Lecture Twenty:
Rational Expectations, New Classical Economics, & Unemployment
{New Classical Attack, Rational Expectations, Anticipated Policy, New Classical AS, Anticipated Changes in AD, Noninterventionist Policy Conclusion}

New Classical Economics I

2
New Classical Attack
1.
Neo-Keynesian and Monetarist economics do not build upon ‘economic principles’

i.
Need a macroeconomic theory that does more than purely look at regularities in aggregate data; that uses rules of thumb.
ii.
Need a macroeconomic theory that starts with the premise of maximizing individuals/agents ( Microfoundations

2.
Rational maximizing agents will use all information available to them and become accustomed to policy

15
The expectations of agents, “since they are informed predictions about future events, are essentially the same as the predictions of the relevant economic theory.” (Muth)

1.
Rational expectations theory says economic agents have model-consistent expectations.

2.
New Classical Theorists critiqued the backward-looking/adaptive expectations of Neo-Keynesians and Monetarists to arrive at forward-looking rational expectations.


i.
Expectations are based on all available information, not just past price information.


ii.
Agents intelligently use all this information and, therefore, know how observations will affect the variables being predicted.

3.
Thus, in determining expectations about the price level and inflation, labor suppliers will use all relevant information to have forward-looking expectations.


i.
All past information will be used, not just past information of price levels.


ii.
Current information about variables that affect the price level will be used.


iii.
Anticipated policy actions will be accounted for.

4.
Rational expectations are forward-looking in the sense that they consider the future behavior of variables.
2
New Classical Aggregate Demand-Aggregate Supply Model
1.
Aggregate Demand
i.
YD, as with other schools of thought, is positioned by the current money stock, autonomous liquidity preference, government spending, tax collection, autonomous investment spending, and autonomous consumptions.

ii.
YD analysis does not differ much from the Monetarist theory ( that is, crowding-out is likely almost complete and money demand is likely stable.

iii.
However, with rational expectations, private sector YD is not necessary to arrive at classical noninterventionist policy conclusions.
2.
Aggregate Supply

i.
YS is governed by the labor market.

ii.
The labor demand schedule is the same as in the Neo-Keynesian/Monetarist system
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iii.
The labor supply schedule is where the New Classical rational expectations most substantially make their impact.
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3.
Labor Supply and rational expectations


i.
Just as with the Neo-Keynesian and Monetarist models, labor supply is dependent upon the expected price level (or the expected inflation).


ii.
With rational expectations, the expected price level is dependent upon the expected levels of all variables that determine the price level.
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iii.
[[[[[[[Note that expectations will also depend on any other events that might affect the price level (war, oil shock, etc.)]]]]]]]


iv.
The expectations of these levels are going to depend on their current and past levels as well as any anticipated changes.


v.
If the unemployment rate rises and the government has been using systematic policy (increase in M or G, or decrease in T) to boost short run employment, then labor suppliers will anticipate inflation and shift the labor supply schedule left.

4.
Aggregate supply is, then, also a function of these expectations
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5.
Assume that all markets clear due to perfect price and wage flexibility.

15
Policy and Rational Expectations

1.
Anticipated Increase in Money Supply 

i.
The increase in money supply will shift the YD curve to the right and the excess demand will put upward pressure on P shifting MPN*P right.


ii.
If YS and NS don’t shift, then output and employment would rise, this is the short run Monetarist and Neo-Keynesian case.


iii.
However, since the money supply increase is anticipated, rational economic agents will expect the inflation, thus the NS and YS will shift left.


iv.
The rational expectations hypothesis assumes labor suppliers correctly perceive the change in price level coming from the change in money supply (model-consistent expectations).


v.
Even in the short run, there is no decrease in unemployment for the increase in inflation.

2.
Unanticipated Increase in Money Supply

i.
If the increase in money supply is a monetary surprise, then labor suppliers will not be expecting the inflation and thus the AS and NS will not shift.


ii.
In this case, monetary policy can alter employment.


iii.
So, we are still stating that unexpected inflation is needed to boost output, but in the New Classical case, since systematic policy is anticipated, it causes expected inflation.

3.
We see there is no consistent unemployment-inflation relationship ( there is no short run Phillips curve.

10
Conclusions

1.
No Role for Macroeconomic Stabilization Policy


i.
What if there is an unanticipated decline in YD? ( If labor suppliers cannot anticipate it, neither can government, once government notices, so will have labor suppliers.


ii.
In the New Classical view, optimal monetary policy targets a stable inflation rate to reduce unanticipated changes and minimize price-forecasting errors.


iii.
The New Classical view advocated a stable fiscal policy as well: unstable fiscal policy ( uncertainty and misprediction; and large deficit fiscal policy ( incredible (nonbelievable) noninflationary monetary policy. 

2.
New Classical vs. (Old) Classical


i.
With the perfect information in (Old) Classical economics, labor suppliers necessarily know the price level and thus aggregate demand policy can have no effect.


ii.
With the rational expectations hypothesis in New Classical economics, labor suppliers are assumed to correctly perceive how anticipated events will affect the price level, thus, they do not know the price level under unanticipated events. 


iii.
Rational Expectations vs. Perfect Information

iv.
Whereas (Old) Classical economics viewed aggregate demand policy as ineffective in its pursuits and entirely inconsequential on the economy, New Classical economics views aggregate demand policy as ineffective but potentially causing macroeconomic instability.

3.
New Classical vs. Monetarist


i.
With adaptive expectations in Monetarist economics, there is a lag before labor suppliers update price expectations allowing aggregate demand policy to always have short run effects (downward-sloping SRPC).  However, to maintain low unemployment inflationary pressure must persist indefinitely (accelerationist hypothesis) 


ii.
With the rational expectations hypothesis in New Classical economics, labor suppliers are slow to react to unexpected inflation which results from unanticipated aggregate demand policy allowing for a effect on unemployment in the short run.  However, policy that is anticipated will result in expected inflation and will not have a short run consequence on unemployment (no SRPC).  Policy cannot consistently effect unemployment.


iii.
Rational Expectations vs. Adaptive Expectations


iv.
Monetarists and New Classical economics both view aggregate demand policy as a potential cause of macroeconomic instability and thus have the same policy conclusions.
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