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Theorem:

Let R be the ratio of advertising expenditure to the value of
output. Let —e be the residual elasticity of demand. Let m be
an exogenous multiplicative shift in the profit margin. Then the
elasticity of R with respect to m is € — 1, which is a really big
number.
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Profit-margin wedge m raises the markup of price over cost—for
example, lowers residual elasticity of demand

Product-market wedge f raises the purchaser’s price relative to
the seller’s price—for example, a sales tax
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FROM THESE PROPOSITIONS,

logR = (e—1)logm —log f + pr

and
log A = —logm — log f + p,

where p® and p* are constant and slow-moving influences apart
from m and f.



SOLVING FOR logm AND log f YIELDS
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SOLVING FOR logm AND log f YIELDS

1 —log A
logmziogR 8 +
€

and log R — log A
ogR—lo
log f=—log\— %+Mf
Here p,, and puy are constant and slow-moving influences
derived in the obvious way from pgr and ).



ADVERTISING IS A CAPITAL STOCK

At = a; + (1 - 5)At_1.
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ADVERTISING IS A CAPITAL STOCK

At = a; + (1 - 5)At_1.
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= 147
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ADVERTISING SPENDING / PRIVATE GDP
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LABOR SHARE
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PROFIT-MARGIN WEDGE
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PRODUCT-MARKET WEDGE
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PERIODICITY

Periodicity: number of years between one peak and and the
next in a cyclical component
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PERIODICITY

Periodicity: number of years between one peak and and the
next in a cyclical component

Periodicity of a component at frequency w is 27 /w
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FILTERING OUT HIGHER PERIODCITIES

Baxter and King, 1999
Linear filter ¢(L)

The time series &y = ¢(L)xy, with adroit choice of ¢(L), can
emphasize business-cycle periodicities—ranging from once every
two years to once every 5 years—and attenuate higher
periodicities

Gain applied to a periodicity with frequency w is |¢(e™)]
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(GAIN FUNCTIONS FOR FILTERS THAT
EMPHASIZE CYCLICAL MOVEMENTS
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CALCULATED FILTERED TIME SERIES FOR THE

PROFIT-MARGIN WEDGE
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CALCULATED FILTERED TIME SERIES FOR THE
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REGRESSIONS OF THE FILTERED MARKUP
WEDGE ON THE EMPLOYMENT RATE

Upper-tail p-
Emtri)rl]??;] ment Filter Coefficient Stzrf;rd Years value for
g coefficient = -0.1
First difference 0.02 (0.05) 1951-2010 0.004
Contemporaneous
Symmetric 0.01 (0.04)  1952-2008 0.003
First difference 0.00 (0.05)  1952-2010 0.014
Lagged one year
Symmetric 0.00 (0.04)  1953-2008 0.006
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REGRESSIONS OF THE FILTERED
PRODUCT-MARKET WEDGE ON THE
EMPLOYMENT RATE

Upper-tail p-
Employment Filter Coefficient Standard Years value for
timing error N
coefficient =0
First difference -0.09 (0.18)  1951-2010 0.298
Contemporaneous
Symmetric -0.06 (0.17)  1952-2008 0.368
First difference -0.84 (0.14)  1952-2010 0.000

Lagged one year
Symmetric -0.82 (0.14)  1953-2008 0.000
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ROLE OF THE TWO WEDGES IN EMPLOYMENT
VOLATILITY

Ly = 6logm: + plog fi + x4
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ROLE OF THE TWO WEDGES IN EMPLOYMENT
VOLATILITY

Ly = 6logm: + plog fi + x4

Master wedge = mf <
Reasonable to take 6 = p

From Hall, JPE, 2009, I take # = —1 as the main case, but
examine the consequences of lower and higher values

22



CONTRIBUTIONS OF WEDGES TO
EMPLOYMENT MOVEMENTS AS FUNCTIONS OF
THE PARAMETER 6
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CONCLUSIONS ABOUT THE PROFIT-MARGIN
WEDGE

The profit-margin wedge extracted from the advertising/GDP
ratio R and the labor share A has low volatility and no apparent
cyclical movements

24



CONCLUSIONS ABOUT THE PROFIT-MARGIN
WEDGE

The profit-margin wedge extracted from the advertising/GDP
ratio R and the labor share A has low volatility and no apparent
cyclical movements

The wedge is close to uncorrelated with both this year’s
employment and last year’s

24



CONCLUSIONS ABOUT THE PROFIT-MARGIN
WEDGE

The profit-margin wedge extracted from the advertising/GDP
ratio R and the labor share A has low volatility and no apparent
cyclical movements

The wedge is close to uncorrelated with both this year’s
employment and last year’s

The evidence against a countercyclical profit-margin mechanism
for cyclical movements of employment seems strong
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CONCLUSIONS ABOUT THE PRODUCT-MARKET
WEDGE

The product-market wedge f is not correlated with current-year
employment change, but is strongly correlated with
previous-year employment change
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CONCLUSIONS ABOUT THE PRODUCT-MARKET
WEDGE

The product-market wedge f is not correlated with current-year
employment change, but is strongly correlated with
previous-year employment change

The wedge’s adverse effect operates not in the year of a
recessionary employment contraction, but rather in the
following year

The product-market wedge is responsible for the fall in the
advertising/GDP ratio R and for the decline in the labor share
A, in the aftermath of an employment contraction

25
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OTHER INFLUENCES

A Hicks-neutral productivity index, h
A labor wedge or measurement error, ff,
A capital wedge or measurement error, fx

An advertising wedge or measurement error, fa
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MODEL WITH OTHER INFLUENCES

kA a (m—1)+1
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MODEL WITH OTHER INFLUENCES

kA a (m—1e+1
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CONCLUSIONS

The Hicks-neutral productivity index h and the capital
wedge or measurement error f affect neither the
advertising/sales ratio R nor the labor share .

The new wedge fa affects R with an elasticity of —1 and
the new wedge fr affects A with an elasticity of —1; the
margin wedge m remains the only wedge that has a high
elasticity.

The advertising wedge or measurement error, f4, lowers R
in the same way that fg does.

The labor wedge or measurement error, fr, lowers A in the
same way that fg does.

Equal values of f4 and fr, have the same effect as fg of the
same value.
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ROLE OF THE TWO WEDGES IN EMPLOYMENT
VOLATILITY

L, = —0logm; — dlog fr + =4



ROLE OF THE TWO WEDGES IN EMPLOYMENT
VOLATILITY

L, = —0logm; — dlog fr + =4

Prior: 6 =6 =1
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OPTIMAL PRICE

p,A




PROFIT-MARGIN SHOCK
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PROFIT-MARGIN SHOCK
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OPTIMAL ADVERTISING
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With f=m=1, R= 2
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IMPLICATIONS OF ALTERNATIVE VALUES OF
THE RESIDUAL ELASTICITY OF DEMAND, WITH
0=—1

Implied contributions of wedges to cyclical movements in the employment rate
Em;floivment Filter g, residual elasticity of demand
timing
3 6 12
0B 0p; 0B 0p; 0B 0p;
First difference -0.05 0.12 -0.02 0.09 -0.01 0.08
(0.09) (0.18) (0.05) (0.18) (0.02) (0.18)
Contempo-
raneous
Symmetric -0.02 0.07 -0.01 0.06 0.00 0.05
V (0.08) 0.17) (0.04) 0.17) (0.02) (0.18)
First difference -0.01 0.84 0.00 0.84 0.00 0.83
(0.09) (0.15) (0.05) (0.14) (0.02) (0.14)
Lagged one
year
Symmetric 0.00 0.82 0.00 0.82 0.00 0.82
v (0.08) (0.14) (0.04) (0.14) (0.02) (0.14)




IMPLICATIONS OF ALTERNATIVE VALUES OF
THE DEPRECIATION RATE

Implied contributions of wedges to cyclical movements in the employment rate

Employment 0, annual rate of depreciation

L Filter
timing
1 0.6 03
0B, 0B, OB 0B, OB 0B,
First difference -0.15 0.22 -0.02 0.09 0.11 -0.04
(0.07) (0.17) (0.05) (0.18) (0.04) (0.18)
Contempo-
raneous
Symmetric -0.16 0.21 -0.01 0.06 0.14 -0.09
d (0.06) (0.17) (0.04) (0.17) (0.03) (0.17)
First difference 0.14 0.69 0.00 0.84 -0.02 0.85
(0.07) (0.15) (0.05) (0.14) (0.04) (0.14)
Lagged one
year
Symmetric 0.17 0.65 0.00 0.82 -0.03 0.86
4 (0.06) (0.15) (0.04) (0.14) (0.04) (0.14)
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