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“Teaching at the elementary level necessarily turns into indoctrination.”
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1.  Macroeconomic Theory and Its Vulgarizers


Macroeconomic theory has acquired an extremely bad name since the 1960’s. On the one hand, many unsuccessful macroeconomic policies were advanced by policy analysts claiming deep insight into macroeconomic theory; on the other hand, many educated laymen familiar with microeconomic theory found themselves more and more skeptical of the strange, ad hoc macroeconomic claims advanced by economic journalists, business writers, and politicians.





What is distressing is that macroeconomic theory has in fact made remarkable strides precisely during the period when its reputation slipped most dramatically.  What too few people outside of the macroeconomic sub-discipline realize is that the erroneous predictions of policy analysts and ignorant pronouncements of economic journalists have very little to do with modern macroeconomic theory.  Policy analysts and journalists remain true believers in a vulgar Keynesianism which most macroeconomic theorists surpassed long ago.  Moreover, unbeknownst to the general educated public, macroeconomic theorists have produced compelling explanations for the failures of analysts and journalists alike; indeed, in most cases the theoretical errors were detected and solved before any empirical anomalies were observed in modern Western economies.





Policy analysts and journalists do not need to abandon macroeconomic theory; rather, they must discover it.  The sequel outlines the key advances of modern macroeconomic theory over the antiquated, simplistic notions still dominant among “practical men.”  Once the pillars of modern macro theory become clear, it will be seen that desirable macro policies are rather different than those typically read in the newspaper or heard in politicians’ speeches.


2.  The Fundamentals of Modern Macro Theory


Macro theory, like micro theory, begins with simplified assumptions; it then relaxes them one-by-one to ensure clarity at each step of the analysis.  We begin with a simple analysis of barter economies, which will help us understand what determines interest rates and output.  We then consider how adding money affects this barter economy.  Finally, we investigate price-setting assumptions.  After understanding these successive thought experiments, we can turn to subtler issues.


i.  Barter Economies


Imagine a world in which agents allocate their time between production and leisure.  If they wish to consume more than they produce in a given period, they can “borrow” by trading a promise of future production in exchange for some current production.  For example, if I need 100 units of production this year, but I only want to work enough to produce 50 units, I can get the other 50 units by borrowing the remaining 50 from someone else; in exchange, they get a promissory note for some of my future production.


Diagram 1: Supply and Demand for Present Output in A Barter Economy
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How would this hypothetical economy work?  It is quite amenable to a standard supply and demand analysis straight out of any micro textbook.  There is a market in which people buy present goods with claims for future goods.  And what is the price of present goods in terms of future goods?  It is nothing else than the real interest rate.  The demand for present goods -- i.e., the taste for using current output -- falls as the interest rate increases, much like any other demand curve.  Similarly, the supply curve for current production increases as the interest rate increases, much like any other supply curve.





This simple barter example gives us a preliminary understanding of interest rates.  Interest rates are high when the demand for present goods is great relative to the supply of present goods.  The barter example also shows us a key function of interest rates -- they intertemporally coordinate output, so that consumption and production of output are the same.  Consider, for example, what would happen if it were learned that the world’s end was only a year away: The demand for present production would skyrocket, the supply of present production would fall, and the interest rate would dramatically rise.�


ii.  Adding Money


How would the addition of money affect this economy?  That is, suppose that instead of just trading promissory notes for future production, people could also buy current output with money.  What would happen?  The obvious answer is that there besides the “goods market,” there would also be a “money market,” in which money supply must equal money demand.  





The theory of money demand is quite well developed, and has a solid micro foundation.  The person who holds money gives something up, since he could have bought current consumption and resold it in exchange for a promissory note. By holding money, a person foregoes interest.  At the same time, holding money makes life more convenient; and like all conveniences, we tend to “buy” more money the wealthier we are.  These two facts give us a clear understanding of the basics of money demand: it depends positively on wealth, and negatively on the interest rate.�,�





Diagram 2: Supply and Demand for Money
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Assume that the money supply is fixed in quantity.  Then what “price” equates money supply and money demand?  It certainly isn’t the interest rate; that is determined entirely by the supply and demand for present goods.  No, the relevant price is how much present output a given unit of money can buy; or in the vernacular, the relevant price of money is the “price level”  (or more precisely, the inverse of the price level, the quantity of goods that exchanges for one unit of money).  Double the quantity of money, and the price level doubles to keep money supply and money demand identical; halve the money supply, and the price level falls in half.  At least in this simple thought experiment, output and the real interest rate have nothing to do with the money supply; all that the money supply affects is the price level.





Diagram 3: Simple Aggregate Demand-


Aggregate Supply Diagram
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What does this analysis give us?  It in fact winds up being the flip side of a so-called “Aggregate Demand - Aggregate Supply” diagram.  Aggregate Demand declines as the price level increases because a higher price level reduces the real money supply; Aggregate Supply is a vertical line, because it has nothing whatever to do with the value of money.


iii. Price Setting


Diagram 4: Short-run Aggregate Demand-


Aggregate Supply Diagram with Lagged


Price Adjustments
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The conclusion that Aggregate Supply is vertical and unrelated to money or prices will strike many as fantastic.  It is contrary not only to the woozy claims of economic journalists, but also to the common sense of any businessperson.  But of course, the point of these successive thought experiments is to reach true conclusions by a methodical adjustment of underlying assumptions.  If the conclusion seems wrong, it shows that we need to continue modifying the assumptions.





What many macroeconomists have argued is wrong with the preceding analysis is that in modern market economies, prices are not set in an auction market.  Firms generally set prices (including wages, the price of labor) and then leave them unaltered for a while.  Thus, few people find that their hourly wage varies day-to-day with changes in the money supply.  Instead, adjustments come periodically, sometimes annually or even less frequently. 





Under these revised assumptions, money can have what economists call “real effects.”  By “real effects,” it is meant that money can affect output, real interest rates, or other “real” variables, not just prices (the “nominal” variables).  After an injection of new money, interest rates fall to keep money supply and money demand equal (thus confirming the truism that central banks have some effect over interest rates).  The Aggregate Supply schedule is no longer vertical, because with price stickiness greater demand calls forth greater output.�


iv.  The Theory of Unemployment


Diagram 5: Unemployment
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Involuntary unemployment can exist in any of these models, and for the same reason: an excessive real wage.  For what is “unemployment” except a surplus of labor?  And what causes surpluses, if not a price greater than what the market will bear?  Now in the first two thought experiments, involuntary unemployment can exist, but in auction-type economies there is little that government policy could do about it.  But in the third case, while it is possible for macro policy to reduce involuntary unemployment, this is essentially yielding to the temptation to attack the symptom rather than the problem.  The fundamental problem is that real wages are being set too high; in many cases, especially in Europe, this is largely due to labor regulations and pro-union laws which deliberately create the problem.�  If labor contracts are not completely indexed for inflation, then an increase in the money supply may implicitly reduce the real wage, and thereby increase employment.  But as we shall see, theory suggests that this is not a workable long-term solution.


3.  Time Consistency and Rational Expectations


Our final thought experiment with infrequent price adjustments seems to yield results similar to the vulgar Keynesian story so popular among economic journalists.  But this impression is quite superficial.  It is true that prices and wages do not adjust instantly; some element of price rigidity does exist.  But it is just as false to say that prices and wages never adjust.  It may take a little time, but not that much time; perhaps as little as a year before the economy fully adapts to nominal changes.





Moreover, firms and workers are not completely ignorant of this process.  They realize that there is always a temptation for the government to expand output with an expansionary monetary policy.  The result is that they adjust their price and wages choices accordingly.





This is the essence of the “rational expectations” revolution which won Robert Lucas his recent Nobel prize.  Government’s ability to manipulate the economy using its control over the money supply, an ability which so impresses wonks and journalists, only “works” from a myopic, present-oriented perspective.  The long-run consequence of trying to take advantage of the gradual nature of price-setting is merely that price-setters try to anticipate and counter-act whatever policy-makers try to accomplish.  The result, which so puzzled journalists in the 1970’s, is “stagflation,” the simultaneous rise of unemployment and inflation.  Contrary to popular myth, there was nothing unexpected about stagflation; theorists had been predicting it as the long-run result of Keynesian- type policies for years before journalists began to notice it.�





Diagram 6: Long-run Aggregate Demand-
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Macro theorists’ insight was that state control of the money supply creates a peculiar strategic situation vis-a-vis the public.  Consider, theorists began to say, the problems parents have with disciplining their children.  Parents often threaten to punish their children to induce them to behave, and the threat of punishment, if credible, could induce proper behavior.  But both children and parents know that if the child does misbehave, it is a painful bother to actually carry out the threat.  Theorists dubbed this the problem of “time consistency,” because it is hard to credibly commit to do something today which won’t be pleasant to do tomorrow.�





Diagram 7: The Time Consistency Problem
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Note:  Increasing the money supply is a “strictly


dominant strategy” for the central bank; regardless of what firms decide to do, the central bank prefers increasing the money supply.  If firms know this, they will always raise prices.  The result is the “bad” outlined equilibrium (“bad” because the equilibrium with normal employment and low inflation would be preferred by both players). 


The situation that the government finds itself in vis-a-vis the public is plagued by the same time consistency problem.  Due to the lagged adjustment of prices and wages, the government can use its control over the money supply to temporarily expand the economy.  But because the public knows this, it adjusts its inflationary expectations upwards.  The common result, observed so many times in Western economies since the advent of activist macro policies, is ever higher inflation without any increase in output or employment.  It thus turns out that government’s ability to affect the economy is not a blessing but a curse; since it has a temptation to use its power, it is hard for economic decision-makers to believe that it won’t use its power; but fully anticipated interventionist policies won’t do anything other than increase inflation.�


4.  Macro Policy: The Evidence and the Implications


Unlike the traditional platitudes of economic journalists, which the facts of the 1970’s and early 80’s plainly contradict, modern macro theory enjoys substantial empirical support.  Superb historical studies of monetary policy, especially the work pioneered by Milton Friedman and Anna Schwarz, have built a powerful case that monetary policy has important short-term effects.�  Indeed, the monetarist critique of vulgar Keynesianism has been so successful than in the words of Franco Modigliani, “We are all monetarists now.”  





Friedman supplied powerful evidence for the insight, shared by sophisticated Keynesians, that monetary policy has important, but temporary, effects.  At the same time, his influence led to a gradual de-emphasis of “fiscal policy” (taxing and spending) among policy-oriented macro theorists, until it reached its current level of obscurity.�  In particular, Friedman showed that there were monetary explanations for the many recessions and booms so commonly attributed to fiscal policy.  For example, while vulgar Keynesians so loudly proclaimed World War II as proof of the power of fiscal policy, increased government spending was accompanied by massive monetary expansion; indeed, so is almost every war.  The important (but temporary) power of money explains everything that naive fiscalism purported to explain, and many other cases as well.





A popular myth among journalists and wonks is that the experience of the U.S. in the early 80’s somehow refuted Friedman.  Nothing could be further from the truth.  While the over-optimistic claims of economists who denied even temporary effects for money were refuted, Friedman’s more moderate predictions turned out to be exactly right.  As he explained in Free to Choose�, “The parallel between alcoholism and inflation carries over to the cure.  The cure for alcoholism is simple to state: stop drinking.  It is hard to take because, this time, the bad effects come first, the good effects come later.”�  The U.S. cut the rate of growth of the money supply; output fell and unemployment rose as inflation slowly declined; but soon stagflation appeared in reverse, as inflation and unemployment fell in tandem.





But while Friedman’s predictions were proven to be right, his prescriptions fell on far less favor.  It was one thing to ask the Federal Reserve to act less irresponsibly; it was a very different matter to ask it to give up its power entirely.  But despite the lull in economic crises since the mid-80’s, the case for stripping governments entirely of their role in money remains strong.





International comparisons have been particularly helpful.  Throughout the world, monetary authorities have used a very wide range of policies; all face the same temptations, but some resist temptation better than others.  The interesting conclusion of international comparisons is that low-inflation countries typically meet or exceed the performance of high-inflation economies along all real dimensions: employment, output, economic growth, and so on.  In short, international comparisons indicate that reducing the discretionary power of government in money is truly a “free lunch.”  This is true not despite, but precisely because of the short-term power of money; so long as the power to temporarily expand the economy persists, it is almost inevitable that it will be used to our long-run detriment.





One persistent problem that European countries have found especially intractable is high unemployment.  While monetary manipulations have attempted to handle this problem, the time consistency analysis of monetary policy correctly predicts that they don’t worked.  But in addition to saying what won’t work, macro theory has a very good suggestion for what will work: real wages must be cut.  The best way to help the market out is surely for governments to stop passing laws which keep it from working.  Labor markets need to be radically de-regulated, and pro-union laws abolished.  Convincing the public of the desirability of this may be very difficult, but then the fault ought to be placed where it belongs: with the public, not with macro theory.


5.  Conclusion


Macroeconomic theory has not failed; it has not even been learned, at least by most policy analysts and journalists.  A great deal of responsibility must be placed with those who put themselves forward as authorities on a subject about which they know extremely little.  But macroeconomists cannot escape some measure of responsibility.  Why?  Because despite these advances in macro theory, it is all too common that professors continue to teach antiquated, discredited, and simplistic Keynesian theories to their undergraduates, saving modern theory for their graduate students.  Given its many advances over naive undergraduate textbook accounts, it is a grave error to reserve modern macro theory for an elite inner circle.





But why would professors continue to teach undergraduates (many of whom will become journalists or policy analysts) theories that they know to be gross oversimplifications at best?  At the risk of being uncharitable, it strikes me that despite the many failures of macro policy, many educators are unwilling to even consider giving up; they want interventionist policy to continue, and continuing the teaching of “dinosaur Keynesianism” is a means to that end.  These educators would prefer to treat modern macro theory as a body of irrelevant theoretical curiosities, superior in style but inferior in substance to the material of undergraduate textbooks.  The truth, however, is that modern macro theory predicted the failures of interventionism before they happened.  It explains all of the facts that the economic journalists know about, as well as the facts that they don’t know about.


�  For a nice treatment of a barter-type economy, see Robert Barro, “Output Effects of Government Purchases,” reprinted in Robert Barro, Macroeconomic Policy (Cambridge, MA: Harvard University Press, 1990), pp.298-340.


� Unspoken but implicit here is the distinction between nominal money demand and real money demand.  Nominal money demand is how many dollars, pounds, or ounces of gold I hold; real money demand is how many dollars, pounds, or ounces of gold I hold, adjusted for the purchasing power of the money.


�  It is actually the nominal rather than the real interest rate which is relevent here; if for example the real rate of interest is 2%, and the nominal rate is 10%, then the return on money is actually negative 8%, so the net interest loss is 10%.


� The literature on this issue is vast.  See e.g. Robert Lucas (1973), “Some International Evidence on Output-Inflation Tradeoffs,” American Economic Review 63 (June), 326-334; Gregory Mankiw (1985), “Small Menu Costs and Large Business Cycles: A Macroeconomic Model of Monopoly,” Quarterly Journal of Economics 100, 2 (May), 529-539; and Guillermo Calvo (1983), “Staggered Prices in a Utility-Maximizing Framework,” Journal of Monetary Economics 12, 3 (September), 383-398.


� See e.g. Assar Lindbeck and Dennis Snower (1986), “Wage Setting, Unemployment, and Insider-Outsider Relations,” American Economic Review 76 (May), 235-239.


� One of the best-known and earliest predictions of the appearance of stagflation may be found in Milton Friedman (1968), “The Role of Monetary Policy,” American Economic Review 58, 1 (March), 1-17.


� See e.g. Finn E. Kydland and Edward C. Prescott (1977), “Rules Rather than Discretion: The Inconsistency of Optimal Plans,” Journal of Political Economy 85, 3 (June), 473-492.


� See Friedman, loc. cit.


� See e.g. Milton Friedman and Anna J. Schwarz, A Monetary History of the United States, 1867-1960 (Princeton, NJ: Princeton University Press, 1963).


� Notice that even in the simplest barter economy, it is possible for fiscal policy to have real effects.  Friedman’s claim is that the effect of fiscal policy is empirically small.  


� First published in 1979; hence Friedman spoke with 20/20 foresight rather than 20/20 hindsight.


� Milton and Rose Friedman, Free to Choose (New York: Avon, 1981), p.259.
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