelAssumptions in the Classical modelAssumptions in the Classical model

1.1. Markets are perfectly competitive.Markets are perfectly competitive.
2.2. Producers maximize profit.Producers maximize profit.pp
3.3. Consumers/workers maximize utility.Consumers/workers maximize utility.
44 There is no “money illusion”There is no “money illusion”4.4. There is no money illusion .There is no money illusion .
5.5. Prices and wages are perfectly flexible.Prices and wages are perfectly flexible.
66 All k i i h f i f iAll k i i h f i f i6.6. All market participants have perfect information. All market participants have perfect information. 
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W/PW/P N N SS
a. Labor Market Equilibriuma. Labor Market Equilibrium
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W/PW/P
a.  Labor Supply and Demanda.  Labor Supply and Demand

F ti f th R l WF ti f th R l W
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Classical Aggregate Supply CurveClassical Aggregate Supply Curve
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Classical theory of aggregate price level determination 
and Aggregate Demand

• In the classical theory the quantity of money• In the classical theory , the quantity of money 
determines aggregate demand , which in turn 
d i h i l ldetermines the price level.
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Quantity Theory of MoneyQuantity Theory of Money

Equation of Exchange
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Example on velocity of moneyExample on velocity of money

• Over a given period, let the value of 
transactions equals 3,600 billion baht.q

• Suppose the  money supply (Ms) is 300 bb.

V l i (P T)/M• Velocity= (PxT)/Ms

• =  3,600/ 300, /

• V   =  12
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Another expression of the equation of exchange 
focuses on income transactions
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Quantity Theory of MoneyQuantity Theory of Money

Cambridge Approach 
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Classical Aggregate Demand CurveClassical Aggregate Demand CurveC ss c gg eg e e d Cu veC ss c gg eg e e d Cu ve
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Aggregate Supply and Demand in the Aggregate Supply and Demand in the 
Classical SystemClassical SystemPP
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Interest Rate Determination in the Interest Rate Determination in the 
Classical SystemClassical SystemClassical SystemClassical System
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Autonomous Decline in Investment DemandAutonomous Decline in Investment Demand
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Effect of an Increase in Government Spending Effect of an Increase in Government Spending 
in the Classical Modelin the Classical Model

rr
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W/PW/P N N S S (t (t y y = = 00..4040))
a. Labor Market Equilibriuma. Labor Market Equilibrium N N S S (t (t y y = = 00..2020))
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Classical Aggregate Supply and Aggregate Demand:Classical Aggregate Supply and Aggregate Demand:
Effect of a decrease in tax rateEffect of a decrease in tax ratePPPP
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