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APPENDIX: MORE SCHOOLS OF MACROECONOMICS

Al. NEW CLASSICAL ECONOMICS

In the simple classical model presented in Chapter 12, the economy is nearly always at or close
to full employment. Faced with the empirical evidence of widely fluctuating output and
unemployment rates, some modern-day economists—often called ‘“new classical”
economists—have come up with a number of theories that seek to explain how classical theory
can be consistent with the observed fluctuations.

At one extreme, some economists have sought to redefine full employment to mean pretty
much whatever level of employment currently exists. Assuming that people make optimizing
choices and markets work smoothly, one might observe employment levels rising and falling
if, for example, technological capacities or people’s preferences for work versus leisure shift
over time. For example, during and after the COVID-19 recession, large numbers of people
left the labor force in what was called the “Great Resignation”.

Some new classical economists, who have worked on what is called real business cycle
theory, have suggested that “intertemporal substitution of leisure” (i.e., essentially, people
voluntarily taking more time off during recessions) could be at the root of the lower
employment levels observed during some historical periods. Availability of unemployment
compensation, in this view, could also make people more likely to choose not to work.

real business cycle theory: the theory that changes in employment levels are caused by
change in technological capacities or people’s preferences concerning work

Economists of the rational expectations school (which originated during the 1970s and 1980s)
proposed a theory according to which monetary policy only affects the inflation rate and not
output. The basic idea is that people have perfect foresight (i.e., they are perfectly rational), so
their decisions already factor in the effects of predictable Fed policy, rendering it ineffective.
This model can be explained by using the AS/AD model with a classical-type vertical AS, as
shown in Figure 12A.1 (similar to Figure 12.15 in the textbook). This vertical AS is interpreted
to be the real supply curve for the economy, with an output level unaffected by government
policies. Possibly a very unexpected move by the Fed might have a temporary effect on output,
but as soon as people understand what policies the Fed is carrying out, the policies will become
ineffective due to changes in expectations.

rational expectations theory: the theory that people’s expectations about Federal Reserve policy

cause predictable monetary policies to be ineffective in changing output levels




Figure 12A.1 The Classical View of AS/AD
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Other new classical economists accept that unemployment is real and very painful to those
whom it affects. But they see aggregate demand policies as useless for addressing it. Rather,
they claim that unemployment is caused by imperfections in labor markets (the “classical
unemployment” described in Chapter 7). To reduce unemployment, new classical economists
prescribe getting rid of government regulations (such as rigorous safety standards or minimum
wages), restricting union activity, or cutting back on government social welfare policies that
make it more attractive (according to the new classical economists) to stay out of work. Market
pressures, they believe, will be enough on their own to support full employment—if given free
rein.

A2 THE NEOCLASSICAL SYNTHESIS AND NEW
KEYNESIAN MACROECONOMICS

Somewhere in the middle ground is what has been called the “classical-Keynesian synthesis”
or neoclassical synthesis. (It is a bit confusing that the terms “neo-classical” and “new
classical” sound so similar, but they represent two different approaches). In this way of looking
at the world, Keynesian theory, which allows for output to vary from its full-employment level,
is considered a reasonably good description of how things work in the short and medium run.
However, this view holds that, for the reasons set out in the classical model, the economy will
tend to return to full employment in the long run.

neoclassical synthesis: A combination of classical and Keynesian perspectives

You may have noticed that in the exposition of the AS/AD model in the chapter, we talked
about the short run and the medium run, but did not mention the long run. This is because in
more decidedly Keynesian thought (to be discussed below), the economy is really a succession
of short and medium runs. Shocks to the economy are so frequent and so pronounced, and price



and wage adjustments (especially downward ones) so slow, that the economy never has a
chance to “settle down” at a long-run equilibrium.

In the neoclassical synthesis, however, it is assumed that the economy, if left to its own devices
for long enough, would settle back at full employment, due to the (eventual) success of classical
wage and price adjustments. Models built on this basis would use an analysis much like that
presented in the AS/AD model used in the body of this chapter but add a vertical AS curve such
as that shown in Figure 12A.1, labeling it “long-run aggregate supply.”

To the extent that neoclassical economists and some Keynesians agree on this model, then,
debates come down to a question of how long it takes to get to the long run. More classically
oriented economists tend to emphasize that excessive unemployment is merely temporary and
believe that (at least if government stays out of the way) the long run comes fairly soon. Some
Keynesian economists, often called New Keynesians, have accepted the challenge from
classical economists to present all their analysis in terms of the workings of markets, individual
optimizing behavior, and possible “imperfections” in markets. They have built up theories
(such as efficiency wage theory, discussed in Chapter 7) to explain why wages do not just fall
during a recession to create a full employment equilibrium. They tend to work within the
neoclassical synthesis, but claim that due to institutional factors the long run may be a long,
long way away. (As Keynes himself wryly said, “In the long run, we are all dead.”) New
Keynesians, therefore, believe that activist government fiscal and monetary policy is often
justified.

New Keynesian macroeconomics: a school of thought that bases its analysis on micro-level
market behavior, but which justifies activist macroeconomic policies by assuming that markets
have “imperfections” that can create or prolong recessions

A3 POST-KEYNESIAN MACROECONOMICS

Post-Keynesian economists base their analyses on some of the more radical implications of
the original Keynesian theory. (Once again, the similarity between the terms “New Keynesian”
and “post-Keynesian” can be confusing, but there is a significant difference in the theoretical
perspectives, as we will discuss). Post-Keynesians believe that modern economies are basically
unstable and do not accept the idea of a long-run equilibrium at full employment. They stress
the view that history matters in determining where the economy is today (a perspective known
as path dependence). They also believe that the future, although it will depend to some extent
on the actions we take now, is fundamentally unpredictable, due to the often surprising nature
of economic evolution and world events.

post-Keynesian macroeconomics: aschool of thought that stresses the importance of history
and uncertainty in determining macroeconomic outcomes

path dependence: the idea that the state of a system such as the economy is strongly
dependent on its past history




For example, one post-Keynesian argument is that high unemployment, like high inflation, may
also be “toothpaste” that is very difficult to get back into the tube. When people are unemployed
for a long time, they tend to lose work skills, lose work habits, and get demoralized. If this is
true, then government action to counter unemployment is even more needed, since high
unemployment now may tend to lead to high unemployment in the future, even if the demand
situation recovers. (Economists sometimes use the term “hysteresis” to refer to an event such
as unemployment that persists into the future, even after the factors that cause that event have
changed.)

In addition, long periods of high unemployment mean a permanent loss of output and
investment—making the economy weaker in the long term. For these reasons, it is essential for
the government to act to maintain full, or close-to-full, employment. Post-Keynesian
economists would say that the fiscal expansionary policies put into place in 2009 and 2020
were a good idea, because they do not believe that an economy left to its own devices will
naturally return to full employment, even “in the long run.”

Environmental problems, in the post-Keynesian view, add to the unpredictability of the future.
Many environmental problems, like climate change and species loss, have long term
implications that are rarely if ever taken into account in market decision making. This
strengthens the argument that activist government policy is necessary to ensure a stable
macroeconomic future—essentially the opposite of the classical view that the economy is best
left to itself for the long run.
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