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INTRCDUCTION

The relationship of wealth to the level of consumption
appears to have been recognized by economists at a very early
date.l Wealth was interjected into economic analysis primarily
as a response to the Keynesian contention that equilibrium is
possible at léss than full employment. The so-called "classi-
cal economists" found this prospect extremely disturbing--most
particularly when it was applied to a perfectly competitive

2

system with Wage and price flexibilities. While it would appear

valid to say that much of Keynesian economics is compatible with

2 (a point that individuals on both sides of

the classical views
the controversy did not immediately recognize) it is equally
evident that they are not totally compatible. It was as an
attempt to show that there was an "automatic" mechanism which
tended to restore full employmentr(in-the absence of rigidities)
that the wealth effect was first introduced as an element of a

systematic body of theory.4

1 ; .
Beris P. Pesek and Thomas R. Saving, Money, Wealth, and
Economic Theory (New York: The Macmillan Company, 1967), p. 1.

21bid., p. 11.

jGardner Ackley, Macroeconomic Theory (New York: The
Macmililan Company, 1961), p. 404.

Pesek and Savings, Economic Theory, p. 1l2.




OBJECTIVES

The purpose of this paper is fourfold:

First - to identify the phenomenon commonly referred
to as the wealth effect.

Second - to examine the diffgrent mechanisms through
which the wealth effect may operate.

Third - to analyze the conditions which determine whe-
ther the wealth effect can, ‘in theory, be operative,.

Fourth - to discués the importance of the wealth effect

in Macro-Economic Theory.



A COMPARISON OF CLASSICAL AND KEYNESIAN SYSTEMS

In the latter portions of this paper the author will show
that the wealth effect plays an important role in classical argu-
ment for a full-employment equilibrium. In order to construct a
basis from which the wealth effect can be intelligibly introduced,
we will next present a comparison of the classical and Keynesian
models. The classical and Keynesian systems may be effectively
described by the following set of equations and graphs of the

type used by Ackley:

Classical Keynesian
(1) M = 1Py (1) M = 1Py + L(r)
(2) y = y(N) (2) y = y(N)
3 dy - ¥ 3 dy - W
(3) a% 5 (3) Hg' 5
_ (W) -
(4) N = N(5) (4) W=W,
(5) s = s(r) (5) s = s(y)
(6) i = 1i(r) (6) i =i(r)
(7) s =1 (7) s =1
where: y = output s = savings
N = employment i = investment
W = money wage rate r = the rate of interest
P = price level Py = money income
M = quantity of money
1 = fraction of income that needs to be held to satisfy
the transactions' demand for money
L = fraction of income that needs to be held to satisfy
the speculative demand for money
5

Gardner Ackley, Macroeconomic Theory, p. 403.




Figure 1. The Classical System.6
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The essential feature of the classical system is that it
presents a model of full employment. Let us briefly examine
this model.

We may (arbitrarily) start our analysis in the labor
market. Here we assume profit maximization and perfect competi-
tion. The equilibrium condition for full employment is that the
real wage rate g be such that demand for labor equals supply.
The supply of labor is an increasing function of the real wage
which is assumed given under perfect competition. On the démand
side, output--and thus the demand for labor--are pushed to the
point where the marginal product of labor is equal to the real
wage rate. Technology is expressed in the form of a production
function. Because the capital stock is assumed given,output
depends only on the level of employment: y = y(N). This portion
of the classical system may be represented by Graphs 1 and 2 in
Figure l.7

Turning to the money market (see Graphs 3 and 4) we have
the traditional requirement that demand and supply be equal in
equilibrium. On the demand side we assume that no idle balances
are held and that there is no speculative demand for money. This
means that we have only a transactions demand for money, i.e.,

that the demand for cash balances is solely a matter of having

7R. G. D. Allen, Macro-Economic'Theory, A Mathematical
Treatment (London: Macmillan Company, 1967}, p. 103.




enough to meet the needs of current output (y) in money terms.8
The diagonal line 1Py shows the amount of money reguired for each
level of money income or, phrased another way, the level of money

income which each possible quantity of money can support. If the
actual stock of money is Mg then the money income cannot exceed
Py - We know ¥ from Graph 1 so we can compute the equilibrium

price level PO.9

Graph 4 allows us to find the necessary level of the
money wage. Recall that we found the equilibrium real wage rate
in Graph 2. We plot this real wage....as a diagonal line in
Graph 4. ("any real wage is a ratio of price to money wage;
therefore corresponding to each real wage are numerous possible
combinations of P and W, all of which fall on a straight line
through the origen whose slope measures the real wage.") Given
the equilibrium real wage which is determined in Graph 2 and the
equilibrium price level which can be computed from Graph 3 and
Graph 1, there is only one money wage which is consistent with
both of these--W,. 10

It should be noted that this analysis can be divided into

two parts, one real and one monetary. The real wage and the levels

of employment and output are determined by only real factors: the

81bid.

9Ack1ey, Macroeconomic Theory, p. 132.

101pia.




marginal prcductivity of labor and the marginal disutility of
labor. Money wages and prices are determined by only monetary
factors. While changes on the "real" side can affect prices and
wages, changes on the monetary side have no effect on real magni-
tudes,l1
In its simplest form, the classical theory of saving and
investment has no influence on the determination of income and
employment. The function of the rate of interest is simply to
equate planned savings and planned investment. The savings and
investment functions are both in real terms, with investment (in
real terms) a declining function of the real rate of interest, and
savings an increasing function.l?
In summary, it is of some importance to note that the
classical system can be divided into three separate, self-con-
tained branches, These are: employment theory and the real wage
(Graphs 1 and 2), the price level (Graphs 3 and 4), and the rate

of interest and the volume of savings and investment (Graph 5).13

In the classical system, if there is a divergence between
the number of people desiring work at the going wage, the real
wage will adjust in the appropriate direction and to the prcper

extent to allow all those desiring work to be employed. The only

11pia., p. 135. -

lellen, Macro-Economic Theory, p. 107.

13Ack1ey, Macroeconomic Theory, p. 158.




thing which could prevent this from happening would be a rigid or
sticky wage rate--one that would not adjust at all or that did so
too slowly.

Money wage rate adjustments could accomplish this result
by working through the income and substitution effects resulting
from the money wage cut. If only one wage group were seeking more
employment they would obtain it because the price of their labor
had declined relative to other wage groups or relative to other
factors of production (i.e., capital and land). 1If we are falking
about across-the-board wage cuts, increased employment might more
easily be explained by labor replacing other factors with less
trade-off among competing labor groups or with emphasis on the
income effect. While an across-the-board money wage reduction
would entail price reductions, it would also lead to a reduction
in the real wage, although a smaller reduction.t4

Hoarding--holding idle balances--was accepted as an occa-
sional possibility (although irrational, it could happen in time
of panic). It could not, however, result in unemployment because
if money wages were flexible, employment could be maintained at
the same level with the same real wage. The only thing that would
be affected would be the price level. A simple manipulation of

the equation of exchange (MV=PT), which expresses the classical

guantity theory of money, will confirm this conclusion.

M¥pia., p. 162.



Changes in the propensity tc save or in investment oppor-
tunities will have no effect on the level of employment. Increased
or decreased thriftiness would be met by changes in the interest
rate which would check the trend, thus maintaining demand. If
interest-rate flexibility was not sufficient to maintain invest-
ment ana consumer demand, full employment would still be maintained
through wage and price adjustments.15

In conclusion, it should be noted that in the classical
model unemployment--other than the frictional unemployment that
will exist due to workers in transit between jobs and other "fric-

tions" which prevent adjustment from occurring instantaneously--

is caused by rigid wages.

lsIbid., p. 163.
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Figure 2. The Keynesian System.16
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The Keynesian system, unlike the classical system, is

completely interdependent (as is shown by the graphs on the pre-

ceding page).

There are only three differences between the Keynes-

ian system and the classical system.

(1)

(2)

(3)

The classical model has savings as a function of
the rate of interest while Keynes presents it as

a function of income.

The Keynesian demand for money includes both trans-
actions and speculative demands for money whilé the
classical includes only the former.

The classical economists viewed the real wage rate
as flexible and the labor supply as a function of
this real wage. Keynes viewed the labor supply as
a function of the money wage and considered this
wage to be autonomously determined. The use of an
aptonomously—determined wage rate allowed Keynes

to represent his belief that wages are determined
by factors beyond the control of the workers and
are rigid--at least below some level. In the Ackley
version of the Keynesian system the wage rate has
reached the level at which it becomes rigid. The
rigid money wage,together with the price level,
determines the real wage rate. Employment then is

determined by the demand function for labor--spec-

ifically, by the marginal product of labor and the
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real wage rate, as illustrated in Figure 2.17

Let us analyze each of these differences with respect to
the classical conclusion that there is an automatic mechanism

which operated to maintain full employment.

Savings

First consider the Keynesian alteration of the savings
function. If the only change we make in the classical system is
in the savings function--that is, allow savings to be a function
of income rather than the rate of interest--the classical full-
employment solution is not altered. - (Refer to Figure 3.) The
only difference is that, now, a shift in either the production
function or the supply of labor will alter the rate of interest,
because, by altering income, they:change the level of saving
relative to investment.18 (In Figure 3, first note the movement
of the labor supply function and the resulting increase in income

from Y, to ¥;. Next note the movement of the production function

from y to y' and the change in income from y, to y,.)

17Ibid., pp. 403, 404, and Allen, Macro—-Economic Theory,

p. 124.

lsAckley, Macroeconomic Theory, p. 404,




Figure 3. The Classical System with Modified Savings Function.
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Speculative Demand

Next let us discuss the conseguences of the Keynesian
speculative demand for money. Recall that as the classical econ-
omists saw the functioning of the capital market, the interest
rate would automatically fluctuate to reflect changes in either
saving or investment schedules. Thus, it was the decisions to
save or not to save which were crucial to interest-rate determin-
ation. Keynes emphasized that the individual had to make an addi-
tional decision after deciding to save--whether the savings should
take the form of an interest-bearing security or cash.19 (Class-
ical economists assumed holding idle cash balances--hoarding--
was irrational and would occur only in a period of panic.) Keynes
said cash might be held in preference to an earning asset in hopes
of "securing a profit from knowiné better than the market what the

20 This is the speculative demand for

future will bring forth.
money and was regarded by Keynes as a function of the rate of in-
terest. (When interest rates are below those considered normal--
that is, as reflected in security prices being above "normal"--

people will sell bonds and hold cash. When bond prices are below

what people regard as normal they will use their balances to buy

9
Myron H. Ross, Income: Analysis and Policy (New York:
McGraw-Hill Book Company, 1964}, p. 133.

20John Maynard Keynes, The General Theory of Employment,
Interest and Money (New York: ~ Harcourt, Brace & World Inc., 1936},
p. 170.
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securities--dishoard.) Now the demand for money depends on both

the level of money national income and on the interest rate.zl
This second demand for money (in which expectations about

the future rate of interest play a crucial role) prevents the rate

cf interest from operating in the way the classical writers assumed

it would.

If the interest rate varied automatically and freely to
equate saving and investment, shifts in saving or investment
schedules could have no effect other than to change the rate
of interest and the division of a given total output between
investment and consumption. But if the adjustment of the rate
of interest is limited by speculation, the impact of shifts in
saving or investment schedules will be on the aggregate demand
for goods, leading, if wages and prices are flexible, to in-
flation; or, if they are rigid, to an increase or decrease in
output and em.ployment.22

Note that if the classical assumption of flexible wages is not
violated, the classical conclusion regarding full employment re-
mains valid. Any change in the gquantity of money will cause
prices and wages to change in the same direction and the same pro-
portion. (See Figure 4.)23
What real difference does the inclusion of the .-speculative

demand make, then? As a result of the speculative demand, changes

in investment and saving propensities can no longer be handled

21Ackley, Macroeconomic Theory, p. 178.

2
2 Ibid., p. 184,

23
Ibid., p. 191.



Figure 4. The Classical System Modified to Include the
Speculative Demand.
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by interest-rate adjustments alone, but will require price and
wage changes. This places a heavier burden on the wage price
mechanism to avoid unemployment. Still, however, the classical
mechanism will (in theory) maintain full employment.

Keynes, however, pointed to an extreme case in which the
speculative demand might make automatic full emplcyment impossible

even if wages and prices were entirely flexible. This situation

is referred to as the liquidity trap. The argument is that during
certain periods the speculative demand for money may becomé infin-
itely elastic or at least approach it. (See Figure 5.) What this
means is that the public‘will hold any quantity of money at the
going interest rate. If this interest rate is not one which is
consistent with full employment (if aggregate demand is not suffi-
cient to maintain full employment), revised classical theory--
that is, classical theory modified to include the speculative
demand--would tell us that falling wages and prices would release
funds from transactions' balances and that these funds would go
into speculative balances, bidding down the interest rate. This
would stimulate investment demand and thus restore full employment.
But, if we are at the trap level--all released funds will go to
satisfy speculative demand at the same interest rate and the in-
terest rate will not be affected. Thus, there is no stimulus to

aggregate demand and the level of employment and income must drop

to that consistent with the existing level of investment.24 Thus,

24Pesek and Saving, Economic Theory, p. 375.
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Figure 5. The Classical System Modified to Include the
Speculative Demand and the Liquidity Trap.
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if we encounter the trap phenomenon, Keynes argues that there was
no automatic mechanism which maintained full employment--even with
flexible wages and prices.

If the only change we have made in the classical system
is the inclusion of the speculative demand for money, we can show
that there is a tendency to insure full employment. Assume that
N, represents full employment and that r, is the rate of interest
consistent with that level of employment. Say that the savings
function shifts to the right. At the prevailing rate of interest
(ro) the investment outlook is such that planned savings exceeds
planned investment. Since we know that the realized savings and
realized investment must be equal, we would have a reduction in
the level of income to that which would provide a level of savings
consistent with the existing level of investment. Now, this new
level of income would also mean a higher level of (g) initially.
However, at N, unemployment exists, thus if wages and prices were
flexible competition would begin to bid the wage rate down. Thus
we would have lower wvalues of g, P, and W. Because of these lower
values we would also have a lower value ﬁor M. Thus, if we do
not have a liquidity trap (trap represented by the dashed liquid-
ity preference curve) this lower level of My releases money for
the speculative sphere, driving down the rate of interest and thus
increasing invgstment to il' the level which (in conjunction with
consumption demand) provides the aggregate demand necessary to

restore full employment.
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Now, if we encounter the liquidity trap, this process will
occur, but it will be in vain. The rate of interest will not fall
below the trap level--thus we will have no stimulus to aggregate
demand and full employment will not be restored. Income will fall

until the level of saving is equated with the level of investment.25

However, since we do not have full employment, there will continue
to be incentive for money wages and prices to continue to fall
toward zero. These, however, will not be able to affect the level
of output or employment, or the real wage, beééusé the liquidity
trap prevents these monetary factors from influencing the rate of
interest.26

There is another possible situation which Keynes felt
might occur and one which would result in less than full employ-
ment equilibrium. This phenomenoh is referred to (by Ackley) as
the inconsistency of saving and investment. 1If the saving and
investment schedules were both quite inelastic and did not inter-
sect at a positive rate of interest, then full employment would
be impossible.

Referring to Figure 6, let us imagine some exogenous im-

pact on the economy which causes the savings schedule to shift to

the right (to s'). 1In this new position the only rate of interest

2SRoss, Income: Analysis and Policy, p. 189.

6
Ackley, Macroeconomic Theory, p. 384.
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Figure 6.

The Classical System Modified to Include the Specu-

lative Demand and the Inconsistency of Saving and
Investment.
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which would equate savings and investment is a negative (and there-
fore impossible) rate. Thus aggregate demand must decrease and
income and employment must fall.

In this situation we will not have a full employment equil-
ibrium, but we will not have a less than full employment equilib-
rium either. Since the prevailing rate of interest will {of ne-
cessity) be something positive, income must fall initially (when
savings schedule shifts from s to s'). After that, money wages
and prices will continue to fall and the interest rate will fall
towards zero. Thus investment will increase from what it was after
the initial fall but it cannot reach the full employment level

(because that would require a negative rate of interest).27

Rigid wWages

The third mocdification which Keynes mentioned had to do
with the real wage rate. He suggested that "since there is, as
a rule, no means of securing a siﬁultaneous and equal reduction
of money-wages in all industries, it is in the interest of all
workers to resist a reduction in their own particular case.28
Thus Keynes says that the assumption which classical economists

relied on to maintain full employment is not realistic.

If we introduce rigid wages in the classical system,

271pid., p. 385.

28
Keynes, The General Theory, ‘p. 264.
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a larger burden is imposed on interest rate adjustments. If the
interest rate is allowed to fluctuate to equate saving and in-
vestment there will still be no deficiency of aggregate demand.
However, if rigidities develop in the interest rate, aggregate
demand will fall and the wage rate will not be able to adjust to
prevent unemployment,

If, due to labor union influence, the wage rate were
rigid at some level--say (g) in Figure 7, and the wage rate con-
sistent with full employment was (%&), unemployment to the extent
N,-N, would exist. If wages were rigid there would be no tendency
for this situation to be eliminated and income would be reduced
to ¥, withrthe level of employment reduced to N, and the real

wage rate increased to (gaj



The Response of the Classical System to an Increase
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