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Menu Cost Models
Ozlen HIC*

Abstract

During the stagflation of ‘70s, theKeynesian System fell from favor in the academic circles while
Monetarism and, in particular, New Classical Economics became widely spread. The years ‘80s
witnessed implementation of economic policies in line with Monetarism and the New Classical
School, but unemployment, far from being removed automatically, increased and recession
deepened. Hence during this decade these two schools fell from favor in the academic circles and
in the US academic circles a new school, New Keynesian economics began to take hold. The new
Classicals had criticized the Keynesian System severely because its macro analysis had no micro
foundations and its result, i.e. unemployment due to lack of demand was inconsistent with the
result of full employment reached in the traditional microeconomics which was based on perfect
competition. To meet this criticism of methodology, the New Keynesians went into
microeconomics foundations of Keynesian macro analysis but they rejected the relevance of
traditional microeconomics and instead accepted imperfectly competitive markets and lack of
coordination between markets. These conditions would lead to Keynesian unemployment in the
short run, if not in the long run. This would be cured by the implementation of Keynesian
monetary and fiscal policies. In their analysis and models, New Keynesians also accepted the
Rational Expectations Hypothesis of the New Classicals, which meant that all decision makers,
including workers, could estimate future price increases and other future conditions correctly.

New Keynesians came up with many models explaining how Keynesian unemployment could
arise under conditions of imperfect competition and also lack of coordination between markets.
One such well-known model is the “Menu Costs Model” which was first advanced by Mankiw
and also Akerlof and Yellen, and later developed by several other New Keynesian economists.
The Menu Costs Model works with firms under imperfect market conditions facing a negative
demand curve. Supposing a fall in demand occurs that would lead firms to cut down prices. But
in order to decrease prices, the firm has to incur fixed costs called “menu costs” such as preparing
new price lists, reaching this new price information to customers, etc. Hence if decreasing the
price and thus increasing profits under new demand conditions does not meet these costs, the firm
will choose to keep the price fixed and instead will decrease production and employment. This is
demonstrated in our article both with the aid of partial analysis and geometry and also with the
aid of general equilibrium analysis and mathematics.

In conclusion, an evaluation and criticism of Menu Cost Model is offered. It is noted that the
model neglects the fact that menu costs are incurred for once while profit loss due to keeping
prices rigit continues over time. Hence, though the “Menu Costs Model” may be valid under
certain conditions, its validity is limited. Therefore we cannot explain prolonged recessions and
depressions with the aid of only the “Menu Costs Model”.

Keywords: New Keynesian Economics, New Keynesian Models, Menu Cost Models, Inflation

1 Istanbul University. E-mail: ozlen.h.birol@gmail.com

151



mailto:ozlen.h.birol@gmail.com

ar

<ac

o T .ﬂe
o L [

r sunuml

Post

251




Kazak Nivel masallari, 53
Kazakga, 72

Kazakh, 79

kazakh language, 23
Kazakh language, 79
Kazakh prose, 120
Kazakh Zhyraus, 219
Kazanim, 190

Kemal Tahir, 173

Kent, 202, 207
Keynesian Models, 151
kimlik, 61

kimya, 156

Klasik, 243

knowledge, 98
Kompozisyon, 132
Komiinizm, 178
konusma adabi, 97
konusma kiiltiirii, 97
Koy Enstitiileri, 173
Kredi Kartlari, 86
Kurulus Yeri Se¢imi, 33
Kurumsal Imaj, 46
kiiltiir, 61

Kiltir Aktarimi, 45
Kiiltiirleraras1 Eding, 65
kiiresel pazarlar, 176

L

laboratuvar, 156

Laboratuvar giivenligi, 156

lace technique, 36
landscape, 120
language, 2

Language, 199
language learning, 148
Late Qajar Era, 188
Law 6360, 172

Leader Image, 181
Leasing, 163

lexis, 148

liberal muhafazakarlik, 32
Lider, 116

Lider Imaj1, 180
Liderlik, 96
lighthouse, 146

linguacultural-informative factor,
98

linguistic -cultural studies, 68

Linguo-Cultural Competence, 123

linguoculture, 68

lingvokiltiirel faktor, 97

Lise Ogrencileri, 21

literacy, 98

Literary Theory, 30

localisation, 2

Logic, 38

Lojistik Performans, 160

Lojistik Performans indeksi, 139

Louvre Museum, 234

Louvre Miizesi, 233

M

Mali, 49
Mamluk-Kipchak, 71
manifesto, 140

Mantik, 37

Manzum Sozliik, 45
Marx, 140

Masal, 53

Matematik Egitim, 131
Materyalizm, 245

Mavi Okyanus, 136
media, 4

media space, 4
media-competence, 161
media-manipulation, 161
Medieval Philosophy, 38
Mekan, 207

Mekatronik Egitim, 77
Mekki yazi, 28

Menu Cost Models, 151
meslek etigi, 102
Meslek Etigi, 75

Meslek Lisesi, 166
meslek yiiksekokulu, 215
Meslek Yiiksekokulu, 111
mesleki birey, 52
mesleki uzmanlik, 52
mesleki yeterlilik, 52
Mesnevi, 147
metamorphosis, 144
Metodoloji, 81

256

Metropolitan Municipality, 172
Migration, 223
migration administration, 223
migration policies, 223
Milli Egitim, 52
mimesis, 83

Ministries, 197
Minyatul-guzat, 71
miracle, 17

Miss Brill, 30

Moderate Islam,, 56
Modernism, 129, 146
motives, 98

mucize, 16
Muhafazakarlik, 32, 48
Muhasebe, 75
Mukaddime, 243
Mukayeseli Ustiinliik, 77
Museology, 234

Muslim Brotherhood, 56
Miilkiyet, 110
Miinyetil-Guzat, 72
Miisliiman Kardesler, 55
Miizecilik, 233
Mysticism, 143
mythological, 146

N

Nart, 219

Nart epic, 219

national characteristics, 6
national consciousness, 120
national dramaturgy, 248
national idea, 248

national identity, 186

national outlook, 117

national spirit, 248

national states, 187

Nazism, 179

Nazizm, 178

Nedensel Siire¢ Becerileri, 105
Neo-Klasik, 243

netnography, 193

New Keynesian Economics, 151
Nitelikli Eleman, 236

Nogay, 219

Nostalji, 202



T S

Eurasian Conference on

&~/ Language - Social Sciences
N May 22 - 24, 2017 % Antalya, Turkey

Proceedings Book

Blldlrller_ 1tab|

C6CT G FI'.-'“ T ﬂj

ValcavpiLs Kandn Hetierd) Yend boo Adinviar

Y8R University of
@Roehampton
f-’z

London

p’




Eurasian Conference on I

¥~/ Language . Social Sciences
™ May 22 - 24, 2017 E Antalya, Turkey

Bildiriler kitabi igeriginin
tiim sorumlulugu yazarlarina aittir.

The contents of this Proceedings Book
are solely those of the authors.

© All rights reserved.
E-printed in August 2017
ISBN : 978-605-4510-84-9

No part of this book may be reprinted or reproduced

or utilized in any form or by any electronic, mechanical
or any other means, now known or hereafter invented,
including photocopying and recording, or in any form
of information storage or retrieval systems, without
permission from the publishers.

Web: http://www.eclss.org

Contact: contacts@eclss.org



http://www.eclss.org/
mailto:contacts@eclss.org

Eurasian Conference on
Language <, Social Sciences

May 22 - 24, 2017 E Antalya, Turkey " =

OTHOMEHTAIBIBI TITIIK OIPITIKTEP «veevveeveererereresreaseesseesseesseesssesssessseeseesseesseessessssesssesssesssesssesssessssessennns 237
Marx ve Camus: Yabancilasmaya Iliskin Bir SOrgUIama ..............coooovuevrerueveceeeeeceeeeeseeeeeeeseeeeneeins 247
Orgiitsel Baglilik: X ve Y Kusag1 Arasindaki FarkIilKIar..............ccoooovevoveveveceeeeeeeeeeeeeeeeee s, 255
A Social Capital Potentially Providing Comparative Advantages: Considerations on Mechatronics

R 1D 1e7: 15 T ) o DRSSO RUSRPTUSRRSTRRRRN 278
Bbomamax MamanssiH JInarBoMaeHN Ky3ipeTTUTITIH KETUTIIPY .. veeeveeeveeiiesiieriie et 287
Cocuk Edebiyat1 Yapitlarinda Cocuga GOTelik..........ccvevieriiriiniiiiieieeieeeree et 293
Tiirkiye’de Gegmisten Giiniimiize Resim Ogretmeni Yetistirme STrecleri..........o.oovevevevrvreeveveveenenensn. 298

Methods of Teaching Kazakh Dramaturgy in the Period of Independence (On The Base of the Historical
Drama “ the Dream of Ablai Khan” of Duman Ramazan)..............cccccoeeviiiiiiiiiiieciiecieccee e 310

Franz Kafka’nin Verwandlung “Déniisiim” Adli Romanina ve Tiirkce Cevirilerine Iliskin Metin

COZUIMICIMICST ..ot eiie et e etee et ettt e et e e st eeebeeeeteeeseaee e taeesabeeessesesssasessseesseeansseessseeansesesseesnsseessseenns 317
Toplumlar1 Tanimada Dil Faktorii Ve Dil Ogrenme YONtemlIeri............oovvevveveeerevereerereceereceeseeereeseneen. 329
Kazax Tingi kociOn TYIIFaHBIH KOTHHTUBTIK 023ACHI TYPAITB .....eeuveeureereerseesueeeneeeseaseenseesseesseeseesnsesnseens 334
OrtHomozenu bipmikrep Ma3smyHbHAAFb! Y ATTHIK JIYHHETAHBIM CaOaKTaAPDL.......eeeeeeeeeeeeereeeeenieeeeaneens 340

DTHOMOIEHHU KYHBUIBIK PETIH/ETI «aT» YFBIMBIHBIH GKBUIKBD) KOHIIETITICIHeTI CHMBOJABIK CUIIATH. 348

Kur’an Acisindan Diinya Dilleri (Kokleri, Alfabeleri, Yazilar1 ve Hatlar1) -el-Fihrist’in . Makalesi’nin 1.

Fenni Baglaminda- ..........coooiiiiiiioi ettt ettt b e b e s bte s ateeateereen 357
Altin Piyasasinda Volatilitenin Modellenmesi ve Ongdriilmesi: Borsa Istanbul Uzerine Bir Uygulama 395
Global Ticaret (DOVIZ) SAVASIATT.......c..cciiiiiiiiiiieie ettt ere et ere et seeeseresrbessbeesseesseessaesssessseenns 406
Strategy of Education Development of The Republic of Kazakhstan............cccccovevvieninienininncninennnn. 416
Stratejik Ittifaklar Kiiresel Rekabete Yanit MIAIr? ............ocoooviveveiiiieeeeeeeeeeeeeeeeeesee e 422
Understanding the Nature of Anti-Concessiionary Movements And Anti-Foreign Interventionism in Iran
(18O0-T94T) .ttt ettt sttt ettt a et 429
Isbirlikli Ogrenmeyi Neden Derslerimizde Uygulamaliy1z?............ccccoeuveeverveieevreeeeeieeeeisieseseseesssenans 434
EMT Tarafindan Belirlenen Ceviri Edinci Modelinin Lisans Diizeyindeki Miitercim Terclimanlik
Ogrencilerinde Incelenmesi: Trakya Universitesi OMMeSi........coeveevierierienienieniinieeienieeieeiesieeeesie e 445
Locke’un Liberalizminde Miilkiyet KaVIami.........ccccoveviierieniieniiciieiieieseeseesre e e esreesreesenesenessne e 454
New Keynesian Menu Cost MOAEIS.......ccuiviiiiiiiriienieieeie ettt sae e sbeeseesseennees 470
Distribution of Feast EXPenses N Mali .......c.ccciovuiiiiiiiiiiiieiie et et steestreeveseveesveesveesssesenessaeesveenveens 483

10. ve 11. Siif Meslek Lisesi ile Genel Lise Ogrencilerinin Coklu Zeka Alanlarinin Karsilastirilmas: 501

Ceviri Egitiminde Uzmanlik Alam Kapsaminda Ogrenciye Ozerklik Kazandirmanin Onemi: Trakya

Universitesi Miitercim Terciimanlik BOTIMI OINEFi............coovovveeviveieeeiieeeeeeeeeeseeeeeeeees e 520
Otel Sektoriinde Entelektiiel Sermaye: > Amasya ili Otelleri Ornegi’” ........ccooveeveeeveveveeeeeeerereennn. 529
Thracatin Biiyiime Uzerindeki Etkisi: Tiirkiye ve Avrupa Birligi Ozelinde Bir Inceleme ....................... 541

vil




: Proceedings
Proceedings g

L Bildiriler Bildiriler
Bildiriler :
AIMET proceedings Proceedings

Proceeding BildGGepHuK MaTepuangR) . Proceedings

| PYQ&@%@HQS Bildiriler

Bildiriler ‘ o4 yeile -
Proceed|ngBlld1nler Broceedings Bildiriler
Bildiriler
Proceedings
Bildiriler o
Bildiriler : Bildiriler
Proceedings pildiriler



Eurasian Conference on 2=
Language /<, Social Sciences —

. ek
May 22 - 24, 2017 : Antalya, Turkey B m—

New Keynesian Menu Cost Models HIC

New Keynesian Menu Cost Models

_ Ozlen HIC
Istanbul University, Economics Faculty,
Economics (in English) Department

Abstract: During the stagflation of ‘70s, theKeynesian System fell from favor in the academic circles while
Monetarism and, in particular, New Classical Economics became widely spread. The years ‘80s witnessed
implementation of economic policies in line with Monetarism and the New Classical School, but unemployment,
far from being removed automatically, increased and recession deepened. Hence during this decade these two
schools fell from favor in the academic circles and in the US academic circles a new school, New Keynesian
economics began to take hold. The new Classicals had criticized the Keynesian System severely because its
macro analysis had no micro foundations and its result, i.e. unemployment due to lack of demand was
inconsistent with the result of full employment reached in the traditional microeconomics which was based on
perfect competition. To meet this criticism of methodology, the New Keynesians went into microeconomics
foundations of Keynesian macro analysis but they rejected the relevance of traditional microeconomics and
instead accepted imperfectly competitive markets and lack of coordination between markets. These conditions
would lead to Keynesian unemployment in the short run, if not in the long run. This would be cured by the
implementation of Keynesian monetary and fiscal policies. In their analysis and models, New Keynesians also
accepted the Rational Expectations Hypothesis of the New Classicals, which meant that all decision makers,
including workers, could estimate future price increases and other future conditions correctly.

New Keynesians came up with many models explaining how Keynesian unemployment could arise under
conditions of imperfect competition and also lack of coordination between markets. One such well-known model
is the “Menu Costs Model” which was first advanced by Mankiw and also Akerlof and Yellen, and later
developed by several other New Keynesian economists. The Menu Costs Model works with firms under
imperfect market conditions facing a negative demand curve. Supposing a fall in demand occurs that would lead
firms to cut down prices. But in order to decrease prices, the firm has to incur fixed costs called “menu costs”
such as preparing new price lists, reaching this new price information to customers, etc. Hence if decreasing the
price and thus increasing profits under new demand conditions does not meet these costs, the firm will choose to
keep the price fixed and instead will decrease production and employment. This is demonstrated in our article
both with the aid of partial analysis and geometry and also with the aid of general equilibrium analysis and
mathematics. In conclusion, an evaluation and criticism of Menu Cost Model is offered. It is noted that the
model neglects the fact that menu costs are incurred for once while profit loss due to keeping prices rigit
continues over time. Hence, though the “Menu Costs Model” may be valid under certain conditions, its validity
is limited. Therefore we cannot explain prolonged recessions and depressions with the aid of only the “Menu
Costs Model”.

Keywords: New Keynesian Economics, New Keynesian Models, Menu Cost Models, Inflation
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INTRODUCTION

Since the ‘80s, Monetarism and New Classical
School have fallen from favor in the academic
circles and two opposing views have begun to
be widely accepted, namely, New Keynesian
Economics based upon the Keynesian System
(in USA) and Post- Keynesian Economics
based upon the Keynesian system (in Britain).

The main factors leading to the birth or rather
spread of New Keynesian Economics, are
institutional and political. These reasons can
be recalled as below:

A- The Validity of the Phillips Curve

In the ‘70s, the prices constantly were rising
because of OPEC, leading to a rise also in the
Phillips Curve (PE) as the New Keynesian
econometricians (Gordon) proved; hence
Phillips Curve (PC), again, has become valid
for the short-run (SR) and the long-run (LR)
and was included in the analyses. According to
this new finding, the New Classicals claim,
“The Great Fallacy of Keynesian System” by
Lucas and Sargent, has been refuted. Later on,
Blinder who is one of the most important
representatives of the New Keynesian
Economics considered this misinterpretation of
PC by the New Classicals as “The Greatest
Fallacy of New Classical Economists”.

B- The High Rates of Unemployment in
USA and Britain

Until the °80s, despite the high level of
unemployment in USA and in Britain, strict
monetary policy was being implemented and
the government intervention was at the
minimum as in accordance with Monetarist
and New Classical policy recommendations;
however, neither inflation nor unemployment
decreased. Yet, during Thatcher’s government
in Britain, the number of unemployed rose
from 1.1 million to 3 million. This

HIC

consolidated the belief in the academic circles
that the results
Monetarist

of New Classical and
“automatic-full-employment
equilibrium (AFNE)” assumption and their
policy recommendations were wrong; whereas
the Keynesian “less-than-full-employment
equilibrium (or unemployment equilibrium,
UNE)” assumption and Keynesian policies
were realistic.

C- The Consistency of Macroeconomics
with the Microeconomics

New Keynesian economists accepted the
“inconsistency” of the Keynesian
macroeconomic analysis with the micro

analysis, which was considered as a fallacy of
the Keynesian System by the New Classical
economists, hence they concentrated on this
issue and filled this gap within the Keynesian
System.

However, New Keynesian economists
accepted  “Imperfect = Competition (IC)
conditions” in their microeconomic analysis
which seems to be more valid for today’s
markets and therefore refuted the assumptions
of “full flexibility of Prices (P) and Wages
(W)”, “Perfect Competition (PC)”and the
“Walrasian Auctioneer”. The inflexibility of P
and W due to IC will lead the economy to the
Keynesian lack of effective demand and UNE.
In addition, even if the PC conditions are valid
in all the markets, this time, “the lack of
coordination between markets” might occur
that means, even if the P and W may not
necessarily be inflexible, they not change
immediately and/or at the desired rate hence
leading to “involuntary unemployment” due to
the lack of effective demand, particularly in
the short-run. In this case, the government
should intervene through Keynesian fiscal
policies.
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For many younger generation academics, the
New Keynesian Economics is as interesting as
the New Classical School because the New
Keynesian Economics extensively includes
mathematical analysis, particularly in the
microeconomic analyses.

D- The Conservative View in ‘80s and the
Keynesian Fiscal Policies

Despite the “conservative view” that was
dominant especially in USA, Keynesian
policies suggested by New Keynesians did not
receive considerable reaction because the New
Keynesian economists could show the logic
behind the necessity of government
intervention that was particularly needed for
the SR. Similarly, New Keynesian economists,
with respect to the “the distribution of
income”, have more rightist tendencies on the
political spectrum and locate themselves
between the Central Left and Centre compared
to the Keynesian System in general and the
Post-Keynesian Economists in particular.

E- The Invalidity of the Rational
Expectations Hypothesis and the
Flexibility of Prices and Wages

Even though the “rational expectations

hypothesis (REH)” which is one of the two
major assumptions of the New Classical
School, was accepted by most of the New
Keynesian economists - to eliminate the
discussion topics-, econometric analyses have
not yet confirmed the validity of REH; instead
they showed that more probably REH is an
“invalid”.

The second major assumption of the New
Classical School is the assumption of full
flexibility of P and W but this assumption has
been refuted as IC was identified more spread
in all the markets. New Keynesian economists
showed that P and W are not inflexible but

HIC

they do not change enough which is the main
reason for Keynesian UNE in the SR.

F- The Pro-Cyclical Pattern of the Real
Wages

The progress of real wages in time is also far
from the assumptions of the New Classical
economists based on the Traditional Classical
analysis because, according to these systems,
when there is unemployment (N) in the
economy, the reason is the high wages.
Accordingly, the wages were expected to be
contra-cyclical. However, in reality, the wages
seemed to be “pro-cyclical” with relatively soft
fluctuations. This de facto progress of the real
wages can easily be explained within the
context of the Keynesian System; for example,
the aggregate demand (AD) may increase due
to the technological developments and due to
the increases in investments and therefore,
labor unions can increase the real and nominal
wages to some extent with respect to the
increase in N. Then again, this wage-increase
may partially compensate the increase in the
labor costs due to their high marginal
consumption propencity. On the other hand,
during low levels of income, labor unions will
prevent the wages to decrease too much.

2. THE RISE OF NEW KEYNESIAN
ECONOMICS

Because of all the reasons mentioned above,
the New Keynesian Economics has become
widespread in in the academic cirles in USA
during the ’80 when Monetarist and New
Classical policies did not produce any positive
results.

The term “New Keynesian” was firstly used by
Michael Parkin (1982). The use of ‘“New”
instead of “Neo” had a definite purpose; the
New Keynesian economists would like to
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distinguish themselves clearly from “Neo-
Keynesian economists” (Samuelson, Tobin,
Modigliani, Solow etc.) because New
Keynesian economists generally — with a few
exception who adopted the hysteresis and
efficiency wage models later- accepted the
conclusions of the Neo-Classical Synthesis, in
other words, the economy would automatically

come to  “natural-rate-of-unemployment
equilibrium  (ANRUE) in the LR.
Nevertheless, contrary to the Synthesist
Keynesians or Neo-Keynesians (hydraulic

Keynesians) who followed Keynes and left
their analyses on a macroeconomic level, the
New Keynesian economists, just like the New
Classical economists, included the
microeconomic within  their
macroeconomic system as a whole. They tried
to establish microeconomic basis for their

analysis

macroeconomic analysis. For this reason, New
Keynesian economists differ from Neo-
Keynesians in terms of
However, through their analyses (IC instead of
PC, P and W-inflexibility instead of P and W-
flexibility, and the lack of coordination
between markets

“methodology”.

of Walrasian
Auctioneer), they reached again the Keynesian
result NANRUE as opposed to the New
the

instead

Classical economists who reached

Classical result, ANRUE.

Thereby, the New Keynesian economists
called themselves as “New” Keynesians in
order to demonstrate their differences from the
“New” Classicals whom they saw as their
opponents and adversaries. Accordingly, this
term also distinguishes them from the former
generation of “Neo-Keynesians” who left their
analysis only on macroeconomic level.

3. FOUNDATIONS OF NEW KEYNESIAN
ECONOMICS: NANRUE

HIC

The foundations of the New Keynesian
Economics are based upon the following

assumptions:

- In all markets in the economy, IC conditions
prevail. Even if the P and W are not fully
inflexible, they are not flexible in the SR to
provide ANRUE.

- There
markets. Walrasian Auctioneer is not valid.

1s lack of coordination between

According to these assumptions, the New
Keynesian economists claim that the economy
will settle at NANRUE due to the lack of AD
and there will be involuntary unemployment,
particularly in the SR.

For the LR, New Keynesian economists are
divided into two groups:

- In the early ‘80s, the majority of New
Keynesian economists accepted the fact that
economy in the LR would tend towards
ANRUE. The first groups of New Keynesian
economists’ thoughts were in line with the
Neo-Classical Synthesist Keynesians (or Neo-
Keynesians).

- However, the other group of New Keynesian
economists, who accepted the “hysteresis” and
“efficiency wage” models stated that the
economy, in the LR, does not automatically
reach ANRUE but settle at UNE. The models
of the second group of New Keynesian

economists are totally compatible with
Keynes’s original ideas; therefore, these
models are also called “Super-Keynesian

models”.

The New Keynesian economists essentially
accept that in the SR, there will be involuntary
unemployment due to lack of effective demand
and this can be prevented or at least reduced
by Keynesian monetary and/or fiscal policies.
Most of the New Keynesian economists,
however, accept that in the LR, the economy

473




Eurasian Conference on
Language . Social Sciences
May 22 - 24, 2017 E Antalya, Turkey

New Keynesian Menu Cost Models

will tend towards ANRUE, however, most of
the time the economy will face involuntary
unemployment due to lack of effective
demand. this case,
intervention until the economy tends towards
ANRUE in the LR would cause even bigger
problems than the unemployment problem
itsef as unemployment continues in the long
run. For this reason, the government should

In waiting without

continuously intervene to economy with
Keynesian policies.

4. BASIC ASSUMPTIONS OF NEW
KEYNESIAN ECONOMICS

A. Rational Expectations Hypothesis: REH

All of the New Keynesian economists
followed New Classical economists and
accepted REH. There are two strategic reasons
lying behind this recognition of some New
Keynesian economists that actually do not
believe in REH:

First, New Keynesian economists desire to
reduce points of discussion with New Classical
economists because New Classical economists
consider that models that do not recognize
REH as “non-scientific” and passionately
exclude them from discussions.

In addition, according to New Keynesian
economists, the basic reason for EID is not
Keynesian effective demand insufficiency but
inflexibility of P and W. Stanley Fischer and
Taylor proved this on their models. This is the
second strategic reason for New Keynesian
economists to recognize REH.

Even in the case of REH’s recognition, as long
as inflexibility of P and W
unemployment due to Keynesian effective

exists,

demand insufficiency occurs. Therefore, there
is a need for state intervention to economy in
the context of Keynesian policies
intervention brings positive outcomes.

and

HIC

With the acceptation of REH, New Keynesian
economists methodologically prefer “atomistic
analysis”, in other words they put
macroeconomic analyses on the bases of
microeconomic analyses. In addition to
rationality of units or the purpose of profit
and/or utility maximization, they assume that
such units have full information or acquire
necessary information easily and without
expenses to make decisions. Both laborers and
entrepreneurs are not wrong about their future
expectations concerning prices. Entrepreneurs,
while they are making decision for investment
and production, they can accurately predict the
future as “Bayesian probability set”.

However, New Keynesian economists know
that REH does not accurately reflects reality
and econometric studies have not yet proved
the existence of REH. In some cases, they
suggest models consisting of near-rational
behaviors.

B. Inflexibility
NANRUE

of Prices and Wages:

NRU, instead of full employment, was first
claimed by M. Friedman. It was accepted by
New Classic economists. According to M.
Friedman, let the state increases money supply,
the economy would tend towards to ANRUE
in the long run (following period) due to “the
assumption of adapted expectations”. For New
Classical economists would tend towards to
ANRUE with perfect competition and full
flexibility of P and W in line with the
Walrasian assumptions of auction.

Most New Keynesian economists recognize
the of NRU instead of full
employment. Despite REH, the main factor
that economy does not fully come to the

concept

balance on the point of NRU, is the spread of
“IC” on markets, flexibility of P and W and at
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the same time ‘“lack of coordination between
markets”.

In New Keynesian economics, in the footsteps
of Traditional Classical System, perfect
competition conditions, flexibility P and W
and Walrasian assumptions of auction, which
are recognized by the New Classical School,
are not considered. According to New
Keynesian economists, these assumptions
would lead to Keynesian effective demand
insufficiency in the SR and Keynesian
involuntary unemployment. In New Keynesian
economics, the tendency of economy in the LR
to ANRUE is mentioned above.

C. Significance Level of Assumptions

Almost all New Keynesian
accepted REH for strategic reasons although it
is not in the Keynesian System and not verified
by econometric studies. Taylor and Fischer
recognized REH in their models but at the
same time, considering the assumption that P
and W are inflexible, they proved Keynesian

economists

oriented
involuntary  unemployment despite  the
existence of REH and the effectiveness of

effective demand insufficiency

Keynesian policies in this situation.

Therefore, New Keynesian economists started
with the assumptions of REH and P and W’s
flexibility, which was theoretically considered
equally important by the New Classical School
and showed that the assumption of P and W’s
inflexibility is more important and REH’s
validity is not a matter of question.

5. METHODOLOGY
KEYNESIAN ECONOMICS

OF NEW

In models of New Keynesian Economics,
macroeconomic assumptions and
microeconomic

importance

analyses
because

are
New

of primary
Keynesian

HIC

economists attempt to locate the Keynesian
System and emergence of UNE within this
system due to demand insufficiency on solid
macroeconomic bases. This common result, in
other words emergence of UNE that is caused
by demand insufficiency, might remain
unnoticed during microeconomic analyses.
However, “the main theme” of New Keynesian
economists- through following the Keynesian
system- is UNE that was caused by effective
demand insufficiency in the SR and
involuntary unemployment. The definition and
bases of New Keynesian Economics, as
mentioned above, were best explained by
Blinder.

New Keynesian economists, while locating
macroeconomic analysis on microeconomic
basis, they left the assumptions of perfect
competition conditions, P and W’s full
flexibility, Walrasian general balance and
Walrasian auction. Therefore in fact by
adaptation of microeconomic analysis to the
conditions of the Keynesian System, they
in microeconomic

made a breakthrough

analyses. Theories, which were first raised by

Robinson (Theory of  Monopolistic
Competition, 1933) and Chamberlain (Theory
of Imperfect Competition, 1933) were

incorporated with theory of oligopoly and
Game Theory and advanced more. Further
analyses confirmed that IC refers to more
common market conditions and there can be a
lack of coordination between markets.

Nevertheless, studies of New Keynesian
economists are not a single model depending
on “microeconomic basis” but with many
models. All these models, although they lead
us to Keynesian results, are not consistent with
each other. “Acceptance of a model requires
rejection of another”, in other words, they are
mutually exclusive. For example, hysteresis

and efficiency wages models contradict other
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models that presume economy in UD would
provide ONRUD. On the other hand, many
models can be mutually For
example, a model can explain economic

inclusive.

developments in a particular country or in a
particular period; another model might do the
same. New Keynesian economists’ research on
microeconomic analyses causes them to be
called as “microns”.

6. A BRIEF CLASSIFICATION OF NEW
KEYNESIAN MODELS

New Keynesian economists put
macroeconomics and UNE that is caused by
demand inefficiency on the microeconomic
basis against the criticism of New Classicals.
In doing so, they reject New Classical theory
of microeconomics (Perfect Competition,
Walrasian general equilibrium, Walrasian
assumption of auction, assumption of the full
flexibility of P and W) and basically start from
IC.

According to New Keynesian economists,
inflexibility of P and W are observed due to IC
on markets and this creates UNE. New
Keynesian economists, while doing these
investigations, identified several reasons for
inflexibility in various sectors. For this reason
they developed several “models”. As each of
these models finds a reason for inflexibility of
P and W, they actually emerge in some sectors
and due to some certain reasons. Accordingly,
a certain New Keynesian model can be valid
however another one can be valid for another
reason. Most of the reasons and models are not
contradictive and acceptation of one does not
necessarily require rejection of the other. In
other words they are not mutually exclusive,
instead they can be considered mutually
inclusive. However in some cases, acceptation
of a model requires rejection of other models
logically. For example, the ones who accept

“hysteresis and efficiency wage models”

HIC

cannot simultaneously accept the fact that
economy in the LR tend towards to ANRUE.
Several models based upon microeconomic
assumptions, although contradictory ones are
eliminated, are not able to form an integrated
single ‘“New Keynesian Model” or “New
Keynesian System”. In fact econometric
studies investigating the wvalidity of many
models have not yet been done as there is not
enough time.

However,  macroeconomic  results and
macroeconomic policy suggestions of these
models do not change: UNE in the SR or
periods (or both in SR and LR for hysteresis
and wage efficiency models) and solving this
problem through Keynesian policies. IC causes
several inflexibilities in P and W and this lead

to Keynesian effective demand inefficiency.

Following Blinder, Gordon, Mankiw and
Romer, we can classify major New Keynesian
models into the following groups.

A. “Price and Wage Inflexibilities
Markets Based on 1C”

on

The models in this group can be classified
under 3 sub-titles.

6.A.1. “Menu (Catalogue) Costs”

When there is status of decrease in demand,
due to “constant costs of change of prices”
companies sacrifice their profits for a while,
hold their prices constant and increase
production to This
stickiness of prices, which might result in large

some extent. creates
scale of fluctuations in economy: Mankiw,
Akerlof and Yellen, Blanchard and Kiyotaki
etc.

6.4.2. “Staggering of Prices and Wages”

When there is status of decrease in demand
and there is a need for changing wages and/or
prices, due to “contracts based upon nominal
prices and wages”, it is unable to reduce “all
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wages and prices at the same time”. In brief,
delays or staggering of prices and wages,
instead of “synchronization of prices and
wages”. These delays, even under REH, cause
UNE and the possibilities to overcome these
issues through Keynesian monetary policy:
Fischer, Phelps and Taylor, Taylor etc.

6.A.3. “Wrong Pricing”

Under IC, some companies, producers or
consumers on market are “leaders” (large);
some are “followers” (small). This causes
wrong pricing and wrong pricing leads to
UNE: Hart, Hall, Mankiw etc.

B. “Inertia”

The main idea in menu costs model depends
on stabilization of prices instead of reducing
them when there is a status of decrease in
demand or increase in production costs. Inertia
is a large scale implementation of this idea.
Due to of the
concerning product purchases”, no changes are

“constant costs decision
made for purchase decisions and “inertia” of
prices becomes valid in all fields: For example,
inventory purchase decisions of companies,
customers’ demand for durable consumer
goods, investments’ demand for portfolio and
consequently demand inefficiency and
ANRUE: Blinder, Blanchard, Blinder and

Gordon, Azaiadis and Stiglitz.

C. “Coordination Failures or Lack of
Coordination between Markets”

Lack of coordination between markets causes
to inflexibility of P and W and this results in
ANRUE. Axel Leijonhufvud’s avant garde
work on this issue and New Keynesian models
that follow this work: Cooper and John,
Diamond, Schleifer etc.

HIC

D. “Efficiency Wages”

According to these models, which accept that
all units in economy are rational and maximize
their profits and eventually accept REH, “high
wages” increase MPPL and decrease labor
turnover costs. For this reason, this model
deals with maximization of company profits on
a higher wage level that brings economy to
ANRUE, which is called “efficiency wages”.
Consequently UNE occurs. These models
investigate permanency of UNE in the LR and
probability of eliminating it through Keynesian
policies. An extensive review of these models
is done by Akelof and Yellen.

E. “Hysteresis”

According to these models, when economy
comes to UNE once, due to several factors it
cannot restore to ANRUE. In brief, as most of
New Classicals agree, these models do not
accept automatic NRU balance in the LR.
They are also called as “Super-Keynesian”
models.

As is seen, there are several New Keynesian

models determining and explaining
inflexibilities that stem from IC in prices and
wages, lack of coordination etc. For example,
even Mankiw and Romer’s selection among
these models consists of 2 volumes (880 pages

in total).

7. MENU COSTS
CRITICISM

MODEL AND ITS

“Menu costs” model was put forward by
Mankiw and Akerlof and Yellen almost at the
same time and later examined and developed
by lanchard and Kiyotaki and Romer and Ball.
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Menu costs first of all are valid for companies
that are operating in monopolistic markets and
for situations where each company faces with
an adverse demand curve. According to this
model, changing prices has a “constant cost”
for companies. There costs are briefly called
“menu costs”: for example, changing price
menus, lists or catalogs, declare these changes
to all franchise and inform customers. In
addition, meetings for decisions on price
changes, phone calls and travel expenses are
also included in constant costs of price change.
For this reason companies, when there is a
small decrease of demand, might prefer to sell
lesser goods instead of reducing prices
immediately. However, their profit loss that
they should tolerate should be lower than
“menu costs”.

In menu costs model, it is assumed that the
company makes a very large sum of profit in
the starting point. Then only in this situation
the company would reduce production against
price changes and consent profit fall. This
limitation of production would bring only a
small decrease of profits. However, it would
also cause decrease of purchased and produced
goods and
employment and social welfare. Because of the

consequently  decrease  in
inflexibility of prices and wages, Keynesian
involuntary unemployment would occur.

The essentials of menu costs model is shown
on Figure 1 with the help of a sample company
that is assumed to operate in a monopolistic
competition or under the conditions of a
competitive monopolistic market.

HIC

»O SV oo
s

Figure 1

As shown on the figure, with the concern of
equality in analysis, demand curves D0 and D1
and accordingly Marginal Revenue -curves
MRO and MRI1 are considered straight and
Marginal Cost curve MC is considered
horizontal or constant. Demand curves may
not be straight and this only cause some
replacements in balance points. Horizontal MC
Curve simplifies the model. This assumption
may not be accepted however elasticity of MC
curve must be high for the model to operate.

With Demand DO, Marginal Revenue MRO
and Marginal Cost MCO0, the balance of the
company is “Q0 and P0O”. Let’s assume that
there is decrease of demand (D1) and marginal
revenue is MRI1. If we assume that MC
remains same and prices are full flexible, the
new balance of the company will be “P1 and

Ql”

D0—DI1; MC=MC0= (P1,Q1)

With the decline of prices, if marginal cost can
be reduced at the same amount (MC1), then

quantity will remain QO and prices will drop to
P2.

D0—DI1; MCO—MC1=> (P2,Q0)

In this model, it is acknowledged that marginal
cost can be reduced (or reduced enough), in
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other words the model recognizes the
flexibility of costs. However due to “menu
costs” it is assumed that the company would
cancel to reduce prices and go on sales with

old prices PO.

Then in this situation the company would
experience a certain amount of profit lost. This
profit lost is presented on Figure 2.

Figure 2

In the following of Figure 1, new demand
curve of the company is D1 on Figure 2. The
company’s marginal cost curve reduced at the
same amount of demand and became MCI.
The balance without the assumption of menu
costs is:

Pl= PO »P2 and Q=Q0

However, the company reduces prices due to
“menu costs”. Thus, in accordance with the
assumption of P’s flexibility, the company will
not sell Q0 goods for P2, instead it will sell
(Q’) goods on the new demand curve with for
PO (Figure 1 and Figure 2):

P=P0 and QV=Q0—Q’

If the prices remain unchanged and become
stable on PO, the companies profit decrease can
be seen on the figure and calculated as T-R
(rectangular T minus rectangular R).
Nevertheless, decrease of social welfare for

HIC

customers (S+T) is even more. As total amount
of goods produced reduced from QO to Q’, a
considerable unemployment rate would occur:

=T-R
Social Welfarel=S + T
QL =Q0->Q’

In this point, the company changes prices by
taking account of menu costs or it does not
change prices. In such a way that:

If Menu Costs > I1 then, the company will
produce Q’ of goods for PO price and this will
reduce social welfare and employment.

If Menu Costs < IT then, the company will
produce QO of goods, as it is previous amount
of production, and this will not cause decrease
in employment.

At first glance, menu costs model shows the
microeconomic reasons lying behind the
inflexibility of P and W under IC that causes
Keynesian UNE.

Nonetheless, it is not right to acknowledge a
general “validity” in this model. The model
fails in many ways and it is impossible to
explain Keynesian underemployment,
particularly depression periods (for instance
1929-34 The Great Depression) through only
this model or its assumptions. The main
shortcomings and deficiencies of this model

can be summarized with these points:

The model offers a barrier of menu costs
against decrease of prices during depression
times and claims that in doing so social
welfare would decrease. However, the model
includes a symmetrical regulation that increase
of prices was also prevented. Through such a
barrier, during welfare periods social welfare
would increase and a recovery (compensation)
would occur.
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In the model, it is assumed that P is inflexible
and marginal costs reduce as the same amount
as demand or reduce considerably. This
increases the company’s profit (or reduces it
less). It also encourages the company not to
reduce prices against menu costs. However in
fact, P is flexible. It is not right to expect cost
reduction in accordance with decrease in
demand as it happens for raw material costs.
Then in this situation companies might tend to
reduce prices, contrary to the company in the
model.

Marginal revenue (MR), unlike in the model
where it is assumed as a horizontal curve, is a
Therefore, = companies’
limitations on production results a significant
increase in costs and marginal costs (MC).
Even constant costs are assumed, a production
with the same amount of price reduction is not
possible.

virtual curve.

In the short run analysis, the model assumes
that profit decrease that is caused by changing
prices, happens only once. In other words it
compares non-recurring menu costs and non-
recurring profit reduction. However, menu
costs are non-recurring but production and
profit reductions due to constant prices are
valid for long terms as well. In this case, non-
recurring menu costs would create profit loss
for several terms; therefore decision on
constant prices would be invalid. This would
create contrary results of menu costs model
and lead to immediate price reduction.

The model only takes constant costs of price
reduction into consideration. For this reason,
the company is assumed to limit only amount
of production by keeping prices constant.
However, decrease in production has also
some constant costs. For example, new
production plan is to be formed, inventory is
prepared and laborers are laid off. When these
are considered, the company- again in contrast

HIC

to the model- might not reduce production but
prices because “menu costs” may be no longer
significant.

In fact, in actual life prices of many goods
drop but some go down more slowly. This
observation cannot be interpreted as “prices
are fully flexible”. However, empirical results
do not coincide with menu costs model much.

Again, we can say that the validity of menu
costs model is limited and it is impossible to
Keynesian unemployment of large scales and
depression through only this model.

8. CONCLUSION

Today, we witness that at present New
Keynesian School is more widespread and
influential compared to Post-Keynesian. One
possible reason is that the former school
sprang up in the USA while the latter basically
in the UK; and USA today is much more
influential worldwide compared say to the
times when Keynes lived. But this should not
be the sole or even the major reason why Post-
Keynesianism is less popular. The reason
which would likely explain the difference in
popularity is that in their normative value
judgments Post-Keynesian economists assign a
heavy weight to improving income distribution
while New Keynesian economists, on the
whole, are less concerned with this goal.
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