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Model 1

Neo-Classical Model
Labor Market
1. Labor Demand

W/P = MPL(L,K,TECH, RM)
 -
negative slope
(Real wage = marginal product of labor)

2. Labor Supply

LS = LS(W/P)

(Labor supply is positively related to the real wage)

3. Competitive Labor Market

L = LS

Note:
First 3 equations determine L, LS and W/P.

Good Market
4. Production Function
Y = F(L,K,TECH,RM)

(Marginal Product of each input is positive)

5. Aggregate Demand
AD = (1/k)*(M/P)

1/k = velocity of money
(Monetary theory of Aggregate Demand)

6. Goods Market Equilibrium
Y = AD

Note:
Equations 4 - 6 determine Y, AD, and P

Money Market

7. Money Demand

Md =k*P*Y

(Quantity Theory of Money)

8. Money Market Equilibrium  Md = M

Equations 5 and 7 are not independent of each other.

Endogenous Variables



Exogenous Variables
W,P,L,LS,Y,Md,AD




K,TECH,RM, k,M

Aggregate Demand Components
AD = C + I + G 

C = C(Y - T, r)

I = K* - K where K* (desired stock of capital) occurs where r = MPK
