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[ Abstract [

A Non-Market-Clearing General Equilibrium Model

with Investment

Keunsik Lee

In this paper a standard market-clearing model is developed into a nomn
-market-clearing general equilibrium model (sometimes called general dis-
equilibrium) by using Hicks’ ‘fixed-price method.” Prices are fixed and
quantities are flexible: quantities, not prices, are parameters and all ad-
justments are quantity adjustments. Malinvaud considers that non-market-
clearing models are also general equilibrium models because general equi-
librium is a state of rest where the decisions of all economic agents are
mutually consistent, such that no more adjustment takes place with the

given conditions.

Our non-market-clearing-model is basically the same as that of Muellba-
uer-Portes (M-P model, henceforth). The M-P model is more comprehen-
sive than other non-market-clearing models such as Barro-Grossman and
Malinvaud in the sense that it explains any kind of economy where mar- -
kets do not clear. Many developing economies are experiencing excess
demand for commodities as well as excess supply of labor. This coexistence
of excess demand in commodity market and excess supply in labor market
can be explained more clearly by the M-P model than by the others.

If our model is compared with the M-P model, three features become
prominent. First, our model is derived directly from a macro-model while
the M-P model is built upon the micro foundations of firm and household
optimization behavior. This gives our model continuity with respect to
the standard neoclassical macro-model. Secondly, as a result of this first

feature, our model includes investment but not inventories while the
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M-P model includes inventories but not investment. Thirdly, our model
incorporates ‘allocation coefficients’ for consumption and investment to
analyze the manner in which commodities actually produced are allocated
between actual consumption and investment when commodity demand
exceeds commodity supply. The ‘double-edge diagram’ of the M-P model
is a useful apparatus to analyze the determination of actual production
and employment when markets do not clear. However, it does not explain
the allocation of commodities between consumption and investment. If
the commodity market experiences excess demand, the allocation of com-
modities should be discussed to see how actual consumption and investment
are determined. By introducing the concept of ‘allocation coefficients,” our

model can handle this problem.

Three propositions are derived from the workings of the model. First,
if the commodity market experiences excess demand, the effect of a cha-
nge in an exogenous variable on actual investment (consumption) has two
components: one is the effect on actual production, the other the effect
on the allocation coefficient for investment (consumption). If commodity
demand is greater than commodity supply, actual expenditure (the sum of
actual consumption and investment) equals commodity supply; since the
latter is less than commodity demand, all of commodity demand can not
be satisfied. In this economy, actual investment (consumption) is changed
if the total of commodities available changes or if the share of actual in-
vestment (consumption) in total expenditures changes. In our model, the
total amount of commodities available is equal to actual commodity pro-

duction and the shares are represented by the allocation coefficients.

Second, a change in an exogenous variable produces different effects on
actual production in different economic regimescharacterized by the rela-
tion between demands and supplies in the commodity market and the labor
market. The effect depends on whether the change relieves or aggravates
the basic problem of the economy. A rise in an interest rate decreases the

demand for commodities. Thus, it increases actual production and employ-
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ment in the Repressed Inflation Regime where excess demand for commo-
dities is the basic problem, while it decreases actual production and em-
ployment in the Keynesian Unemployment Regime where excess supply of
commodities is the basic problem. Changes in the interest rate produce no
change in actual production and employment in the Classical Unemployment
Regime where the basic problem is a shortage of capital. Developing eco-
nomies experiencing excess demand for commodities are either in the Repr-
essed Inflation Regime or the Classical Unemployment Regime. Actual pro-
duction and employment therefore are not negatively dependent on interest
rates in these economies.

Third, the allocation coefficient representing the share depends on the
rule governing the allocation between consumption and investment. The
rule is classified into two cases: one when the allocation is proportional to
the relative sizes of the demands for investment and consumption, the
other when it is not. If the first case prevails, the effects of changes in
an exogenous variable on the coefficient for investment would depend on
the direction and relative sizes of the elasticities of consumption demand
and investment demand with respect to the variable. The second case is
again classified into two subcases: the case of consumption priority and
the case of investment priority. If consumption has priority in the alloca-
tion of commodities, actual consumption would change as consumption
demand changes regardless of the change in investment demand. It is seen
that the allocation coefficient for investment depends positively on interest
rates if the allocation is proportional to to the relative size of the de-
mands and consumption demand is more elastic with respect to the interest
rate than investment demand and/or if consumption is the priority. As
seen in the second proposition, the effect of changes in an interest rate on
actual production or total commodities available for consumption and in-
vestment is positive or neutral, but not negative, if the commodity market
is in excess demand. The direction of the effect of a change in an inter-
est rate on actual investment is decided by that of the change in the allo-

cation coefficient.



