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Intro to Macro Schools of Thought

Introduction to Different Schools of Thought 

1. Classical Economics (1776 – 1936)

2. Keynesian Economics (1936 – 1970s)

3. Monetarism (since 1950s)
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3. Monetarism (since 1950s)

4. New Classical Economics (since 1970s)

5. New Keynesians (since 1970s)

1. Classical Economics

Some Rockstars: 

Adam Smith*, David Ricardo, Karl Marx,
Alfred Marshall, Thomas R. Malthus, John 
Stuart Mill
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Stuart Mill

*Adam Smith is often referred to as the “founding father” of economics. He 
wrote “The Wealth of Nations” (1776) in which he termed the markets and 
price mechanism “the invisible hand.”

1. Classical Economics
4

� Assumptions

� 1. Economic agents are completely rational.

� 2. Markets clear almost instantaneously due to strong 
equilibrium forces.

� 3. Money is neutral.

� Popular: 1776 - 1936



1. Classical Economics
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� 1. Economic Agent (workers, firms) are completely 

rational.

�Workers optimize their actions (choice between leisure 
and labor) by their utility function; firms optimize 
according to their production function.according to their production function.

� Utility and production function have decreasing returns 
to work, leisure and output. (In real-world data we find 
that workers prefer to work around 8h a day and have 
16h of leisure time.)

1. Classical Economics
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� 2. Markets clear almost instantaneously due to  
equilibrium forces 
� Prices (goods prices and wage) adjust almost 
immediately, such that equilibrium prices clear the 
goods and labor market; e.g. if there is unemployment, goods and labor market; e.g. if there is unemployment, 
then unemployed workers will accept a wage so low 
that a firm will hire them.

� Theoretical underpinning: “Supply will create its own 
demand” (if more supply of labor or some good, then 
the price will drop to a level where there is demand.) 
This is called Say’s Law (by Bertrand Say)

1. Classical Economics
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� 3. “Money is neutral”

� Inflation does not change any of the optimal decisions 
of workers and firms. So the “real” sector is 
independent from the “nominal” sector. (Quantity 
Theory of Money)Theory of Money)

� An aside: Since classical economic models start the 
model with a “production function” it is also called 
“supply-sided economics.”

1. Classical Economics
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� Role of the Government

� 1. Enforce private property and contracts.

� 2. Make sure competition takes place, i.e. prohibit 
monopolies and unions to make sure that prices (wages 
and goods prices) are flexible.and goods prices) are flexible.
� (this includes for instance: reduce unemployment and social 
benefits to increase incentives to work; reduce minimum wages 
and union power; reduce costs to mobility and information)

� All other government intervention will only 
prolong/thwart the equilibrium-adjusting process.



2. Keynesian Economics
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Some Rockstars: 

John M. Keynes*,  James Tobin, Joan Robinson

John Maynard Keynes revolutionized the economic discipline in 1936 with his 
book “The General Theory of Employment, Interest and Money.”

2. Keynesian Economics
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� Assumptions

� [0. Economic Agents are rational or adaptive learners.]

� 1. Markets do not clear instantaneously due to sticky 
prices.

� 2. Aggregate Output and Employment is determined 
by Effective Demand.

� 3. Money is not neutral.

� Popular: 1936-1970s

2. Keynesian Economics
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� 1. (Labor and Goods) Markets do not clear 

instantaneously due to sticky prices.

� Classicists assume prices (wages, goods price) are 
totally flexible so that markets almost-instantaneously 
clear. clear. 

� Keynesians argue that prices are not flexible, but 
sticky/rigid.  E.g. wages do not drop freely and 
instantaneously but instead there are minimum wage 
levels, labor contracts lasting 1-2 years, unions, …

2. Keynesian Economics
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� 2. Aggregate Output and Employment is 

determined by Effective Demand

� Classicists argue that “Supply creates its own demand”
(Say’s Law).

� Keynesians argue that “demand creates supply.”

(see chart next slide)



2. Keynesian Economics
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Effective Demand 

Chart: Adapted from Snowdon et. al., Modern Guide to Macroeconomics, 1994

2. Keynesian Economics
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� Transfer payments (unemployment benefits, 
educational/retraining subsidies, …) act as 
“automatic stabilizers.”

�While unemployment is low during a boom, few receive While unemployment is low during a boom, few receive 
these transfer payments but most pay contributions 
accumulating reserves for “bad” times.

�While unemployment is high during recessions, many 
receive these transfer payments, ensuring a lower 
bound to private consumption and boosting effective 
demand when it is needed most.

2. Keynesian Economics
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� 3. Money is not neutral.

� See chart last page: Money supply determines interest 
rate, which impacts on the profitability of investments. 
Under low interest rates, there are more business 
investments and hence more effective demand.investments and hence more effective demand.

� An aside: Since “effective demand” is central here, 
Keynesian economics is also referred to as “demand-
sided economics.”

2. Keynesian Economics
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� Role of the Government

� 1. Enforce property rights and contracts.

� 2. Make sure that as much competition as possible takes 
place.

� 3. If there is a non-clearing market (e.g. persisting � 3. If there is a non-clearing market (e.g. persisting 
unemployment), then the government can raise effective 
demand through 
� (a) Government Expenditure 

� (b) Monetary Policy: increasing money supply (=lowering 
interest rate)

� (c) Fiscal Policy: reducing taxes (=increasing consumption/inv.) 

� (d) Transfer payments through automatic stabilizers.



3. Monetarism
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Some Rockstars:

Milton Friedman, David Laidler, 
Edmund Phelps

The Monetary School is sometimes referred to as “Chicago School”, since 
most monetarists originate from the University of Chicago.

3. Monetarism
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� Assumptions

� [0. Economic agents are rational or adaptive learners.]

� 1. Labor market clears at a “natural rate of 
unemployment.”

� 2. Money is not neutral.� 2. Money is not neutral.

� Re-established much of Classicals, hence monetarism 
is seen as part of a “Neo Classical Economics.”

� Popular since the 1950s.

� Milton Friedman is the “father” of Monetarism.

3. Monetarism
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� 1. Labor market clears at a “natural rate of 

unemployment.”

� Accepting that wages are not completely flexible, 
Friedman defines the “natural rate of unemployment” 
as the rate which incorporates all the structural as the rate which incorporates all the structural 
characteristics of an economy (minimum wages, wage 
contracts, limited social mobility,  etc.)

� The market clears rapidly and automatically at this 
rate. 

3. Monetarism
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� 2. Money is not neutral

� If workers expect the government to increase the money 
supply (create inflation), then they’ll bargain for higher 
wage contracts ahead of time. Firms will also increase 
goods prices ahead of time, fuelling inflation. goods prices ahead of time, fuelling inflation. 
Repeating this game, this can become a spiral of 
hyperinflation. 



3. Monetarism
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� Role of the Government

� 1. Enforce property rights and contracts.

� 2. Make sure as much competition as possible takes place.

� 3. Reduce the structural constraints that keep “natural rate of 
unemployment” high unemployment” high 
� e.g. reduce minimum wages, reduce union power, reduce social & 
unemployment benefits, reduce mobility & information costs…

� 4. Increase money supply at a predictable and constant 
rate alongside with growth in output to keep value of money 
stable.

� 5. Do not engage in any activity to make the market clear 
faster – it will do so by itself; the adjustment process may only 
take longer.

4. New Classical Economists
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Some Rockstars:

Robert Lucas, Thomas J. Sargent,

Robert J. Barro, Edward Prescott,Robert J. Barro, Edward Prescott,

Paul Romer, Sergio Rebelo, 

Robert E. Hall, Finn Kydland,

Nancy Stokey

4. New Classical Economists
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� Assumptions

� 1. Agents have rational expectations and optimize 
rationally according to preferences and relative real 
prices.

� 2. Markets clear instantaneously.� 2. Markets clear instantaneously.

� Again similar to Classicists; replaced Keynesians as 
the mainstream; also called “New Classical 
Economists.” 

� Popular: since mid 1980s

4. New Classical Economists
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� Conclusions 

�Money is neutral. 
� If governments do announce money supply increases, 
workers will adjust their wage contracts and firms their 
goods prices ahead of timegoods prices ahead of time

� If governments do not announce money supply increase, then 
agents realize it later and will adjust their wages and 
prices; this also creates (and explains) business cycles.

�Markets clear (by assumption) 
� Labor market clears at the natural rate of unemployment.

�Goods market simply clear.



4. New Classical Economists
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� Role of the Government

� 1. Enforce property rights and contracts.

� 2. Make sure as much competition as possible takes 
place.

� 3. Any monetary policy of the government is � 3. Any monetary policy of the government is 
ineffective; agents optimize according to real prices.

� 4. Essentially the same as the Monetarists (cf. slide 30):
�Government should adopt a fixed money supply rule (this 
calls for an independent Central Bank).

� Reduce the structural constraints that keep “natural rate of 
unemployment” high. 

5. New Keynesians
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Rockstars

Joseph Stiglitz, Edmund Phelps, 

Gregory Mankiw, Olivier Blanchard,Gregory Mankiw, Olivier Blanchard,
Alan Blinder, Lawrence Summers,
David Romer, Georg Akerlof, 
Bradford DeLong

5. New Keynesians
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� Assumptions/Beliefs

�Markets do not clear instantaneously due to sticky (non-
flexible) prices. 

�Market imperfections and failures cause business cycles.

�Money is not neutral.

5. New Keynesians
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� 1. Prices are sticky (not flexible)

� Several micro-theoretical explanations suggested why 
this holds true (long-term wage contracts, efficiency 
wage theories such as adverse selection, labor turnover 
or shirking, or insider-outsider theories)

� The “natural rate of unemployment” is not static, but is 
constantly pulled with some delay toward the actual 
rate of unemployment.  (“hysteresis effect”)



5. New Keynesians
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� 2. Market imperfections and failures cause 

business cycles.

� The economy is constantly hit by supply or demand-
shocks (including monetary shocks). 

� Sticky prices exacerbate these shocks and cause 
aggregate fluctuations (business cycles).

5. New Keynesians
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� 3. Money is not neutral

� Recall the concept 

of effective demand…

5. New Keynesians
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� Role of the Government

� 1. Enforce property rights and contracts.

� 2. Make sure as much competition as possible takes 
place (prohibit collusion of firms/monopolies,… )

� 3. Establish an independent central bank that uses 
monetary policies to react to economic crises.

� 4. Ensure that automatic stabilizers smoothen the 
business cycle (decrease private consumption in booms, 
increase private consumption in recessions).

Conclusion
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� We looked at 

� Classical , Keynesian, Monetary, New Classical, New 
Keynesian Economics.

� Common points:

� All believe in positive nature of competition.

� All are in favor of strengthening property rights & enforcing 
contracts.

� All are in favor of establishing an independent Central Bank 
(whose policy goals however are disputed).



Conclusion
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� Differences

(1) Market Clearing

� Classicists, New Classicists and Monetarists believe in rapid 
market clearing at equilibrium levels because of flexible market clearing at equilibrium levels because of flexible 
prices. 

� Keynesian and New Keynesian believe in sticky prices and 
only slow equilibrium forces. 

Conclusion
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� Differences

(2) Money & the Business Cycle

� Classicists, New Classicists and Monetarists believe that 
monetary policy is ineffective or is worsening the business monetary policy is ineffective or is worsening the business 
cycle.

� Keynesian believe that monetary policy can help overcome 
macroeconomic crises.  Crises occur due to sticky prices and 
market imperfections/failures.

Conclusion
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� Which school is dominating the discussion?
� In academia, New Classicists are currently strong and New 
Keynesians have been in defense. This has been called into question 
with the recent economic troubles.

� In practice, the government & the Fed follow (New) Keynesian 
principles:principles:
� Economic Stimulus Act (Feb 13, 2008) over $168 billion mainly in 
income tax rebates to stimulate consumer spending 

� Housing and Economic Recovery Act 2008: government insures up to 
$300 billion home mortgages to restore confidence in credit market so 
that interest rates fall.

� Fed:  Cuts federal fund rate from 5.25% (Sep 2007) to 2% (Apr 2008) 

� [Added in Jan 2009:] 
� 2nd Economic Stimulus Plan under Obama Administration of >$850 billion 
expected

� FED has decreased interest rate down to 0%(!!!), bought ‘toxic’ assets for several 
hundred billion dollars, and has pledged for more “aggressive policies.”


