Lecture 1:
Introductions and Evolution of Macroeconomic Thought

{Economics, Classical School, Keynes, Neo-Keynesian School, Post-Keynesian School, Classical Resurgence, New Keynesian School}

Introduction

10
Introductions

1.
Statement of Self: short biography and history

2.
Roll: give name like to be called; major of study; interest in economics, if any.

3.
Syllabus Overview

7
Defining Economics and Macroeconomics

1.
Social Economics:
“Economic as material or substantive.  In this [definition], the economic system is … more a system that expresses humanity’s material or technological relation to the rest of nature.  Economic system is a set of social and technical practices which provide a society with the sustained flow of material provisions necessary to support individual and social activities.  [This approach to economics] tends to stress social relationships, habitual patterns of behavior, and technological practices.”

2.
Pure Economics:
“[E]conomizing or calculative behavior.  [Economic is] to economize or allocate time, effort, money or whatever effectively or efficiently.  [Thus,] economics is the science of choice. … .  The methodological strategy is to construct models that assist society in the efficient, equitable, and stable allocation of resources in accordance with its prevalent preferences orderings and available knowledge of production possibilities.”  


This class will focus on the definition of economics that studies the efficient use of resources and distribution of output on the aggregate level.  

3.
Macroeconomics:


i.
is the aggregate of individual calculating behavior


ii.
studies the determination of total output, aggregate price levels, employment levels, interest rates, wage rates, and foreign exchange rates


iii.
as well as how they change over time: rate of output growth, rate of inflation, changes in the level of employment, and changes in foreign exchange rates


iv.
and the impact of government policies on these variables 


v.
we will not concern ourselves psychological and sociological (political economic) aspects influencing and being influenced by these changes.

10
Classical School

1.
Smith:
Wealth of Nations:
Classical Economics.   Individuals’ economic behavior is motivated by self-interest.  And everybody operating individually in their own self-interest will lead to the best outcome (invisible hand).  Also, from the continued specialization of individuals and exchange the wealth of nations increases (division of labor), the economic problem was how to increase the division of labor in order to increase the amount of goods that could be produced.

2.
Marshall: Principles of Economics:
Neoclassical Economics.  The marginalist revolution led economics into considering economic behavior at the margin.  That is, believing that economic agents make their economizing decisions according to the marginal cost and the marginal benefit of actions.  The conception of the economic problem as the allocation of scarce resources was born (scarcity). 

3.
For concerns of macroeconomics, three main doctrinal points of the Classical School are important:


i.
Full Employment:
wages will adjust so that the demand for labor in an economy will always equal the supply of labor.  That is, all the people willing to work at the prevailing wage will obtain jobs.


ii.
Say’s Law:
the interest rate will adjust so that the level of investment will always match the level of savings.  That is, the demand for investment funds will equal the willingness of consumers to delay consumption; hence, all investment necessarily equals saving.  Given income, individuals either save or consume, either way it turns into demand for goods.  Thus, supply creates its own demand.


iii.
Quantity Theory of Money:
Changes in the supply of money only cause inflation or deflation (affects the price level) and due not affect output or employment.  Since money earns no interest, individuals will only hold money necessary for transactions, they will not hoard. 

10
Keynes

1.
Keynes: General Theory:
Tried to change the direction of economics and introduced the study of macroeconomics.  He felt attention to individual economic agents was insufficient in studying the economy and that contrary to the invisible hand theory, individuals operating independently do not lead to the optimal outcome due to the limited capacity of economic agents to correctly perceive the economic situation.  Basically, due to uncertainty about the future, Keynes believed individuals would hoard money instead of spending it or investing it, this leads to unemployment and the role of government intervention.

2.
Thus Keynes rejecting that Full Employment would always be achieved.  Keynes believed that instead of the level of employment being determined by the supply and demand for labor, the level of employment is determined by the demand for labor which is determined by the demand for goods which is determined by the levels of consumption and planned investment.  If total demand in an economy is to low, then unemployment will exist.

3.
In rejecting Full Employment, Keynes also rejected Say’s Law.  Demand may fall below supply.  To Keynes, the actual supply of savings depends on the level of income, not the interest rate.  Hence, realized investment will not necessarily equal planned investment.  To Keynes, there is not a market determined S and I, but rather a casual sequence from S to I to Y to S.

4.
Finally, Keynes rejected the Quantity Theory of Money.  Keynes saw an intimate link between the supply of money and the interest rate, and thus the level of demand for output and employment.  People may choose to hoard rather than spend and invest money, hence, the supply of money is not neutral.
5
Neoclassical Synthesis vs Post-Keynesians

1.
In the Neoclassical Synthesis, the simplest of Keynes’s ideas were articulated and advanced.  Most notable, if unemployment exists, policy can stimulate aggregate demand to increase the level of employment and inevitably (or hopefully) reach full employment.  

2.
Samuelson: Foundations of Economic Analysis:
Neoclassical Synthesis.  Samuelson bridged Marshall and Keynes.  Namely, once the government corrects for the unemployment, attention can return to the problem of scarcity as introduced by the marginalists.  

3.
Post-Keynesians claim to be closer to beliefs of Keynes himself than Neo-Keynesians with there insistence on the role government plays in not only providing adequate levels of aggregate demand but also in shaping the subjective expectations of savers, business, and consumers.  Theoretical differences in the determinant of the employment level and the supply of money exist between these two schools.

5
New Classical Economics and New Keynesian Econcomic

1.
In the 1970s a school of economics emerged reestablishing fully self-adjusting behavior of the labor market and Say’s Law with theory of rational expectations.

2.
New Keynesian economics emerged in the 1980s excepting New Classical rational expectations, but by including various explanations for unemployment to exist otherwise.


Classical School


Smith 1776


Ricardo 1817


Stuart Mill 1848





Neoclassical (Marginalists)


Walras 1874


Marshall 1890





Keynes’s Attack 1936





Early/Simple Keynesians








Neoclassical Synthesis Keynesians 


Samuelson 1947


Solow











Classical Resurgence: Monetarists


Milton Friedman





New Classical School


Lucas


Sargent





Post Keynesians School


Robinson


Weintraub


Galbraith


Davidson





New Keynesian School


Stiglitz


Blanchard








