
Schools of Macroeconomic Thought 

Snowdon/Vane Chapter 1 – Understanding Modern Macroeconomics 

➢ Objectives of macroeconomics  understanding the business cycle and LR growth 

➢ 20th century episodes of high inflation/unemployment need to be explained: 

➢ Result of large shocks? 

➢ Failure of adjustment mechanisms? 

➢ Policy errors? (or some combination of the above) 

➢ Macro theory is a set of views organized within a theoretical framework about how the 

economy functions and forms the basis of economic policy-making  

➢ Having economic models is indispensable here! 

➢ Objectives of Macro policy: (1) Economic growth; (2) Low aggregate instability 

➢ Disagreements within macroeconomics are over how the theoretical issues, empirical 

evidence, and choice of policy instruments rather than ultimate objectives! 

➢ Very much an evolutionary process of ideas! 

➢ Mayer (1994) identifies seven sources of controversy in macro: 

➢ Limited knowledge about the economy 

➢ Wide range of issues to be investigated 

➢ Wide range of influences  

➢ Differences in metaphysical cores 

➢ Value judgments  

➢ Social empathies 

➢ Idiosyncratic methodologies of economists 

➢ NB: consensus seems to be stronger within microeconomics 

➢ NB: Controversy is a necessary condition for progress of ideas and understanding! 

➢ What are the instruments necessary to achieve the goals of macroeconomics?  What are 

the causes of the macroeconomic problems?  Two main schools of thought: 

➢ Classical Approach  optimization of private actors and efficiency of unfettered 

markets 

➢ Keynesian Approach  Need to appreciate the possibility of market failure; 

government intervention to regulate AD is necessary to achieve high employment 

➢ 1945-70  High times of Keynesianism  

➢ In many ways the Great Depression led to the birth of modern Macroeconomics! 

➢ 1776  Adam Smith’s Wealth of Nations  Invisible Hand theorem 

➢ Say’s Law: “Supply creates its own demand”  

➢ Keynes  defender of capitalism, but believed it has some major flaws: 

➢ Arbitrary and inequitable distribution of income 

➢ Fails to provide for full employment  economy “seems capable of remaining in a 

chronic condition of sub-normal activity”  

➢ Great Depression 

➢ Second phase of the contraction (between 1931-1933) was when the depression really 

became “Great”  a result of a series of policy errors 

➢ Classical economists could not explain he causes of such a deep and prolonged decline 

in economic activity 

 



➢ NB: Keynes was definitely left-wing, but definitely not a socialist! 

➢ Believed the government should attend to “those functions which fall outside the 

private sphere…to those decisions which are made by no one if the state does not 

make them” 

➢ Keynes’ major discovery in his General Theory (1936) was the “Principle of Effective 

Demand”  the GD involved a massive decline in AD  

➢ This decline was not self-eliminating as the classical school would suggest  needs 

effective government intervention! 

➢ After WWII, the Keynesian school really took hold in the world  1944 Beveridge 

Report in the UK; 1946 Employment Act in the US  emphasis on high employment and 

government intervention 

➢ Christina Romer (1986 papers)  

➢ Business cycles in the pre-GD era were only slightly more severe than the instability 

experienced in 1945  Keynesianism did not bring about a huge change in stability 

➢ GD was not the norm of capitalism, but a truly unique event! 

➢ But recessions post-1945 did become less frequent and more uniform! 

➢ It is unquestionable that the period 1950-73 was a “Golden Age” of prosperity for 

advanced economies; it was the result of: 

➢ Increased liberalization in trade/transactions 

➢ Favorable circumstances  low inflation & high employment 

➢ Active gov’t promotion of high AD 

➢ Backlog of growth possibilities following the end of WWII 

➢ NB: per capita GDP in Western Europe grew 4.08% on average during this era!  

➢ The Golden Age ended in 1973, as a result of high inflation and unemployment 

(stagflation) in 1973-83 and slower growth  Keynesian school came to a halt 

➢ Inflation came down but unemployment has remained high in many countries  attributed 

by some to hysteresis effects and labor market rigidities  

➢ Keynesian Critics: stagflation was the inevitable legacy of demand management during 

the Golden Age 

➢ Keynes’ ideas created a rift between macroeconomics and microeconomics  his ideas of 

market failure in involuntary unemployment clashed with the Walrasian theory of general 

competitive equilibrium and market clearing; two resulting adaptations: 

➢ New Classical Approach  adapt macro theory to classical micro theory 

➢ New Keynesian Approach  adapt micro theory to the macro theory 

➢ “The Neoclassical Synthesis” (introduced by Samuelson) tried to mix together the ideas of 

classical economists with those of Keynes  dominated until early 1970s  

➢ Before the 1970s, macro policy involved fiscal policy (and later integrated monetary 

policy as well)  emphasis on demand-side 

➢ Big Development was the integration of the Phillips Curve! 

➢ The stagflation of the 1970s highlighted both empirical and theoretical flaws in the 

Keynesian schools  gave way to monetarist and new-classical counter-revolutions! 

 

 



➢ Monetarist Schools  authorities should not try to stabilize output & employment 

because of problems with stabilization policy: 

➢ Inside/Outside Lags 

➢ Uncertainty over what the NRU is 

➢ Therefore: monetary policy should be governed by rules, not discretion 

➢ Friedman & Schwartz (1963): A Monetary History of the United States 

➢ Friedman (1968): “The Role of Monetary Policy”  

➢ New Classical Macroeconomics  

➢ Mostly synonymous with the work of Robert Lucas: “Expectations and the Neutrality 

of Money” (1972) 

➢ Combining rational expectations hypothesis, clearing markets, and Friedman’s natural 

rate hypothesis  SR inflation/unemployment trade-off if inflation is unanticipated 

due to incomplete information 

➢ Both schools believe the economy is stable; but the new classical approach says business 

cycles are caused by unanticipated monetary shocks 

➢ NCS in favor of rules with three underlying insights: 

➢ Policy ineffectiveness proposition 

➢ Lucas’ critique of economic policy evaluation  

➢ Kydland & Prescott’s  dynamic time inconsistency argument 

➢ This school lost popularity in the 1980s and was replaced by RBC theories following 

Kydland & Prescott (1982) 

➢ Growth & fluctuations are not distinct phenomena 

➢ Rate of technological change is crucial to explaining both! 

➢ Controversial: RBC theories say that every stage of the BC is a Pareto efficient 

equilibrium  gov’t should not be intervening 

➢ New Keynesian school also developed  tried to adapt micro theory to macro 

➢ Incorporated rational expectations, natural rate hypothesis, and that markets may fail 

to clear (due to wage & price stickiness) 

➢ Stabilization policy needed because economy may fail to self-equilibrate and 

unemployment may be high due to hysteresis effects 

➢ Economies subjected to both demand & supply side shocks 

➢ Two additional schools have developed during this period: 

➢ Post-Keynesian school  from Keynes’ more radical disciples 

➢ Austrian school  very distinct approach to explaining BC phenomena 

➢ New schools of thought should be based on solid micro foundations! 

➢ Last decade of 20th c  “New Neoclassical Synthesis”  NC and NK elements: 

➢ Need for macro models with intertemporal optimization 

➢ Rational expectations hypothesis 

➢ Importance of imperfect competition in markets 

➢ Costly price adjustments incorporated  

➢ New Political Macroeconomics 

➢ Interaction between politics and macroeconomics! 

➢ Modern politico-economic models  Nordhaus, Hibbs, Frey & Schneider 

➢ Government as an endogenous components of system  max. social welfare 



➢ Alesina (1994): Political factors  desire to retain power & social conflict  

ideological considerations are unavoidable 

➢ Nordhaus Model  Self-interested opportunistic behavior before an election 

➢ Political BC generated  leads to higher inflation in a democracy than optimal 

➢ Hibbs Models: left-wing greater aversion to unemployment than inflation; right-wing 

is the opposite 

➢ These models were greatly undermined in 1970s by the rational expectations 

revolution! 

➢ New politico-economic models that capture the REH have developed  Rogoff & 

Sibert (1988) and Alesina (1987) 

➢ Conclusion is that we need greater transparency in the conduct of fiscal policy as well 

as central bank independence in monetary policy 

➢ The recent research has examined the origin of fiscal deficits and debt rations, politics 

of growth, optimal size of nations, effect of fiscal unions, etc. 

➢ Acemoglu has highlighted the importance of institutions o growth; political 

barriers to development; desire of the elite to hold on to power 

➢ Renaissance of Economic Growth Research 

➢ Keynes really turned the focus away from the LR to the SR stability 

➢ Importance of LR growth cannot be understated  small growth changes compounded 

over time  huge differences 

➢ What does this mean? 

➢ Does it mean BC fluctuations are not important and not costly to society, Prescott 

(1996) 

➢ Or, does it mean that the two are not mutually exclusive  in order to have LR 

growth, you kind of do need SR stability 

➢ Post-1945, there have been three waves of interest in growth theory 

➢ First wave: Harrod (1948) –Domar (1947) Model  neo-Keynesian work 

➢ Second Wave: Solow-Swan Model during the mid-1950s  more neoclassical growth 

model  

➢ Third Wave  started by the work of P. Romer and Robert Lucas  endogenous 

growth theory  

➢ Focus on “catch-up and convergence”  

➢ Issues of productivity slowdown in OECD countries since 1973! 

➢ Pattern of enormous income differences between rich and poor countries  how 

did this “Great Divergence” develop?? 

➢ Unified growth theory  tries to capture Malthusian regime & Industrial 

Revolution  



De Vroey & Malgrange – The History of Macroeconomics 

 

 

 

➢ Everything starts with the Great Depression and Keynes’ General Theory  his goal was 

to explain the mass employment (supposedly involuntary) and suggest policy measures 

➢ He claimed this involuntary unemployment was caused by deficient AD, which 

resulted from insufficient investment 

➢ People struggled to understand exactly what Keynes was saying  the most memorable 

interpretation that emerged was the IS-LM model from John Hicks (1937) 

➢ The final stage of the birth of macroeconomics was the creation of empirically testable 

models  Klein-Goldberger Model was one of the first ones 

➢ Overall, the Great Depression made people believe that the economic system was 

susceptible to market failures and gov’t intervention was needed  

➢ Involuntary unemployment was the defining element of this school of thought 

➢ The Heydays of Keynesian Macroeconomics 

➢ From the 1950s to the 1970s, Keynesian economics flourished, led by the IS-LM 

model and the Phillips curve (trade-off between inflation & unemployment) 

➢ Important developments happened on the empirical side as well, with the Klein-

Goldberger model and the Brookings model later on 

➢ The IS-LM model had two important virtues: (i) explains economic interdependencies 

in simple & intuitive way; (ii) general and open to many specifications 



➢ However, the IS-LM model also has several important shortcomings: (i) fixed price 

framework; (ii) conceptual sloppiness (what is full employment, really); (iii) static and 

gives little attention to expectations; (iv) unable to explain involuntary unemployment 

as a systemic market failure (Keynes’ aim)! 

➢ Disequilibrium and non-Walrasian Equilibrium Modelling 

➢ The non-Walrasian equilibrium theory (and the Marshallian equilibrium approach) 

wanted to vindicate Keynes’ insight that the market system could experience market 

failures  

➢ However, this approach subsided during the 1970s with the emergence of the new 

classical macroeconomics under Robert Lucas  

➢ The Natural Rate of Unemployment 

➢ The Phillips curve and the famous “trade-off” was at the helm of Keynesian 

macroeconomics until it was brutally attacked by Friedman (1967) and Phelps (1967) 

➢ Friedman’s Address to the AEA in 1967 attacked two tenets of Keynesianism 

➢ Gov’t should press the CB to keep IRs as low as possible 

➢ Trade-off exists between inflation & unemployment  pioneered the LRPC which 

is vertical at the NRU  another claim for CBs following rules! 

➢ NB: when we talk about “Keynesian”, there are two different things we could be 

having in mind  (i) the conceptual framework (a la IS-LM) or (ii) the policy 

implications (government intervention) 

➢ Friedman actually agreed with Keynes in terms of theory (IS-LM) but did not believe 

the government and CB should be intervening! 

➢ New-Classical All-Out Attack on Keynesian Macroeconomics 

➢ Mainly this new school was led by Lucas  a sort of ‘Kuhian scientific revolution’  

➢ To Lucas, Keynes’ theoretical contribution is not as significant as his role in the 

expansion of socialism; criticized the static Keynesian framework as well 

➢ Lucas criticizes Keynes’ rejection of the “equilibrium discipline”  

➢ This rests on assumptions of self-interest and clearing markets 

➢ Blamed Keynes as an example of “bad science”  

➢ Several further points about Lucas’ reasoning: 

➢ Praised Keynesian macroeconomic for engaging in econometric modelling 

➢ Strong stance on Phillips curve, following Friedman  developed this further with 

“Expectations and the Neutrality of Money” (1972) 

➢ The famous Lucas Critique  need deep structural models based on economic 

fundamentals to assess policy implications 

➢ Related to the rational-behavior hypothesis  

➢ Another important attack at Keynesian macro was Kydland and Prescott’s dynamic 

inconsistency argument (1977)  policy-maker incentives & credibility 

➢ New-Classical Macroeconomics: A Different Research Programme 

➢ “New Classical” applies only to the work of Lucas and his allies  this developed 

later on into RBC models and DSGE models 

➢ For a summary refer to the table at the top! 

 

 



➢ Several key points/differences to be stressed here: 

➢ Emphasis not only explaining unemployment anymore, but BCs 

➢ NB: The way in which BCs were viewed changed: 

➢ Keynes: labor supplier passive and changes in employment resulted from 

changes in AD 

➢ Lucas: supply of labor is the result of economic agent optimal decision-making 

in an intertemporal context  intertemporal substitution! 

➢ Lucas’ model of BCs say variations in activity are due to (i) exogenous monetary 

shocks and (ii) agents’ imperfect information 

➢ Since BCs are no longer viewed as a result of market failures but due to optimal 

decision-making  no rationale for government intervention 

➢ The New Keynesian Counter-Offensive 

➢ The most common reaction from Keynesian economists  rehabilitate Keynes’ 

insights while accepting central ideas of the new views 

➢ Ultimate goal: amending, if not reversing conclusions of new classical school 

➢ In general, these New Keynesian models which emerged  stricter adherence to basic 

neoclassical principles; imperfect competition framework  

➢ Divide over attempts to rescue idea of involuntary unemployment 

➢ Divide over pursuing price rigidity/stickiness  

➢ Main models which emerged: implicit contract; staggered wage-setting; search & 

coordination failure; imperfect competition; efficiency wage; menu costs and near-

rationality; coordination failures  

➢ Real Business Cycle Models 

➢ Father of this schools: Kydland & Prescott (1982) and Long & Plosser (1983) 

➢ Followed equilibrium discipline  rational expectations, dynamic-stochastic 

environment; central role for intertemporal substitution 

➢ Defining aspects of RBC models 

➢ Fluctuations the result of optimizing behavior to real technology shocks 

➢ Abandoned imperfect information ideas 

➢ Took the models to the computer (i.e. calibration, simulation, etc) 

➢ Positives: reproduced low variability of consumption & high var of investment 

➢ Shortcomings: 

➢ Hours worked much less volatile in model than in real world 

➢ Wages and interest rates pro-cyclical in the model  not so in real life 

➢ Did not consider monetary shocks! 

➢ DSGE Modelling 

➢ 1990s  decline in RBC models and emergence of DSGE models 

➢ Really it was a marriage of new Keynesian and RBC schools: 

➢ Keynesians contributed imperfect competition, sluggishness, CB role 

➢ Accepted RBC components: exogenous shocks, DS perfective, equilibrium 

discipline, intertemporal substitution, rational expectations 

 

 

 



➢ Developments in Monetary policy  

➢ Rate of interest now became the control variable  

➢ Taylor Rule has a major impact here  stabilization of inflation became the aim of 

monetary policy, and this was coupled with the Keynesian aims of output gap 

stabilization  

➢ Impact of 2008-09 Financial Crisis on Macroeconomic Theory 

➢ Importantly, it highlighted two “blind spots” in DSGE approach to macro 

➢ Limited attention given to the financial sector! 

➢ DSGE models exclude the possibility of pathology in the market system  always 

assume agents are optimizing (and are capable of optimizing) their behavior 

➢ To ‘old’ Keynesians, the crisis had the sweet smell of revenge, and promoted some to 

comment on the need to return to Keynes’ general theory 

➢ Conclusion: even those Keynes’ vision might gain popularity again, a return to his 

conceptual framework (i.e. IS-LM) is highly unlikely! 

 

How Would Modern Macroeconomic Schools of Thought Respond to the 2008-09 Crisis? 

➢ Big questions: 

➢ Was the stimulus bill appropriate in the US? Was TARP beneficial? 

➢ Should QE have started sooner? Should Lehman Brothers have been allowed to fail? 

➢ The New Keynesian Approach 

➢ Based on work of Keynes and founded on two major assumptions: (i) people are 

forward looking  form expectations; (ii) prices and wages are sticky 

➢ Because of this stickiness, adjustment processes do not always occur in a timely 

manner, and gov’t intervention is needed  fiscal & monetary policy! 

➢ Would argue the gov’t intervention was essential  stimulated AD, employment and 

prevented an even deeper recession 

➢ Bernanke: “If you let big firms collapse in a disorderly way, it will bring down the 

whole system” 

➢ The Monetarist Approach 

➢ Milton Friedman  money supply affects GDP in SR, affects inflation in the LR 

➢ Focus on controlling growth of money supply rather than interest rates 

➢ Believe New Keynesian overstate the amount of instability  would that QE needed 

to be adopted sooner in order to help recover activity 

➢ The New Classical Approach 

➢ New version of work of classics such as Adam Smith, Alfred Marshall  based on 3 

key assumption: (i) agents maximize and optimize; (ii) agents are forward-looking; (iii) 

markets adjust and economy is normally at potential (same as monetarists) 

➢ A recession is a “healthy” rebalancing of the economy  need to let it run its course 

➢ Would say gov’t handling was too aggressive; credit was too cheap for too long; gov’t 

produced uncertainty which inhibited markets from recovering  through unclear 

policies such as TARP; need clear rules for monetary policy 

➢ The Common Ground 

➢ The “good news” is that there is a common core which everyone agrees on: (i) SR 

trade-off between 𝜋 & 𝑢 (not LR!!); (ii) agents are forward-looking! 



Woodford – Convergence in Macroeconomics: Elements of the New Synthesis 

➢ He claims that there is less disagreement among macroeconomists today than in the past 

➢ 1960s and 70s  main division between the neo-Keynesians and monetarists 

➢ Essentially had different conceptions of economics – argued a lot! 

➢ Keynesians  focused on SR; loosely based with economic theory; most important 

thing was how well the model fit the time series 

➢ Monetarists  emphasized robust predictions of theory about LR outcomes; preferred 

co-movements in time series to econometric models; ignored stabilization policy 

➢ 1970s and 80s  rise of New Classical school and RBC school 

➢ Insisted on intertemporal general-equilibrium structure of models and theoretical 

coherence as opposed to Keynesian econometricians  

➢ Over the past 20-25 years ,there has been a “New Neoclassical Synthesis” (King 1997) 

➢ Alternatives between old models not so incompatible when understood more deeply 

Elements of the New Synthesis 

1. Macroeconomic models now employ intertemporal general-equilibrium foundation 

➢ Allows for the analysis of both SR fluctuations and LR growth in one framework 

➢ Microeconomic Foundations  being able to derive model of aggregate economy 

from household and firm behavior (comes from New Classical and RBC schools) 

➢ Also, models nowadays include adjustment frictions from Keynesian theory 

➢ NB: DSGE models nowadays often involve imperfect competition and price stickiness 

 do not simply refer to models with fully flexible prices and perfect equilibrium  

➢ What is most important with DSGE models is that all equations of the models be 

derived from consistent and coherent foundations! 

2. It is desirable to base quantitative policy analysis on econometrically validated structural 

models 

➢ A big part of macroeconomics is the estimation of models under hypothetical policies 

➢ Modern macro models represent a return to the ambitions of postwar Keynesians 

➢ Emphasis on the use of estimated structural models 

➢ Quest to develop models intended to provide complete quantitative description of 

the economy  

➢ Nowadays, however, more attention is given to developing structural models, rather 

than ones that “fit the data best” 

➢ Although more or less atheoretical methods – AR and VAR – continue to be 

important, they are no substitute to structural models, but are complements 

➢ The important thing is that there is a broad degree of agreement over the difference 

between the two abovementioned approaches to analyzing data 

3. It is agreed that it is important to model expectations as endogenous 

➢ This was the main point of the Lucas (1976) critique of econometric policy evaluation 

➢ It is nowadays standard to assume rational expectations 

➢ NB: acceptance of RE does not imply stabilization policy is ineffective – frictions! 

➢ However, RE does mean that optimal control techniques can be used to design ideal 

stabilization policies given such a model (see Taylor (1979)) 

 

 



4. Now widely accepted that real disturbances are an important source of economic 

fluctuations (not just unexpected MP, as assumed at one time) 

➢ The truth is that MP shocks account for only ~15% of  aggregate fluctuations 

➢ These disturbances include shocks to technology, preferences, and gov’t policy 

➢ Big Idea: “Natural Rate of Output” is not at all a smooth trend (Keynesian); 

disturbances that result in departures from natural rate also shift natural rate! 

➢ NB: This does not imply MP is irrelevant  equilibrium effects of real disturbances 

depend substantially on the character of systematic MP 

➢ MP is conducive to stability  this is consistent with modern DSGE models 

5. Monetary Policy Is now widely agreed to be effective, especially as a means of inflation 

control  

➢ In this respect, monetarist school has won a debate with postwar Keynesians 

➢ NB: But, MP need not be identified with control of the money supply; CBs use the IR! 

Remaining Disagreement 

➢ A big division nowadays concerns importance attached by researchers to work aspiring to 

the status of “pure science” vs. work intended to address applied problems (Mankiw 2006) 

➢ There is little certainty still about how best to specify an empirically adequate model of 

aggregate fluctuations; until then, we need to base policy advice on provisional models! 

➢ Mankiw argues that developments since the 1980s have been basically scientific and much 

less applicable in the real-world by policymakers; but this is not really so 

➢ In particular, acceptance of scholarly literature since 1970 does not require repudiation 

of pre-1970s ways of thinking 

➢ In any case, the agreement that exists nowadays could lead to an increased possibility of 

productive dialogue between theory and empirical work on the one hand, and between 

theory and practice on the other. 



John Taylor – The Cycle of Rules and Discretion in Economic Policy 

➢ Aldrich: “The goal of monetary authorities” should be to “modify the policy of 

maintaining rigid support levels for gov’t bonds and regain their freedom” to combat LR 

inflation 

➢ Paul Douglas – discussed the moral issue of borrowing and rising gov’t debts 

➢ The Big Question: Merits of rules-based policymaking vs. those of discretionary 

policymaking; at different times, policymakers have tended to emphasize one or the other 

➢ When leaning in the direction of rules: 

➢ Less interventionist, more systematic 

➢ MP has steady strategy for adjusting IR or money supply 

➢ FP set LR debt, spending, revenue policies; rely on automatic stabilizers 

➢ When leaning in the direction of discretion: 

➢ More interventionist, short-term fine-tuning 

➢ MP  no LR strategy; tries to influence fluctuations 

➢ FP  targeted SR spending by cutting taxes, providing stimulus packages 

➢ There have been three major waves of these two approaches: 

➢ 1960s & 70s  swing toward discretionary  

➢ 1980s & 90s  shift toward more rules-based 

➢ 2000s  return to discretion (early years, anyway) 

Three Swings 

➢ After WWII  Keynesian ideas about countercyclical policies were very popular 

➢ These included: tax credit of 1962; tax surcharge of 1968; tax rebate of 1975; 1977 

stimulus package; wage and price controls in 1971 to battle inflation (failed) 

➢ These policies had the support of in CB  Arthur Burns of the Fed in 1972 

➢ 1967  Friedman speech about Fed optimal policy  but nobody was listening! 

➢ “Again and again, SR thinking led to uneven and irregular monetary decisions”  

➢ Dynamics changed in 1980s: Gramlich (1979) study of Carter stimulus packages 

➢ Reagan administration focused on more permanent tax reforms 

➢ Reliance on auto. Stabilizers continued in the 1990s  

➢ Eichenbaum (1997): “...widespread agreement that countercyclical discretionary FP is 

neither desirable nor politically feasible” 

➢ MP experienced a similar shift  Paul Volcker reined in inflation; Greenspan continued 

➢ Fed began to emphasize the importance of predictability and transparency 

➢ But, commitment to rules-based economics has waned in the 21st century 

➢ 2001 Bush “tax rebate”  Friedman: “Keynesianism has risen from the dead”  

➢ 2003/5  Fed held interest rates at far too low levels  contributed directly to the 

housing bubble and the financial crisis 

➢ 2008  $ 152bn stimulus package; 2009  $ 862 fiscal stimulus; QE from 2009! 

➢ “…There can be little doubt that the rules-based economic policies of the 80s and 90s are 

over”  

➢ The three periods coincided with very different levels of economic performance: 

➢ 1st  Frequent recessions, high unemployment, high inflation  

➢ 2nd  Great Moderation  

➢ 3rd  Financial crisis, Great Recession, slow recovery 



➢ One argument is that the swings were caused by changing economic performance rather 

than serving as the cause of it  

➢ However, that is completely inconsistent with our timeline above 

➢ Another argument is that the shift back to discretion was provoked by the severe financial 

panic of 2008 

➢ But, low IRs and stimulus packages were being enacted even before that!  

➢ “The more straightforward conclusion – that rules-based policy was an important cause of 

the improved performance of the 80s and 90s, and that discretionary policy has been 

harmful to the economy – aligns much better with the historical timeline”  

➢ This is supported by the dynamic model with forward-looking agents! 

➢ Kydland & Prescott (1977) “time inconsistency” argument  discretionary policy leads to 

suboptimal results because it denies people benefits of ‘policy commitments’ 

➢ “Lucas Critique”  rules are crucial for conducting and evaluating economic policy  

➢ Dixit: “…economic theory came out of this rather better than policy practice did”  

➢ Research has shown that the discretionary policies of the 21st century were a major 

amplification channel and made the recession and bust a whole lot more severe 

➢ “…in the aggregate, neither stimulus package had any noticeable effect on consumption”  

➢ NB: Fed’s interventions in commercial paper market and money market funds were 

helpful in rebuilding confidence  but they wouldn’t have been necessary 

➢ Hayek: The Road to Serfdom (1944) – great quote! 

➢ “…the discretion left to the executive organs wielding coercive power should bee 

reduced as much as possible”  

➢ Shultz: “…economists have a particular responsibility to relate policy decisions to the 

maintenance of freedom”  

➢ We badly need a return to the “rules-based fiscal and monetary policies that have yielded 

unmatched stability and economic growth” 



Garratt & al-Nowaihi – The New Political Macroeconomics 

➢ Macro revolution of 70s (New Classical Macroeconomics) cast doubts on the ability of 

gov’t to create political business cycles 

➢ New political models are focused on the effect of politically induced incentives on the 

amount of inflation in the economy; recognize a split of “new” and “old” political macro 

➢ Old School: gov’t modeled as a self-seeking institution 

➢ Nordhaus (1975)  vote maximizing boom/bust cycles around elections 

➢ Hibbs (1977)  partisan model depending on relative inflation aversion  

➢ Frey & Schneider (1978)  sort of synthesis of opportunistic & ideological behavior 

➢ New School: focuses on inflation; in favor of rules to reduce inflation bias 

➢ Kydland & Prescott (1977)  discretion leads to excessive inflation  

➢ Barro & Gordon (1983)  Inflation bias could be smaller than under K&P due to 

threat of loss of credibility 

➢ Alesina (1987)  partisan model which shows the possibility of political BCs in a 

new classical framework 

➢ Debate over relative merits of an independent CB: 

➢ K&P  could help to eliminate the inflation bias 

➢ Rogoff (1985)  above true, but could increase output variability 

➢ Alesina & Gatti  above not necessarily true; there could be “gain without pain”  

The Old Political Macroeconomics 

➢ Big Idea: Gov’t can deliberately & repeatedly shape economy to meet own political ends 

➢ The Nordhaus Model (1975) 

➢ Assumptions: parties’ only goal to maximize votes; election period of fixed length; 

Phillips curve relationship between inflation & unemployment; voters have poor 

understanding of economy; popularity directly related to economy 

➢ Gov’t exploits SR Phillips curve relationship to maximize votes! 

➢ Overall, gov’t will induce falling unemployment and higher output prior to the election 

and rising unemployment after the election  a political business cycle is created! 

➢ Importantly, this can be done again and again  that’s why inflation needs to come 

down post-elections…so it can be increased before the next ones 

➢ Partisan Theory – Hibbs (1977) 

➢ Key Idea: left-wing parties are less inflation averse (focus on employment) than right-

wing parties  MP&FP will be tighter under the latter 

➢ Strong partisan theory takes the pursuit of partisan economic policies as the sole 

objective of political behavior  the ability to manipulate economy for partisan 

objectives is a.k.a. party control hypothesis 

➢ Tests of partisan theories involve analyzing whether the Left vs. Right control led to 

discernible partisan effects on economic variables (net of trends, cycles, etc)! 

➢ The Frey & Schneider Model 

➢ Synthesis of the models above  highlight a trade-off between opportunism and 

ideology  

➢ Mechanism: how the incumbent party acts depends crucially on the government’s lead 

over the main opposition (i.e. electoral security) 

➢ Concept of critical popularity lead (dependent on the time to next election) 



➢ A popularity surplus implies an ideological emphasis, and vice versa!  

➢ Opportunistic behavior follows the mechanism outlined by Nordhaus 

➢ Ideological behavior is defined by the desired proportion of gov’t expenditure relative 

to GDP (obviously left-wing parties will favor higher expenditure) 

New Classical Macroeconomics 

➢ This revolution during the 1970s was based on three fundamental elements: 

➢ Continuous market clearing  continuous market equilibrium  

➢ Rational Expectations Hypothesis  agents use all available information  

➢ Aggregate Supply Hypothesis (aka Lucas Surprise Supply F-n)  

➢ Suppliers will alter supply only if they believe real price of product has changes 

(problem: how do they discern between change in price level & change in relative 

price  signal extraction problem 

➢ These elements led to the policy invariance result (Sargent & Wallace, 1975)  

anticipated AD policies have no effect on output; only unanticipated 

➢ One key model developed as a result of these developments was the inflation bias 

The New Political Macroeconomics 

➢ Time Inconsistency 

➢ K&P (1977)  NC model where the policymaker is engaged in a strategic game with 

a sophisticated forward-looking private sector agent; strong argument for rules! 

➢ Attack on the optimal control theory of Tinbergen (1952) 

➢ The K&P model is essentially a non-cooperative Stackelberg game, where the gov’t 

tries to maximize its objective function subject to the Lucas supply function  

➢ Result: discretionary policy may produce a sub-optimal outcome exhibiting 

inflationary bias 

➢ Herb Taylor (1985) considers the various outcomes that can arise in a game between 

monetary authorities and wage negotiators 

➢ Result: Negotiators realize high inflation policy is the only time-consistent plan  

they sign high wage increase contracts  excessive inflation with no gain! 

➢ Barro & Gordon (1983) analyzed properties of time-consistent inflation rates, a.k.a. 

enforceable inflation rates  

➢ Result: Loss will be greater the higher the policymaker’s benefit parameter and 

also the larger the target level of output relative to the natural level 

➢ Confirms K&P findings on inflation bias without any effect on output 

➢ Enforceable Inflation Rates 

➢ B&G use the concepts of temptation (gains from reneging) and enforcement (future 

reputational costs from reneging) to analyze lowest enforceable inflation rates 

➢ Result: there is a positive temptation to renege on a zero inflation rule 

➢ But, B&G claim we are not accounting for future reputational costs  introducing this 

will limit the inflation bias; the cost is higher future inflation expectations! 

➢ NB: Current enforcement costs = discounted value of difference of costs with 

following discretionary choice and costs of continuing with rule 

➢ Big Result: As long as there is some discounting, enforcement costs will not ensure 

zero inflation rule is credible! 

➢ Best enforceable rule  equate temptation and enforcement and solve for inflation 



➢ The best enforceable rule is a weighted average of the optimal inflation rate and of 

discretion; higher discount factor (lower q)  higher best enforceable inflation rate! 

➢ NB: By incorporating the effect of politics on the inherent inflation rate, we find that 

both the benefit parameter and the discount rate work to increase the lowest 

enforceable inflation rate! 

➢ NB: Political BC models infer that electoral security (building on Frey & Schneider) 

affect both the necessity of surprise inflation and the costs of doing so! 

➢ Big idea of B&G is that economic manipulation has future reputational costs 

➢ Big Conclusion: B&G work suggests that delegating MP to an inflation-averse agent 

can make the discretionary inflation rate = the optimal one (zero) 

➢ NB: Inflation bias is the difference between the discretionary and optimal inflation 

rates  its magnitude is independent of the optimal inflation rate 

➢ The Partisan Model 

➢ Alesina (1987) expanded to the B&G framework by concentrating on the ideological 

aspect  benefit parameter and optimal inflation may reflect left-right dimension 

➢ Here, we again use the NC supply function, but we have two policymaker objectives 

➢ NB: Alesina refers to the difference between the two optima the political polarization 

➢ Key: Election result uncertainty is the key driver in this model  allows post-election 

inflation rate to differ from the expected inflation rate 

➢ Result: There will be an expansion or contraction in output depending on which 

political party is elected 

➢ NB: The larger the political polarization, the greater the expansion or contraction 

➢ Once wage contracts adjust, output will return to natural level, but inflation will 

remain higher (assuming a left-wing party, for example) 

➢ Another important result from Alesina & Gatti (1995) is that the variance of output 

and inflation reflects the degree of political polarization and election uncertainty!  

➢ Most importantly, Alesina’s model allows for a partisan political BC within a new 

classical framework! 

➢ The Rogoff Model 

➢ Rogoff (1985) showed that reducing inflation bias could increase output volatility 

➢ He does this by including a random shock term in the Lucas supply function 

➢ The inflation choice depends on the benefit parameter as in B&G, but now we also 

look at the variance of inflation and output 

➢ Result: Higher benefit parameter leads to higher inflation and more variable inflation; 

average output will be at natural level, but output variability will decrease! 

➢ Conclusion: By delegating MP to an independent CB, expected inflation and inflation 

will be lower, but the variance of output will be higher! 

Gain Without Pain? 

➢ Alesina & Gatti (1995) challenge the above findings of Rogoff for higher Y variability 

➢ Alesina & Summers (1993) show there is no relationship between CB independence and 

output variability for selected OECD countries 

➢ A&G claim that there are two sources of output variability  politically induced 

variability and that coming from the shock term 



➢ Result: appropriate benefit parameter can deliver both lower expected inflation and lower 

variance of inflation; does not infer greater output variability! 

➢ With an independent CB, politically induced variances does not matter, and output 

variability will depend on the benefit parameter of the CB and the variance of exogenous 

term 

➢ If political variability dominates the economically-induced variance, then an independent 

CB will reduce output variability



ECB – The Stability and Growth Pact: Crisis and Reform 

➢ The sovereign debt crisis in the euro area was result of policy failures in fiscal policy 

coordination; look at different periods, from EMU in early 1990s to post-crisis period 

The Pre-Maastricht Period: Laying Solid Foundations? 

➢ After the EMU was founded (and before Maastricht) there was buoyant public 

expenditure, large budget deficits, and rising public debt ratios 

➢ As a result, the Maastricht Treaty enshrined several fiscal safeguards: 

➢ No monetary financing of government deficits by CB 

➢ “No bailouts principle”  

➢ Avoid excessive budget deficits (3% deficit and 60% debt) 

➢ Two further institutional elements included: 

➢ Membership to EU tied to convergence criteria 

➢ Members agreed on the Stability and Growth Pact – preventive & corrective arms 

➢ Unfortunately, the SGP had very weak enforcement provisions: 

➢ Commissioners had to give permission for any action 

➢ Qualified majority required in ECOFIN Council 

➢ 1992-98  Things went very well; deficits fell! 

➢ NB: It may have been the threat of not being allowed to join the euro that gave rise to this 

initial success of fiscal consolidation 

The First Nine Years of the Euro: Wasting to “Good Times”? 

➢ There was little further progress 1999-2007 in improving public finances; fiscal rules 

compromised; consolidation fatigue; Low IRs led to more spending & tax cuts 

➢ 2003: France & Germany (and others) blocked strict implementation of corrective arm  

first blow to application of SGP provisions 

➢ 2005 Reform: gave more discretion, leniency, and political control over fiscal balances  

➢ Lenient implementation after this: extensions and limited adjustment efforts 

➢ “The scope for tighter surveillance and increased peer pressure was not used in a decisive 

manner either”  

➢ Nevertheless, 2004-07 period led to renewed improvements in fiscal balances  not due 

to consolidation, though, but to higher growth and boom in real estate markets 

➢ NB: Prior to 2007, differentiation between sovereign debt of euro area countries was 

minimal  euro area as a whole was largely unprepared for crisis in summer of 2007 

The Crisis 

➢ European Economic Recovery Plan (EERP) launched; SR budgetary stimulus over & 

above fiscal stabilizers; capital injections; government guarantees for depositors 

➢ Result: Public finances deteriorated significantly between 2007-2010  

➢ Access to liquidity dried up for Greece, Ireland, Portugal between 2009-11  European 

Financial Stability Facility set up in 2010 & European Stability Mechanism in 2013  

➢ EERP represented a de facto suspension of SGP requirements; poor exit strategies 

The New Reform: An Opportunity Wasted? 

➢ Given public finance predicament, major fiscal adjustments are still necessary in EU 

➢ Although everyone agrees that a sound governance is key for successful and sustainable 

fiscal policies in EMU, building the political consensus has been difficult 



➢ Reforms to be agreed in 2011 are not ambitious enough; they include: (i) minimum 

standards for domestic fiscal rules; (ii) stronger regulation under preventive and corrective 

arms; (iii) greater scope for sanctions 

➢ These reforms go in the right direction, but it is unclear whether countries will make 

meaningful changes to domestic arrangements 

➢ Binding and enforceable provisions in fiscal policy are key for decision-maker confidence 

➢ We need well-designed expenditure rules that restrain governments from not adhering to 

their budgets  an independent national monitoring institution is essential! 

➢ Two other factors that may exert pressure on nat’l governments: 

➢ Funding from other euro area gov’t may provide “peer pressure” to adjust 

➢ Pressure from financial markets has gained importance 

Towards a New Fiscal Order for the Euro Area 

➢ A fundamental deepening of fiscal policy surveillance and coordination is necessary 

➢ Ultimate Objective: Institutions that provide credible incentives for sound fiscal policies 

 need stricter rules and transfer of sovereignty to a central institution which will set 

objectives 

➢ However, the composition and level of budgetary expenditure and revenue must remain 

the responsibility of Member States, as well as financial obligation responsibility 

➢ In particular, the following elements need to be added to the framework: 

➢ All deficits >3% need to be approved by Member States 

➢ Commitment to correct past fiscal slippages automatically; German “debt brake”  

➢ Country needing aid from ESM placed in financial receivership – stop moral hazard! 

➢ Fines and sanctions need to be implemented accordingly - incentives 

➢ Independent Budget Offices introduced  independent forecast 

➢ Independent EU-level entity that assesses national policies 

➢ Based on Kopits & Symansky (1998), quality of fiscal rules can be assessed against the 

following criteria: well-designed, transparent, simple, flexible, adequate relative to final 

goal, enforceable, and consistent 

➢ Reforms of 2011 are relatively strong in all respects except simplicity! 

➢ The proposals of this paper aim to make fiscal rules more effective in the euro area 



Bernanke – The Financial Accelerator and the Credit Channel 

➢ Financial conditions play a  crucial role in allowing a modern economy to realize its full 

potential  effectively allocating capital; sharing & diversifying risks 

➢ Adverse financial conditions do the opposite (think Japan’s financial problems) 

➢ The financial accelerator holds that changes in financial conditions are important in the 

propagation of the BC 

➢ Also, changes in such conditions can affect the credit channel of MP transmission 

Market Frictions & Real Effects of Financial and Credit Conditions 

➢ After WWII, economists initially abstracted from market ‘frictions’ such as imperfect 

information and transaction costs  the very reason financial markets exist 

➢ Work by Stiglitz and Akerlof on asymmetric information and principal agent theory 

introduced financial markets in real economy 

➢ Jensen & Meckling (1976): showed firm’s capital structure could be used to align 

incentives of shareholders and managers in a world of imperfect information  

➢ Bernanke (1993): Laid out 2 channels through which financial problems in 1930s may 

have worsened the GD 

➢ Banking System: Because of bank panics, banks prevented from using their 

informational capital  reducing in availability of lending for consumers/firms 

➢ Creditworthiness of Borrowers: Decline in financial health of borrowers (cash flows, 

value of collateral)  impeded efficient allocation of credit (information-based) 

➢ Related to Irving Fisher’s “debt-deflation” theory 

The External Finance Premium and the Financial Accelerator 

➢ Bernanke & Gertler (1989)  a real shock on financial conditions could lead to persistent 

fluctuations in the economy, even after the initial shock is over 

➢ External Finance Premium Concept – difference from raising funds internally 

compared to externally  

➢ Big Idea: This premium should depend inversely on the borrower’s financial position!  

➢ Positive shock  better financial position  lower premiums in future periods  

firms induced to continue investing in the future 

➢ Result: It can help to explain the persistence and amplitude of cyclical fluctuations in a 

modern economy 

➢ Empirical Evidence: link between cash flows and levels of investment in credit 

constrained firms 

➢ Two issues/challenges to the financial accelerator theory: 

➢ Misspecification: link between cash flows and investment may be due to some cash 

flow proxies and unobservable factors 

➢ If only small, credit-constrained firms are subject to this, surely the macroeconomic 

significance would not be that great…debatable 

➢ This accelerator may operate through household spending as well, especially relating to 

changes in home equity (which would affect the premiums) 

➢ “I do not think we know at this point whether, in the case of households, these effects are 

quantitatively significant in the aggregate” Hmmm (2007 much?)  

 

 



Monetary Policy and the Credit Channel 

➢ There is evidence that the effect of MP on real economy is > than suggested by the 

traditional “cost of capital” channel 

➢ The Credit Channel holds that MP has additional effects because IRs affect costs and 

availability of credit by more; this channel has two components: 

➢ Balance Sheet Channel  IRs affect values of assets, creditworthiness, the premium 

➢ This is very similar to the financial accelerator idea! 

➢ Bank Lending Channel – MP works by affecting supply of loans offered; by affecting 

banks’ loanable funds, MP could influence supply of intermediated credit 

➢ 1960s & 70s – reserve requirements high in US; Regulation Q  disintermediation 

➢ Nowadays, requirements re lower; no Regulation Q; capital markets deep and liquid  the 

traditional bank-lending channel is unlikely to be significant in US 

➢ However, financial intermediaries may face an external finance premium in the sense of 

getting funding from deposit and non-deposit (more expensive) sources  this will 

depend on the perceived creditworthiness of the institution 

➢ Result: This way of casting the bank-lending channel unifies financial accelerator and 

credit channel concepts, with the EF premium being the central mechanism  

➢ NB: The bank lending channel is based on the existence of a finance premium rather than 

an absolute constraint on the quantity of funding available 

➢ NB: To protect themselves from these premiums, some banks might want to have high 

ratios of deposits to loans 

➢ The recognition of the bank lending channel turns our attention to determinants of bank 

capital  in the SR it is determined by earnings and changes in asset values 

➢ Evidence: Loans provided by capital-constrained banks are more sensitive to changes 

in market IRs 

➢ Big Question: Does the rise of nonbank lenders make the bank-lending channel irrelevant? 

➢ They might also face an external finance premium that can be influenced by MP 

Conclusion 

➢ Changes in a borrower’s financial condition (MP or real shock) can have big effects 

➢ Big Idea: The cost of funds to borrowers depends inversely on their creditworthiness 

(endogenous), as measured by net worth and liquidity



Garratt et. al. - Interest Rate Responses and Financial Crisis of 2007-09 

➢ The policy remit of BoE, Fed, and ECB are different  how did that influence IR 

decisions in the aftermath of liquidity crisis and financial crisis 

➢ The Federal Reserve (USA) 

➢ Goals set in Federal Reserve Act (1913); FOMC  

➢ Objective: LR economic growth with employment, stable prices and LR IRs 

➢ The European Central Bank 

➢ Institutional Framework of EMU; Governing Council takes IR decision 

➢ Ultimate aim is price stability  inflation target of ≤ 2% 

➢ The Bank of England 

➢ Independence given in 1998 Bank of England Act; Monetary Policy Committee 

➢ The focus is price stability; symmetric inflation target around 2%; keep inflation 

expectations “anchored” in the medium-term; open letter to Chancellor  

➢ Lags: IRs have fullest effect on output in ~1year; on inflation in ~2 years 

➢ NB: Goals set for the Fed are broader than those for BoE and ECB 

➢ Inflation in US was higher in 2005-06, even though it was raising rates 

➢ Claim: Fed’s broader remit appears to have enabled it to respond more aggressively to the 

impact of financial instability; ECB and BoE constrained by inflation targets 

➢ Key Point: Around the time of the liquidity crisis, inflationary pressures emerged from 

commodity prices  made BoE and ECB (especially) wary about cutting rates! 

➢ From late 2008 onward, different remits did not matter so much  all rates cut! 

➢ Big Question: Is it better to stick to a firm inflation target like ECB? Or more discretion? 

➢ March 2013 – BoE remit amended  decisions now take output volatility into account! 

➢ The reformed remit allows for a longer adjustment period and places more 

significance on IR changes on output volatility 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



Garratt et. al. – The Evolving Fiscal Framework is in the UK and Eurozone 

➢ Crowding Out: Higher deficits  Higher government debt  Higher cost of servicing 

debt  gov’t needs to borrow more  higher interest rates  investment falls 

➢ Because of this possible financial crowding out  UK gov’t began fiscal 

consolidation in the 2010s; fiscal frameworks have evolved in EU as a whole! 

➢ Big Question: How rigid should the framework be? How much discretion for FP? 

Preparing for the Euro 

➢ Maastricht Treaty (1992)  gov’t should have sustainable deficits and debts; general 

deficit ≤ 3%; debt should be ≤ 60% 

➢ During the 1990s, countries with high deficits and debts had to cut quite a bit in order to 

be eligible for the euro  unemployment rose and growth remained low as a result!  

The EU Stability & Growth Pact (SGP) 

➢ June 1997  EU agreed that countries with euro should seek to balance budgets over the 

business cycle; deficit ≤3%; if exceeded, mandatory deposits, eventually fines  

➢ Two main aims of zero budget deficit over BC: 

➢ Allow automatic stabilizers to work without “bumping” into deficit ceiling  

➢ Allow for a reduction in government debts/GDP (assuming GDP growth) 

➢ 2002: Germany, France, Italy breached deficit ceiling, but subsequent growth fixed it! 

➢ Credit Crunch  2008 EU 200bn euro fiscal stimulus (1.2% of EU GDP) 

➢ Recession + fiscal stimulus  most countries pushed well beyond deficit ceiling; but 

because of recession, deficits were not seen to breach SGP rules 

The Fiscal Compact 

➢ EU economy began to recover in 2010  big pressure to begin cutting deficits (which 

were 6.2% on average at this point); Spain, Greece, Ireland  big trouble! 

➢ NB: SGP no longer seen as a credible vehicle for constraining deficits 

➢ 2012 Reform  Fiscal Compact  countries should stick to SGP procedure but also keep 

structural deficits no higher than 0.5% of GDP! Power to impose fines! 

➢ Structural Deficit  not related to BC; would exist even when economy at potential! 

The UK Labor Government’s Golden Rule 

➢ 1997  Labor gov’t in UK introduced similar approach to SGP; two new fiscal rules 

➢ Golden Rule  Over the BC, gov’t promises to borrow only to invest! 

➢ Sustainable Investment Rule  Maintain stable public sector debt/GDP ≤40% 

➢ Key Point: Global financial crisis saw the UK fiscal framework suspended; discretionary 

fiscal policy; cutting VAT; bringing forward capital spending 

The Fiscal Approach of the Coalition Government 

➢ Priority to get the deficit down (which was around 10% of GDP in 2010!)  

➢ Fiscal Mandate Set  structural current deficit = 0% by 2015 (similar to golden rule)  

➢ This was supplemented with a target to have net debt/GDP falling by 2015-16! 

➢ To achieve mandate, gov’t cut expenditure (~77%) and raised taxes (~23%) 

➢ Obviously, this tighter FP will reduce AD; Big Question  will private sector expenditure 

be enough to offset this??? Confidence Argument!!! 

➢ In any case, the initial deadlines for the fiscal mandate and the supplementary target for 

debt were missed! 

 



Hindriks & Myles – Chapter 2 (Government) 

➢ Tax revenues have been growing very strongly in almost all Western countries from the 

beginning of the 20th century up until the 1980s  

➢ In most countries, government expenditure was ~10% of GDP in 1900; nowadays, it 

exceeds 1/3 of GDP in most countries  

➢ In the last 30 years, we have seen a significant stagnation in public sector growth, as well 

as convergence in expenditure levels across countries 

➢ Clearly, the public sector is a significant component of the economy of developed 

countries 

➢ NB: Existence of regulations, laws, standards means that government influence on 

economic activity is even greater than suggested merely by the expenditure 

➢ The most marked rises in public sector  social spending  health, education, pensions 

➢ When we talk about the composition of expenditure, we consider its division into 

categories and/or its allocation between various levels of government 

➢ Consolidated General Spending  combined from all levels of gov’t  avoid double 

counting by subtracting intergovernmental transfers 

➢ Core functions of gov’t are relatively minor in terms of amount of spending  

➢ Health and education are more important; social security and welfare is the largest item! 

➢ When discussing different tiers of government, take into account that some (i.e. USA, 

Germany) are federal countries, while others (i.e. UK) is not 

➢ NB: The fact that spending is made at lower levels need not mean that it is financed from 

taxes levied locally  

➢ The incentives of lower tiers of gov’t to spend can be influenced by changing the grant 

formula; help recognize externalities between localities 

➢ If we look at how tax revenue has evolved since 1965, a very similar picture emerges as 

with expenditure; growth and convergence 

➢ Although there has been a convergence in total tax revenue as a % of GDP across 

countries, the different tax instruments used have had different importances 

➢ There are 6 main categories of tax instruments: income tax; profit taxes; social security 

taxes; taxes on goods and services (VAT in Europe); Property taxes Payroll taxes 

➢ In all federal countries, central gov’t raises more revenue than state gov’t  

➢ In all countries, local gov’t raises the smallest proportion of revenue 

➢ NB: Key difference in central gov’t  central gov’t in unitary countries raises about the 

same revenue as central + state governments in federal countries  

➢ Finally, we notice interesting differences when we allocate tax revenues to different tax 

instruments in the different levels of government  

➢ NB: In the UK, property taxation accounts for >99% of local government revenue 

➢ In all countries considered, property taxation is more important for local governments 

➢ Although at the aggregate level, it seems that developed countries have converged, 

looking at the different gov’t levels and the uses of the different tax instruments reveals 

large and significant differences! 

➢ Question: Is there a significant effect of the particularities of the public sector on the 

economic performance of the countries?  



➢ When talking about the size of the public sector and how we measure it, we have to take 

two important issues into account 

➢ Firstly, we have expressed the size of the public sector relative to the economy as a whole 

➢ But, what measure of the economy should we use? Nominal GDP, Real GDP, Net 

GDP? Using market prices or factor prices?  

➢ Use of different measures can make a critical difference in the impression given about 

the size of the public sector!!! Political influence! Statistical Trickery! 

➢ We need to have consistent ways of measuring public sector in order to have 

comparative analyses  

➢ The second issue concerns what should be included within the definition of government: 

➢ Should state-run industries be included? Depends.  

➢ Key Idea: It is not government expenditure per se that is of interest, but the degree of 

influence the government has over the economy! 

➢ Using public sector expenditure is just a crude way of estimating the influence! 

➢ Need to consider regulations, laws, health and safety standards, etc.  

➢ Although differences do exist in the relative reliance on different instruments, there are 

broad commonalities of the types of tax instruments used and the types of spending 

➢ Makes concepts of public economics so broadly applicable! 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



Hindriks & Myles – Chapter 3 (Theories of the Public Sector) 

➢ Our findings from Chapter 2 raise two important questions about the public sector: 

➢ Why is there a public sector at all? What are the justification 

➢ Is it possible to theorize about the growth of the public sector & its composition? 

➢ There are two basic arguments that justify the public sector: efficiency & equity 

➢ At the bare minimum, the economic activity needs property rights and contract laws in 

order to function effectively; Hobbs; this would be the minimal state 

➢ Contract laws determine the rules of exchange  formalization of weights; warranties 

➢ Importantly, these rights and laws need to be enforced  officers; courts; army! 

➢ Therefore, you need some revenue for the public sector to carry this out! 

➢ “…the coordination of the collection of revenue and the provision of services to ensure the 

attainment of efficient functioning of economic activity provides a natural role for public 

sector”  

➢ Additionally, there are cases where government intervention is very desirable (i.e. 

increases welfare)  divided into those that involve market failure and those that do not 

➢ Market Failure: limiting negative externalities; providing public goods; promoting 

competition  intervention on efficiency grounds 

➢ NB: We need to take into account various imperfections in public intervention  

informational limitations; non-benevolent officials; coercion; own interests 

➢ One role of public economics is determining the desirable extent of public sector! 

➢ The second justification for intervention has to do with alleviating inequalities to increase 

welfare; note that gains from such policies are subject to a normative assessment of 

welfare!  it is these policy that pose the biggest challenge to public economics 

➢ A crucial difficulty here is that the requirements of efficiency and equity frequently 

conflict  in designing policies, policymakers need to reach the “correct” trade-off 

➢ NB: A standard simplification in modeling is that there is a representative agent  must 

not overlook the fact that this is not the case when evaluating policy recommendations 

Public Sector Growth 

➢ We saw in Chapter 2 that the public sector has grown significantly over the past 100 years 

➢ Quite a few theories have been presented that try to explain why this growth occurred! 

➢ The basis of development models of public sector growth is that “the economy experiences 

changes in its structure and needs as it develops”  

➢ Early Stage: Industrialization; Urbanization  Infrastructure expenditure  

➢ Middle Stage: Infrastructure spending increasingly complemented by the private 

sector; meanwhile, urbanization generates a range of  externalities  

➢ Developed Stage: issues of equity; transfer payments; ageing population  

➢  Development models offer a description rather than an explanation; “does not have 

any behavioral basis but is essentially mechanistic”; “the change is just driven by the 

exogenous process of economic progress”  weaknesses! 

➢ Wagner provided a theory for why the public sector was growing and would continue 

➢ Increase in complexity of economy  more laws, regulations, enforcements 

➢ Process of urbanization  increased externalities that need to be dealt with 

➢ Goods supplied by public sector have a high income elasticity of demand!!!  

➢ Weakness: only considers demand for public sector services: what about supply-side? 



➢  Baumol’s Law provides a very elegant way of understanding public sector growth 

➢ Initial Observations: Public sector is more labor-intensive than the private sector; 

capital-to-labor substitution is more difficult in public sector; little scope for 

productivity increases in public sector; wage cannot differ too much 

➢ Process: Technological improvement in private sector  return to labor increases  

higher wage rate and substitution for capital in private sector  wage increases feed 

through into cost increases in the public sector  expenditure must increase (in order 

to keep relative size of public sector output constant) 

➢ Problems: purely technology-driven; no political processes; no S&D; K-L substitution 

can take place in the public sector; productivity can improve in public sector; there has 

been an observed decline in relative public sector wages 

➢ A very simple political model is developed that captures the conflict in public expenditure 

➢ Key Result: Equilibrium level of spending can be related to income distribution of the 

public, and growth of government is closely related to the rise of income inequality 

➢ Assume: marginal benefit of pubic goods is a decreasing function of their supply; 

therefore, preferred public good level is decreasing as income rises 

➢ The amount of public good that will receive support  that of the median voter! 

➢ The political equilibrium level of public goods increases with income inequality (as 

measured by ration of median to mean income) 

➢ In other words, higher inequality  lower median/mean income level  lower 

marginal benefit of public goods  higher quantity demanded  

➢ Ratchet models incorporate two conflicting preferences: governments want to spend 

money and get re-elected; the public does not want to pay taxes  equilibrium level 

➢ Economies goes through significant upheavals during wartime  permits gov’t to 

raise expenditure with the consent of public (historically true) 

➢ Finally, after war, level of expenditure does not fall back to initial level! Why? 

➢ Habit formation (taxpayers become used to higher level); debts may have to paid 

in post-war years; promises of gov’t during wartime  these are ratchet effects 

➢ There are also inspection effects  taxpayers and government reconsider positions 

and priorities  discovery of previously unnoticed needs!  

➢ NB: This model was designed to explain the data  no way of testing its validity! 

➢ We need to tackle another key question: Is the level of public expenditure deficient or 

excessive? Does it present a burden to the economy?  

➢ It is idealistic to assume bureaucrats are solely concerned with the common good! 

However, they cannot exploit the market, and so resort to pursuing non-pecuniary goals 

➢ Most of these are related to the size of the bureau!!! Bureaucrats can be modeled as 

wanting to maximize their bureau  gov’t can become excessive in this sense 

➢ A simple model is developed with shows “how the pursuit of personal objectives by 

bureaucrats can lead to an excessive size of bureaucracy”  Inefficiency! 

➢ Budget Setting Model Developed – p.41 

➢ Another key point to be made here concerns monopoly power; this has two implications: 

(i) the public sector can award itself a monopoly in the supply; (ii) monopoly power may 

be extended into market capture (specialists are in charge of determining S&D!) 

➢ Both of these points can lead to a situation of inefficiency and oversupply 



➢ Corruption emerges as a general consequence of government officials using their power 

for personal gain; distorts efficient allocation; rent-seeking 

➢ Can have significant efficiency costs and stunt economic growth! 

➢ A very important form is predatory regulation  entrepreneurs have to pay bribes  

reduces efficiency  underground economy  

➢ We can think of the bribe-based system as an auction mechanism that directs resources 

➢ Big Problems: we care about means as well as ends; people should not be punished 

for their honesty; impossible to optimize these kinds of activities 

➢ Another key issue that can lead to excessive government is the lack of information 

available to voters  can be exploited by governments to increase the tax burden 

➢ Because of this imperfect information, the government can misrepresent its costs and 

therefore gain a higher benefit! (lowers the amount of public goods provided!) 

➢ This can be eliminated if the taxpayers pay an additional informational rent 

➢ “The ability of the government to misrepresent its costs therefore allows it to earn 

rents and can distort the level of provision”  

➢ The last explanation for excessive government is the common resource problem! 

➢ Each spending authority sets its own budget without considering the priorities of 

others  excess pressure on the common government budget!  

➢ “Each district can impose projects who cost is shared by all other districts so they 

support higher size projects than they would if they had to cover the full costs” 

➢ “To sum up, many public services are characterized by the concentration of benefits to 

a small group of users or recipients and the diffusion of costs to the large group of 

taxpayers. This results in biases toward continuous demand for more public spending” 

➢ The question we posited – whether government is too large – is difficult to answer 

➢ The government is both complementary to the market and a competitor with it 

➢ In many cases (e.g. education) you have a system with a group of multiple agents with 

potentially differing objectives and a multitude of goals  allowing a pure market 

here could bias the activity toward dimensions that matter more for profit-making 

➢ The net result could very well be detrimental for society as a whole  there is potential 

for government intervention! 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



Palley – A Theory of Minsky Super-Cycles and Financial Crises 

➢ Minsky’s financial instability hypothesis  combined medium term Keynesian approach 

to BCs with “long cycle” thinking economists such as Schumpeter 

➢ Reference to Wall Street Journal article (August 18, 2007): “In Time of Tumult…” 

➢ It is these long-term swings (aka Minsky Super Cycles) that lead to financial crises! 

➢ Minsky’s thinking is of the economic process of capitalism, rather that the equilibrium 

analysis (efficient markets) used in modern economics  

➢ Minsky’s process can by summarized as: “Success breeds excess breeds failure”  

➢ Evolutionary instability!  Financial Instability Hypothesis 

➢ Evolutionary refers to fact that phases of development follow each other  

➢ This construction has features of generality and historical specificity  underlying 

logic is similar but the specific conditions change 

➢ “Financial capitalism is governed by a general process that is enduring, but the landscape 

through which the process travels is forever changing and therefore historically specific” 

➢ Minsky’s hypothesis rests on two different cyclical processes 

➢ Basic Minsky cycle – successive stages of hedge, speculative, and Ponzi finance; 

present in every BC and operates at the enterprise level 

➢ Captures financial fragility reflected in balance sheets and financing arrangements 

➢ “…emphasize the emergence of gradually more fragile corporate balance sheets 

that are marked by either reduced liquidity or higher debt-equity ratios” 

➢ Balance sheet congestion  strangles investment  economic downturn  de-

leveraging  creates conditions for another upswing (see BS Recession!) 

➢ Psychology of optimism  for both borrowers and lenders  more willing to take 

on risk (good times will last)  market discipline erodes 

➢ The belief that “boom and bust is over” is a particular example of the basic Minsky 

cycle at work (see Great Moderation) 

➢ Minsky super cycle – “process of transforming business institutions, business 

conventions, and structures governing the market”; system level 

➢ Concept of thwarting institutions which thwart instability; erode over time 

➢ This is a long-phase cycle  that is why financial crises are so rare 

➢ Once the full-scale bust occurs, economy enters a period of renewal (i.e. 2009) 

➢ NB: It is not necessary for BCs to become greater prior to the full-scale bust 

➢ “The problem with formal modeling is it imposes too deterministic a phase length 

on what is in reality a historically idiosyncratic process” 

➢ “Models should be judged on the thought organization and thought illumination 

criterion. The trouble is they are increasingly judged on whether thery are a ‘mirror 

of reality’”.  

➢ The super cycle can be thought of as allowing more financial risk into the system 

through the twin developments of regulatory relaxation and increased risk-taking 

➢ Regulatory relaxation relates to an increased supply of risk; has three components: 

➢ Regulatory Capture – incentive to weaken regulatory institutions  increase 

profits; lobbying efforts; revolving door! 

➢ Regulatory Relapse – increased willingness to weaken regulations due in part 

to optimism 



➢ Regulatory Escape – supply of risk increasing due to financial innovation 

which was not conceived when regulation was established; need updating 

➢ Regulatory relaxation raises two vital points: 

➢ Relaxation is intimately died to ideas and ideology 

➢ Good regulation inevitably sows the seeds of its own destruction by providing 

an incentive to innovate; policy challenge is to make avoidance difficult & 

update regulation frequently 

➢ The process of increase risk-taking (both S&D) also involves three dimensions: 

➢ Financial innovation that provides products that allow more risk taking 

➢ Memory loss and cultural change that increases the demand for risk (see 

disappearance of ‘equity premium’); ‘greed is good’ culture! 

➢ Data Hysteresis – structure of the economy is continually changing; makes 

time series analysis a whole inappropriate guide  

➢ “Keynesian stabilization policies are themselves a thwarting institution. Ironically, by 

helping stabilize the economy, these policies can obscure the emergence of instability in 

other corners of the economy “ 

➢ Minsky’s thinking about the economic process appeals to many different schools of 

thought: institutionalist economics; evolutionary approach; behavioral economics; post-

Keynesians & hysteresis; ergodic vs. non-ergodic distinction 

➢ “Crisis is different from a deep recession. Crisis is a situation in which a regime is so beset 

by its internal contradictions that it can no longer function in a politically and socially 

acceptable fashion…A new regime may emerge quickly and smoothly, or it may only 

emerge after an extended period of conflict, stagnation, and instability” 

➢ Minsky was a Keynesian  capitalist economics are not automatically self-adjusting 

➢ Note that the New Keynesian financial accelerator creates the same effect but is 

philosophically inconsistent with the financial instability hypothesis 

➢ Evolutionary instability vs. stable equilibrium approach 

➢ Note that Minsky is not compatible with rational forward-looking agents! 

➢ “Minsky’s economic agents can be completely rational but their actions cause the 

economy to evolve in a way that predictably tends to instability, but agents do not 

recognize this”  

➢ Very difficult to reconcile with mainstream economics 

➢ Although the two different frameworks reach similar outcomes, they are based on very 

different fundamentals 

➢ “If the current financial crisis is indeed a vindication of Minsky’s view of capitalism, then 

it means that neo-classical rational expectations construction of macroeconomics is 

fundamentally flawed”  

➢ Applying the Minsky process to (i) unions and their economic effects; (ii) the economics 

of Keynes and Keynesian economic policies 

➢ They might not be chronologically correct, especially the second (see Taylor) 

➢ In any case, this meta-process is a fundamentally post-modern construction  

➢ “People’s understanding of the economy evolves through time and people are involved in 

making of the outcomes that change their understandings…the world is forever in flux and 

evolving, which is the opposite of an equilibrium construction”  



➢ But, surely the equilibrium construction does not state we are at a fixed state! 

➢ A second key point is that “it is impossible to stand outside of society and the economy to 

establish an objective detachment…that is why market discipline fails”  

➢ Again, it feels like they are coming up with an artificial explanation to account for 

potential weaknesses in the framework! 

➢ Finally, everyone gets caught up in the long wave of social and political developments that 

contribute to driving the super cycle! 

➢ Understandably, the policy prescriptions of Minsky are not conventional; some are: 

➢ Need to exercise self-conscious skepticism toward the euphoria of BCs (this is not 

farfetched, in my opinion) 

➢ Capitalist economies need significant regulation to contain financial speculation and 

excess (NB: justification for regulation is different from traditional theory!); need 

thwarting institutions! 

➢ Emphasizes policy discretion over policy rules  rules are unable to respond to the 

process of evolutionary instability; NB: thwarting institutions may be considered 

Minsky’s equivalent of rules 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



Koo – The World in Balance Sheet Recession 

➢ Fundamental Driver of Balance Sheet Recession  Fallacy of Composition! 

➢ Leverage – ratio of debt-to-equity; magnifies both gains and losses! 

➢ The key difference between an “ordinary” recession and one that leads to a “lost decade” 

is that in the latter, private sector is minimizing debt rather than maximizing profits 

➢ Asset prices collapse  balance sheets go sour  private sector forced to repair balance 

sheets by increasing savings or paying down debt  this deleveraging reduces AD  

➢ Monetary policy become impotent (liquidity trap!!!) borrowers not interested in 

borrowing even at low interest rates & lenders not interested in lending  

➢ Even with massive QE, CBs struggled to increase credit available and produced small 

increases in money supply (low money multiplier) 

➢ When the private sector deleverages in spite of zero interest rates  economy enters a 

deflationary spiral  process continues until balance sheets are repaired or private sector 

has become too poor to save 

➢ Great Depression  1929-33 US lost 46% of GDP mostly because of this debt-

repayment-induced inflationary spiral 

➢ The recessions triggered by private sector deleveraging or debt minimization  balance 

sheet recession! 

➢ Japan: as a result of burst in real estate price bubble in 1990  corporate sector became a 

big re-payer of debt and household sector savings also rose a lot! 

➢ The reason Japan avoided a depression is because the government borrowed and spent 

➢ By 2005 the private sector had completed its balance sheet repairs 

➢ NB: It could be argued that even though government debt increased dramatically, the 

mount of GDP preserved was even greater; also, no crowding out because the private 

sector was deleveraging; no skyrocketing inflation either (liquidity trap) 

➢ Also, Japan managed to keep money supply from falling by borrowing in place of the 

private sector 

➢ “…fiscal stimulus is essential in keeping both GDP and the money supply from 

contracting during a balance sheet recession”  

➢ In 2011, US, UK, Spain, Ireland are all deleveraging in spite of low interest rates  

serious balance sheet recessions! 

➢ US: Massive shift away from borrowing to saving by the private sector 

➢ UK: As with US, growth in private savings exceed the increase in government deficit 

 gov’t not doing enough to stabilize the economy  

➢ “Although shunning fiscal profligacy is the right approach when the private sector is 

healthy and is maximizing profits, nothing is worse that fiscal consolidation when a sick 

private sector is minimizing debt” 

➢ What about the long-run effects of higher savings? More investment in capital?  

➢ Except for special circumstances in eurozone, there should be no problem for governments 

to finance spending during a balance sheet recession  amount needed equals the un-

borrowed savings in the private sector (no exchange rate risk)! 

➢ Unique situation in eurozone  “fixed-income fund managers can buy gov’t bonds issued 

by other eurozone countries without any exchange rate risk” 



➢ Countries like Spain/Ireland cannot tap into their private savings surpluses to fight the 

balance sheet recession (these savings are going to Germany!) 

➢ The opposite pattern happened in 2000 with telecom bubble: Germany in BS recession 

 capital flows into other European nations  creates housing bubble there! 

➢ Good times  funds flow into booming economies, exacerbating bubbles; bubbles 

burst  funds shift suddenly! 

➢ These shifts are strongly pro-cyclical  amplify swings in the economy! 

➢ Bad situation for countries in BC recessions and with bubbles  

➢ Proposed solution: prohibit member nations from selling government bonds to investors 

from other countries! 

➢ Allow counties like Spain to use private sector savings for fiscal stimulus 

➢ By doing this, it would change the Maastricht Treaty’s 3% deficit/GDP rule; but, it 

would instill discipline  governments could run lager deficits only as long as they 

could persuade citizens to hold their debt! 

➢ Could a lot of the current issues with the euro been avoided with such a rule??? 

➢ Escaping eurozone crisis thus requires two steps: (i) countries in BC recessions must 

implement fiscal stimulus; (ii) implement the new rule introduced above (in 10 y. time) 

➢ It is a fact that it is extremely difficult to maintain fiscal stimulus in a democracy during 

peacetime; fiscal hawks demand consolidation as soon as possible! 

➢ This is a problem, because in most cases, private sector deleveraging is still going on! 

➢ “How the money is spent [by government] is largely irrelevant during a balance sheet 

recession: the important thing is that the money be spent!”  

➢ People are bad with counterfactual scenarios  cannot appreciate how much worse the 

situation would have been without the fiscal stimulus! 

➢ The common talk of medium-term fiscal consolidation is also irresponsible  effectively 

minimizes the policy duration of fiscal policy (counterproductive)  

➢ There is also the problem of “debt trauma”  private sector unwilling to borrow even 

after BSs are repaired  may still require fiscal stimulus for a long time! 

➢ Government needs to be generous  it will more than pay for itself once the private 

sector trauma is overcome! (how would you prove this??) 

➢ We need to draw a distinction between a balance sheet recession (a borrower’s 

phenomenon) and a financial crisis (a lender’s phenomenon) 

➢ With the Great Recession, we saw both happening!  

➢ Monetary policy can and should be used with financial crises  its response to the 

Lehman shock is what caused the slight “recovery” seen in 2009 

➢ However, the balance sheet problems have remained! 

➢ Essentially, this is an argument for very active fiscal policy in times of BS recession! 

➢ Claim: Shouldn’t worry about paying down the extra debt accumulated because the next 

BS recession is likely to be generations away. Discuss.  

 

 

 

 

 



Svensson: Inflation Targeting After the Financial Crisis (2010) 

➢ “My view is that the crisis was not caused by MP but mainly by regulatory and 

supervisory failures in combination with some special circumstance”  

➢ Flexible inflation targeting remains the best MP policy before, during, after crisis 

➢ By flexible, I means MP aims at stabilizing both inflation and real economy 

➢ NB: Keep in mind that MP cannot affect the real economy in the long-run!!! 

➢ The forecasts of inflation and real economy depend crucially on CB’s view of 

transmission mechanisms, state of current economy, exogenous variables 

➢ Financial conditions are not target variables 

➢ So, what did cause the financial crisis of 2008? None of these are caused by MP. 

➢ Background macro conditions – low world RIRs; Great Moderation  systematic 

underestimation of risk 

➢ Distorted incentives in financial markets – very low risk premia 

➢ Regulatory & supervisory failures  - lag regulation  

➢ Information Problems – in assessing risk! 

➢ Specific circumstances – US house price bubble 

➢ Could/Should CBs (e.g. Fed) have acted differently back in the day?  

➢ Were the low RIRs justified? Well, yes. Need to take into account only ex-ante info 

➢ Fear of falling into Japan-style deflationary liquidity trap 

➢ Could MP have prevented the crisis if it had changed policy? 

➢ Not really. Serious issues with underlying fundamentals – savings glut, investment 

shortage, global imbalances; financial innovation 

➢ MP would have had no impact on regulatory problems, distorted incentives, 

information problems 

➢ IMF: “…loose MP as not the main, systematic cause of the boom and subsequent bust”  

➢ Lessons for Flexible Inflation Targeting  

➢ Price stability (and IR policy) is not enough to achieve financial stability 

➢ Financial factors may have strong deteriorating effect on the transmission mechanism 

➢ Financial stability is different from MP: supervision & regulation, macro-prudential 

regulation – capital margins, equity/loan requirements 

➢ Make distinction between financial stability an monetary policy in terms of objectives, 

policy instruments, and authority  

➢ “It makes little sense to extend the mandate of MP to include financial stability”  

➢ “Consideration of the impact of financial factors on the forecast of inflation & 

resource utilization may require longer forecast horizons”  

➢ “Instruments other hand IRs are likely to be much more effective in avoiding excessive 

credit growth and asset price booms, and should thus be used as a first-best alternative” 

➢ Big Idea: IR policy is a blunt tool with respect to its effect on the economy; do not expect 

it to do everything; must be ready to use other instruments depending on conditions 

 

 

 

 

 



Bernanke – A Perspective on Inflation Targeting 

➢ The inflation-targeting approach has become more explicit in the early 1990s 

➢ CBs that have switched to this approach are pleased  none have abandoned it! 

➢ “Discussion of inflation targeting in the American media remind me of the way some 

Americans deal with the metric system”  

➢ NB: CBs that have subscribed to this approach are a diverse group; some countries aim at 

price stability without an explicit target (e.g. Fed) 

➢ Break down inflation targeting approach in two components: (i) framework for making 

policy choices; (ii) strategy for communication with public 

➢ The correct policy framework is one of constrained discretion  CB is free to stabilize 

output, but it must also maintain commitment to keeping inflation under control! 

➢ “Maintenance of low and stable inflation…the key element of successful MP”  

➢ Anchors private sector’s expectations; CBs ability to stabilize is improved 

➢ Great Inflation of 1970s  example when inflation expectations not well-anchored 

➢ Inflationary environment was a significant factor in the negative effect rising oil prices 

had on the economy (high inflation and recession) 

➢ It was Paul Volcker who established the Fed’s credibility with the disinflation of 1980-82 

➢ The best-practice communication strategy for a CB is one of transparency: public 

announcements of policy; open discussion; timeframe; release of CB forecasts! 

➢ Changing SR interest rates is a necessary but not sufficient condition for getting the 

desired economic response; needs communication 

➢ Benefits: reduce uncertainty; stabilize expectations; develop public support 

➢ Best option is to combine actions with words – coherent explanation and guidance 

➢ Of course, no one should commit irrevocably to fixed rules, but intuition is that giving up 

some flexibility may lead to better outcomes (game theory; Homer & Sirens) 

➢ Key Point: A CB’s decision to stimulate demand by cutting IRs will have the strongest 

effect if inflationary expectations are anchored and do not immediately lead to inflation! 

➢ Misconceptions about Inflation Targeting 

➢ #1: It involves mechanical, rule-based policymaking 

➢ Inflation targeting is a policy framework, not a rule; particularly demanding one 

➢ #2: It focuses exclusively on inflation control and not on output/employment 

➢ There are no strict inflation targeters in the world; 

➢ A good debate is over the relative weights given to inflation & unemployment; 

countries do differ; inflation targeting should be compatible with any weights! 

➢ #3: Inflation targeting is inconsistent with CB’s obligation for financial stability 

➢ “Fed continues to regard ensuring financial stability as a key responsibility”  

➢ Hopes nobody tries to separate financial supervision from central banking! 

➢ Although the Fed does not follow an explicit inflation target (has a dual mandate), its 

practice has converged to that of constrained discretion 

➢ Acid test of 2001  cut IRs 500 basis points, without any adverse effect on 

inflationary expectations! 

➢ Furthermore, benefits of Fed adopting more explicit communication strategy may be 

modest (some political issues exist as well) 

 



Alesina – Fiscal Policy after the Great Recession 

➢ It is extremely difficult to isolate exogenous effects of fiscal policy on GDP 

➢ What do we agree on? Tax Smoothing principle 

➢ It is fine to let spending and deficits grow during recession as long as this is 

compensated by surpluses during a boom; automatic stabilizers  

➢ However, this is often impossible because policymakers do not want to cut the deficit 

during good times! 

➢ There are also many things economists do not agree on: 

➢ In addition to stabilizers, should discretionary counter-cyclical FP be used?  

➢ What are the effects of tax cutting or spending policies? Multiplier effects? 

➢ Two reasons we tend to disagree 

➢ These are very politically charged issues about the role of the state 

➢ Very difficult to figure out the exact costs/effects of fiscal policy; reverse causation 

➢ There are generally 4 ways of dealing with these methodological issues: 

➢ The first is with DSGE Models  good predictive power, but depend crucially on the 

assumptions (about multipliers, for example) you begin with 

➢ VAR Analysis to study effect of fiscal policy – government spending, taxation, GDP; 

influential paper of Blanchard & Perotti (2002) 

➢ Romer & Romer (2010) Approach  isolate episodes in which tax rates changed for 

exogenous (not related to BC, at least) reasons 

➢ Barro & Redlick (2011) and Ramey (2011) – analyze unexpected changes in gov’t 

spending, especially with respect to wars 

➢ Finally there is active literature on the effects of large fiscal adjustments! 

➢ What does standard Keynesian theory tell us? It tells us that there is a gov’t spending and 

a taxation multiplier, with the former being larger than the latter (and >1) 

➢ Unfortunately, this model is not corroborated by the data well  estimates of spending 

multiplier range from 0.4 to 1.5; additionally, estimates of tax multiplier are quite 

often bigger than the spending one! 

➢ If spending multiplier <1, how can we talk about discretionary Fiscal policy? 

➢ Overall, the debate is still heated and going on. Consider, for example, the expansionary 

government spending program after the Great Recession. Conclusion? 

➢ Firstly, we don’t really know how large the actual program was  

➢ Likewise, we will never have a counterfactual with which to assess the program 

➢ “In March 2010, unemployment was 9.7%, which was way above what the 

administration had predicted it would be without the recovery plan” 

➢ However you want to debate/defend the above, “there was a stimulus package, and the 

unemployment rate was high and stayed high”  

➢ Additionally, there is the issue that the multiplier can vary depending on the level of debt 

of the economy, and whether or not it is in a deep recession! 

➢ There may be room for counter-cyclical FP in times of deep recession 

➢ As mentioned, there is a large literature regarding the costs of large fiscal adjustments 

➢ “I think the answer is that spending-based adjustments are less contractionary [than 

tax-based]” (NB: Keep in mind the potentially distortionary costs of taxation) 



➢ Second point is that sometimes fiscal adjustments have been expansionary! How? One 

channel is through reduction in interest rates & lower risk premia  

➢ Boosts investor and public confidence! 

➢ Finally, a complication is that fiscal adjustments are politically costly – politicians want to 

get re-elected  is that compatible with fiscal adjustments??? It depends. 

➢ “A more aggressive interpretation would be that voters believe that a fiscal adjustment 

is needed, and, therefore, are willing to actually reward a gov’t that engages in fiscal 

adjustment because they understand that it is needed” (see Public Choice) 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



Concise Encyclopedia of Economics 

Alan Blinder – Keynesian Economics 

➢ A theory of aggregate demand, output, and inflation; Blinder defines 6 tenets; the first 

three describe how the economy works 

1. Aggregate Demand is influenced by a host of economic decisions – public and private -  

and sometimes behaves erratically  

➢ Nearly all Keynesians and monetarists nowadays believe in AD effects of MP&FP 

➢ A few economists believe in debt neutrality  

2. Changes in AD, (un)anticipated, have greatest SR effect on output, not on prices 

➢ Phillips curve – inflation rising slowly when unemployment falls 

➢ Of course, SR does not imply the LR; we all live in the SR 

➢ MP can produce real effects on with rigid prices or wages; rationalizing price/wage 

rigidity is a theoretical difficulty  

➢ Concept of multiplier effect (not necessarily >1) 

3. Prices and especially wage, respond slowly to changes in S&D  periodic shortages and 

surpluses, especially of labor  

➢ No policy prescriptions follow from the above; they are commonly and widely held 

beliefs; what really distinguished Keynesians are the following three tenets 

4. Keynesians do not think that the typical level of unemployment is ideal; see 

unemployment as both too high on average and too variables; subject to AD changes 

➢ Recessions and depressions are economic maladies, not “efficient” outcomes (RBC) 

5. Many (not all) Keynesians advocate activist stabilization policy; reduce BCs 

➢ This does not mean they advocate fine-tune; problem with policy lags 

➢ Rather, they favor coarse-tuning  modest goals of stabilization policy 

6. Some Keynesians are more concerned with battling unemployment rather than inflation 

➢ However, there are plenty of anti-inflation Keynesians (see central bankers) 

➢ Keynesians’ beliefs based on value judgments – economic fluctuations are harmful; gov’t 

is knowledgeable enough to improve on free market 

➢ Debate between Keynesians and New Classical economists in 1980s: (i) over 1st three 

tenets of Keynesianism – empirical evidence supports Keynesians  

➢ Several omissions from the above discussion must be noted: 

➢ Rational Expectations – doubted by Keynesians, but nothing fundamental rests on it 

➢ Natural Rate of Unemployment – accepted by Keynesians since about 1972 

➢ Preference between MP&FP for stabilization – now most favor MP 

➢ “Keynesian economics was better able to explain the economic events of the 1970s and 

1980s than its principal competitors, New Classical Economics”  

➢ 1980s – long and deep recessions, with persistent, involuntary unemployment 

➢ Also, Fed & BoE tightened MP  recessions  proof for Keynesianism  

➢ New Classical would argue that changes in MS  little effect on output 

➢ Massive US tax cuts in 1981&1984 + tightening MP  private savings unaffected, RIRs 

soared; FP offset by MP ; real GNP growth approximately unaffected  Keynesian!!! 

➢ European depression of the 1980s  crusade against inflation with both FP&MP 

 

 



Kevin Hoover – Phillips Curve 

➢ Phillips found a consistent inverse relationship between wages and unemployment 

➢ Soon enough it was related to general price inflation; presented a very good fit 

➢ Therefore, the Phillips curve served as a sort of menu of policy options! 

➢ Also, we have that as you want to decrease unemployment more and more, inflation 

increases by more and more! 

➢ Edmund Phelps and Milton Friedman both challenged the Phillips Curve: 

➢ Rational economic agents will only look at real wages  unemployment will stabilize 

around the “natural rate” of unemployment 

➢ No LR trade-off! Long-Run Phillips Curve is vertical. Any inflation rate is consistent 

with NRU! 

➢ If gov’t decides to manipulate economy, it can do so in the SR; in the LR, prices will 

adjust, real wages return, unemployment returns; but, inflation remains higher (i.e. we 

have moved to a higher Phillips Curve) 

➢ Conclusion: Long-Run and SR relations can be combined in a single “expectations-

augmented” Phillips Curve! 

➢ Conclusion: There is some rate of unemployment, that, if maintained, would be 

compatible with a stable rate of inflation  NAIRU! (Not constant, of course) 

➢ NB: The EAPC is now accepted by almost all schools of macroeconomic thought! 

➢ We do debate the slope of the curve! NCs would say it is steep 

➢ But, again, almost everyone has now accepted that there is wage/price stickiness 

➢ New Keynesians would say there is less tendency for the economy to return to NRU; 

when unemployment rises and remains high for some time  NAIRU also rises 

➢ This is known as the hysteresis hypothesis (think unionized economy, especially in 

Europe after the 1970s recessions) 

➢ Modern macro employs another type of Phillips curve  uses output gap to replace the 

unemployment rate as a measure of AD relative to AS 

➢ Crucial for understanding the 1990s  unemployment was low but prices also low! 

➢ The idea is that the investment boom  potential output increase  wider output gap 

 reduced pressure on prices! 

➢ “One can believe in the Phillips curve and still understand that increased growth, all other 

things equal, will reduce inflation”  

 

 

 

 

 

 

 

 

 

 

 

 



Bennett McCallum – Monetarism 

➢ The monetarist school of thought emphasizes four basic tenets: 

1. Long-Run Money Neutrality 

➢ Some object, claiming that CBs almost never conduct MP with exogenous changes in 

money supply  factually correct but irrelevant!  

2. Short-Run Money Non-Neutrality 

➢ MP has temporary effects on GDP & unemployment; fairly realistic 

3. Distinction between real and nominal interest rates in analysis 

➢ Stress that inflation is fundamentally monetary in nature; firmly against wage and 

price controls! 

4. Emphasized the role of monetary aggregates in monetary policy analysis 

➢ Friedman’s recommendation to have constant growth of money supply! 

➢ Disproven! 

➢ Also, there is Friedman’s critical “Accelerationist” or “natural rate” hypothesis  no LR 

trade-off between inflation and unemployment  

➢ This along, the claim that movements in nominal income arise from movements in 

stock of money form the monetarist-style policy position 

➢ Initial monetarist writings in the 1950s adhered to fundamental neoclassical principles 

➢ See Friedman’s AEA presidential address of 1967! 

➢ Late 1970s and 1980s  monetarism began to decline…Why? 

➢ Money demand is highly unstable; rational expectations hypothesis; Fed’s “monetarist 

experiment” of 1979-82! 

➢ This latter “experiment”…”was seen as a strategic success, despite temporary 

unhappiness, and monetarism was discredited as well [point 4, in particular]”  

➢ Most monetarist ideas have been integrated of today’s economics: LR neutrality; SR non-

neutrality; no LR trade-off; MP better for stabilization  

➢ “In 2005, most academic specialists in monetary economics would probably describe their 

orientation as New Keynesian”   

➢ “In terms of underlying scientific rationale, today’s mainstream analysis is much closer to 

that of the monetarist than the Keynesian position of, for example, 1956-78” Discuss.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 



Kevin Hoover – New Classical Macroeconomics 

➢ Began as a school of thought in early 1970s from work in UoC and Minnesota  

➢ Keynes worked hard to look at economy as a whole – and understand unemployment in 

terms of involuntary unemployment and market imperfections 

➢ For some reason, firms fail to cut wages to the level where labor market clears! 

➢ Paul Samuelson: “neoclassical synthesis” and “microfoundations approach”  

➢ New Classical economics began with studying labor market and assuming labor demanded 

equals labor supplied  no room for involuntary unemployment 

➢ Two basic tenets of New Classical 

➢ Optimization  individuals maximize utility; firms maximize profits 

➢ Generally, price adjust so as to align quantities demanded with supplied 

➢ Business Cycles pose a particular challenge for New Classical economists  having 

rejected involuntary unemployment, how to explain high unemployment in slumps? 

➢ They argue that remaining unemployed is something the economic agent chooses, 

based on benefits and costs of doing so  he is still optimizing! 

➢ Some NC economists believe demand shocks dominate BCs  propagated slowly 

➢ Others believe in RBC school – driving force of BCs are productivity changes! 

➢ A key tenet of NC economics is forward-looking agents with rational expectations 

➢ Lincoln quote: “…cannot fool all the people all the time”  

➢ That’s why you have models for inflation bias, for example (see Kydland & Prescott)  

➢ “The combination of RE and S&D equilibrium ensures that systematic, pure aggregate 

demand policies do not have real effects on the economy”  

➢ The “policy ineffectiveness proposition” is the most startling and controversial conclusion 

of NC macroeconomics 

➢ NB: This is not saying that no government policy affects the economy! 

➢ Proposition is limited to effects of changes in gov’t liabilities (monetary base and 

gov’t debt) that may affect the rate of inflation! Still controversial… 

➢ “Unanticipated policy has real effects, but, because it is unanticipated, it cannot be 

systematic – and therefore cannot be used to direct the economy”  

➢ Lucas Critique  the effects of economic changes depend crucially on the policy regime 

in place; different regime  different effect! Widely accepted nowadays. 

➢ The rational expectations is still quite controversial, but it is accepted that governments 

cannot fool people systematically. Some middle ground, maybe… 

➢ Most economists today no longer accept the policy-ineffectiveness proposition  MP can 

have significant effects in the short-run  

➢ Finally, crisis such as the Great Recession really strain the argument of New Classical 

economists that all unemployment is voluntary 

 

 

 

 

 

 

 



Thomas Sargent – Rational Expectations 

➢ It is a ubiquitous modeling technique used in economics; proposed in 1960s by John Muth 

➢ Of course, expectations were not new – Keynes spoke of ‘waves of optimism/pessimism’ 

➢ Big Idea: There is a continual feedback from past outcomes to current expectations 

➢ Rational Expectations asserts that outcomes do not differ systematically from expectations 

➢ Lincoln quote: “…you cannot fool all the people all the time” 

➢ RE plays a critical role in “efficient markets” or “random walk” theory of securities prices, 

permanent income hypothesis, and design of economic stabilization policies! 

➢ Efficient Markets Theory of Stock Prices  stock price changes follow a random walk 

➢ Equalization of expected returns (adjusted for risk)  expectations become built in! 

➢ The only factors that can change stock prices are random and unknown factors! 

➢ The Permanent Income Theory of Consumption 

➢ Friedman  consumers consume out of their permanent income  level of 

consumption that can be sustained while leaving wealth intact; takes future into 

account!  

➢ Implication: consumption follows a random walk! Consumption smoothing  

➢ RE had a dramatic effect on thinking about SR stabilization policies (i.e. tax cuts) 

previously supported by Keynesians  consumption depends on wealth on current Y 

➢ See Ricardian equivalence with government spending! 

➢ Empirical tests for this theory are encouraging – of course, there are imperfections as well! 

➢ RE undermines idea that policymakers can systematically manipulate the economy! 

➢ This is known as the “policy ineffectiveness proposition” (see Robert Lucas)! 

➢ The policy ineffectiveness only applies to policies that have an effect by inducing forecast 

errors (e.g. increasing inflation), not for all monetary and fiscal policies  

➢ “Reputation remains an independent factor even after rational expectations have been 

assumed” (see Barro & Gordon)  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



N. Gregory Mankiw – New Keynesian Economics 

➢ “The label ‘new Keynesian’ describes those economists who, in the 1980s, responded to 

this new classical critique with adjustments to the original Keynesian tenets” 

➢ Primary disagreement with NC is over how quickly prices and wages adjust  

➢ NK models assume price/wage rigidity to explain involuntary unemployment and the 

effectiveness of monetary policy in the short run 

➢ Idea for monetary policy: lower money supply  real money supply falls (sticky 

prices)  lower demand for goods and higher unemployment 

➢ NK efforts are aimed at providing a coherent theoretical explanation for the sluggish 

behavior of prices! 

➢ “Menu Costs” – costs associated with price adjustments  adjustments intermittent rather 

than continuous; relatively small but not inconsequential  

➢ “Aggregate Demand Externality”  one firm reducing price, lowers average price 

level, raises real income and demand for all firms  

➢ As a result of this, even small menu costs can make prices sticky  firms will not cut 

prices even though these cuts are socially desirable! 

➢ Another NK explanation for sluggish price adjustments are staggered prices 

➢ Because not all firms adjust at the same time, price changes are small, and the full 

adjustment process takes longer! 

➢ NK economists argue that recessions can result from coordination problems  firms’ 

pricing decision depend on other firms’ behavior as well 

➢ Consider that money supply falls, and firms have the choice of cutting price or staying 

 Player 2 

Cut Stay 

Player 1 
Cut  (30, 30) (5, 15) 

Stay (15, 5) (15, 15) 

➢ The positive impact of one firm’s price cut on the other might arise because of an AD 

externality; there are multiple equilibria in the above game 

➢ The moral: Prices can remain sticky because price setters expect them to be! 

➢ Another important NK theory regards unemployment; in particular, NK posit efficiency 

wage theories to explain why labor market clearing mechanism may wage 

➢ One theory is that high wages make workers more productive! 

➢ Another says high wages reduce labor turnover (see Gottfries); another theory holds 

that average workforce quality depends on wages paid; work effort also important! 

➢ We can think about costs of getting fired; higher wage  higher costs1 

➢ During the 1990s, the debates between NC and NK fused into a new synthesis of 

macroeconomics  merges strengths of competing approaches; key components: 

➢ Price rigidities; monetary non-neutrality; monopolistic competition 

➢ Everything modeled within a dynamic GE system with SR fluctuations! 

➢ NK macroeconomics provides an argument for countercyclical MP & FP, on the basis that 

crises are the result of market failures  has been incorporated within new synthesis  

➢ “Whether policymakers should intervene in practice, however, is a more difficult question 

that entails various political as well as economic judgments”  

 



David Weil – Fiscal Policy 

➢ Fiscal policy is the use of government spending and taxation to influence the economy 

➢ Can be said to be tight or loose by reference to the budget deficit (and change in it) 

➢ “The most immediate effect of fiscal policy is to change the aggregate demand for goods 

and services” 

➢ Channels: Directly through more spending; indirectly through transfer payments 

➢ NB: Fiscal policy changes the composition of AD  expansion through borrowing  

higher interest rates  private investment crowded out! 

➢ The degree to which the higher demand increases output and prices depends on the 

state of the economy (i.e. below or above potential) 

➢ The ability of FP to influence AD  potential tool for economic stabilization 

➢ Automatic stabilizers – unemployment insurance; tax code 

➢ This countercyclical fiscal policy can be both automatic and discretionary 

➢ Unfortunately, discretionary FP is rarely able to deliver on its promises…why? 

➢ Long inside lags and relatively weak forecasting abilities 

➢ Monetary policy is a far more agile stabilization tool  

➢ Of course, we know that in the LR, output is determined by supply, and so in the LR, 

“standard” fiscal stimulus will lead to higher prices and no increase in output 

➢ “Expansionary fiscal policy can change the natural rate, and, ironically, the LR effects of 

fiscal expansion tend to be the opposite of the SR effects!” 

➢ Why? Fiscal expansion lowers a country’s national savings  lower capital stock 

➢ Higher indebtedness to foreigners  more income will have to be sent abroad 

➢ Increases tax burden of future generations  a sort of transfer payment 

➢ Fiscal policy also affects the economy by changing incentives! 

➢ Higher (marginal) tax rates  lower incentives to work  lower output  

➢ Thus tax policy changes can have both demand-side and supply-side effects! 

➢ See supply-side economics!  

➢ “The greatest obstacle…is that changes in FP are necessarily bundled with other changes 

that please or displease various constituencies”; big political issues 

➢ Institutional enthusiasm for expansionary policies during recessions that are not 

matched by a taste for contractionary policies during booms!!! 

➢ Also, benefits from expansionary FP are immediate, while costs are deferred! 

 

 

 

 

 

 

 



James Gwartney – Supply-Side Economics 

➢ In one sense, all economists are “supply siders”  in the LR the only way to influence 

income and living standards is by expansion of output (supply) 

➢ “’Supply-side economics’ is also used to describe how changes in marginal tax rates 

influence economic activity”  

➢ High rates  discourage income, output and the efficiency of resource use 

➢ An increase in marginal tax rates has two adverse effects on economy 

➢ Reduce payoff people derive from work and other taxable productive activities 

➢ Lower labor force, longer vacations, earlier retirement, emigration, etc. 

➢ Encourage tax-shelter investments and other forms of tax avoidance  

➢ Edward Prescott analyzed differences in marginal tax rates between France and the US to 

calculate the long-run elasticity of labor supply 

➢ Result: Differences in tax rates explained nearly all of the 30% shortfall of labor input 

➢ These are LR adjustments – takes time for labor & capital to adjust to new incentives 

➢ Implication: an increase in tax rates leads to a less than proportional increase in tax 

revenue (see Laffer Curve) 

➢ Conclusion: Cutting all tax rates by 1/3 will lead to small revenue losses, maybe even 

revenue gains, (assuming more productivity) in high tax brackets and large losses in 

lowest brackets 

➢ Major supply-siders of the 1970s: Arthur Laffer, Normal Ture, Paul Craig Roberts 

➢ Two major tax cuts: Coolidge-Mellon in 1920s; Kennedy in 1960s  

➢ Big debate over 1980s tax cuts…what effect did they have on the economy? 

➢ Inflation rate declined during the 5 years after the cut 

➢ Some say that gov’t was actually collecting more revenue after the cuts from top! 

➢ “Most economists now believe that changes in marginal tax rates exert supply-side effects 

on the economy”  

➢ Heated debate is now about the distributional effects 

➢ BUT: It could be argued otherwise  taxes collected from top brackets also rose 

sharply between 1981 and 1988! 

➢ More than 25% of personal tax income has been collected from top 0.5% 

➢ In 1980, top marginal rate on personal income was 60% or more in 49 countries…by 

1000, only three countries had such a high rate 

➢ Supply-side economics has definitely had a big impact on tax policy 

 

 

 

 

 

 

 

 

 

 



Peter Boettke – Austrian School of Economics 

➢ Founded in 1871 – Principles of Economics by Carl Menger, Jevons, Walras 

➢ Economic analysis is universally applicable; appropriate unit is man and his choices 

➢ Choices determined by individual subjective preferences and the margin 

➢ Argued in opposition to the historical school (no universal economic principles/laws) 

➢ Cool Fact: “Austrian School” was used as a derogatory term in the 1870s. It stuck! 

➢ Debate: Does the term “Austrian school” refer to a sect in the economics profession today 

or has it lost any substantive meaning? Does anybody hold these views, in other words? 

➢ Here we outline the main propositions of the “Austrian School”  

1. Only Individuals Choose (collective entities do not) 

➢ Primary task  make economics intelligible by basing it on indiv. purposes and plans 

➢ Secondary task  Trace out unintended consequences of individyal actions 

2. Study of market order is about exchange behavior and the institutions within which 

exchanges take place 

➢ Catallaxy! (and catallactics)  

➢ Focuses on exchange relationships in the market, bargaining process, and institutions 

within which exchange takes place 

3. The “facts” of the social science are what people believe and think  

➢ Make the key contrast with the natural sciences (knowledge from without) 

➢ The goal of the sciences of human action is intelligibility, not prediction! 

➢ We can understand purposes & plans of other humans because we are also humans! 

➢ “…we impoverish the human sciences when we try to force them into the 

philosophical/scientific mold of the natural sciences”  

Microeconomics 

4. Utility and costs are subjective 

➢ All economic phenomena are filtered through the human mind; costs as well as utility! 

➢ Crucial role of opportunity costs when making decisions 

5. The price system economizes on the information that people need to possess in making 

their decisions  

6. Private property in the means of production is a necessary condition for rational economic 

calculation  

➢ Provides power incentive for efficient allocation of scarce resources! 

➢ Mises argued against socialism  would fail because economic agents cannot 

rationally calculate the alternative uses of resources!  

7. The competitive market is a process of entrepreneurial discovery 

➢ Mutual learning from discovery and innovation and exchanges  market system 

moves to a more efficient allocation of resources! 

➢ Implication: Need a free market! 

➢ “The price system & the market economy are learning devices that guide individuals 

to discover mutual gains and use scarce resources efficiently” 

 

 

 

 



Macroeconomics 

8. Money is non-neutral 

➢ Implication: inflation is socially destructive for several reasons 

➢ Even anticipated inflation breaches trust between gov’t and people – inflation tax 

➢ Unanticipated inflation is redistributive 

➢ Because it cannot be perfectly anticipated, relative prices are distorted 

➢ Implication: goal of MP should be to minimize these monetary distortions! 

9. Capital structure consists of heterogeneous goods that have multi-specific uses that must 

be aligned 

➢ This alignment is governed by price signals and the careful economic calculations of 

investors 

10. Social institutions often are the result of human action, but not of human design 

➢ Efficient market system arises out of self-interested human action  

➢ Implication of these Propositions (if they are true!): 

➢ Economic theory should be grounded in verbal logic and empirical work focused on 

historical narratives 

➢ Severe doubt about gov’t ability to intervene in economic system, let alone rationally 

manage it! 

➢ “First do no harm”  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



Garratt – Four Key Macroeconomic Debates 

➢ Birth of modern macroeconomics with the Great Depression in 1930s 

➢ Keynesian economics until 1970s  neoclassical synthesis 

➢ In the 1970s the consensus broke down  lots of divergence in the period 

➢ Then again, in the 1990s, a new consensus was formed 

➢ NB: The periods of consensus coincide with periods of economic stability! 

➢ Consensus formed during 1990s based on 

➢ Rational & forward-looking optimizers  

➢ Markets adjust but there are significant SR frictions and imperfection 

➢ Random shocks frequently hit the economy 

➢ “In some ways, the debates of the late 200s and early 2010s were a microcosm of much of 

the preceding 100 years” 

➢ Most of the debate within macroeconomics has to do with the market mechanism  

1. The Flexibility of Prices and Wages 

➢ It is crucial to see how the various viewpoints in these debates relate to the different 

political ideologies (i.e. left-wing or right-wing) 

➢ RW tends to argue for flexible wages and prices  only SR disequilibrium  should 

lead market forces to work without intervention 

➢ Argue for cutting the power of unions to restore flexibility 

➢ Political center & left argue that there are frictions and market imperfections 

➢ Labor demand deficiency; hysteresis effects of lower labor demand 

➢ Prices are also argued to be inflexible, especially downwards 

➢ Market power exists  

➢ Overall, market does not work perfectly to correct disequilibrium unemployment 

2. The Flexibility of Aggregate Supply 

➢ In other words, what is the nature of the aggregate supply curve?  

➢ The political right argue that AS is not determined by AD, except in very SR 

➢ Essentially, the AS curve is vertical at natural output 

➢ Argue for supply-side policies, not demand-side 

➢ At the other extreme you have fixed prices and thus a horizontal AS curve 

➢ Finally, there are those who will argue for an upward-sloping AS curve  both 

output and prices will increase due to increases in AD (i.e. maybe investment rises) 

3. The Role of Expectations in the Working of the Market 

➢ Political right tends to ally with those arguing that expectations adjust rapidly and fully 

 emphasize the role of expectations of price changes 

➢ AD only stimulates inflation in the LR, has no impact on output capacity 

➢ Other criticize this view  whether people expect an increase in AD to be matched by 

inflation depends on current state of the economy, and the nature of AD change 

➢ Views on expectations tend to parallel views on aggregate supply! 

4. The Significance of Government Budget Deficits 

➢ Political right argue that it is important to cut deficits to restore confidence in economy 

➢ The left tends to ally with Keynesian economists  fiscal and monetary policies! 

 

 



BoE – Household Savings (2009) 

➢ Household savings ratio fell between 1995-2007 

➢ Lower LR IRs; looser credit conditions; macroeconomic stability; rising asset values 

➢ Higher corporate savings 

➢ Since the crisis, these factors have reversed  savings have risen  what will happen? 

➢ What Is Household Saving? 

➢ Represents the balance between households’ current income & current consumption 

 Housing AssetsSaving Debt Financial Assets     

➢ In aggregate, households tend to save, and do so mainly to finance housing investment 

Consumption and Saving Theory 

➢ Quite a few macroeconomic determinants help explain changes in savings 

1. Permanent Income 

➢ Friedman in 1950s  life-cycle/permanent income model 

➢ Households base current spending decisions on permanent income, the income they 

would expect to receive on average over their entire lifetimes 

➢ Prefer a smoother consumption path  

➢ If income now > expected in future  households will save today 

➢ Attanasio & Weber (1994)  consumption boom in 1980s partly because of optimism 

2. Interest Rates 

➢ The risk-free RIR is a key determinant  price to pay for consumption today vs future 

➢ Unanticipated rise in RIR  fall in current spending  increase in saving ratio 

3. Credit Condition 

➢ As credit conditions become tighter, borrowing & spending lower  more savings 

➢ Changes in the price & quantity of credit are crucial here 

4. Uncertainty 

➢ In the absence of perfect insurance markets, risk-averse consumers will wish to 

maintain a buffer of savings as a precaution again unexpected falls in income 

➢ Higher uncertainty  higher precautionary savings (see Carroll (2001)) 

5. Wealth 

➢ Forms a part of lifetime resources  if equity prices rise, people may save less! 

➢ However, the link between asset prices & saving is not clear  asset prices are 

volatile; only 25% of households own equities directly  

➢ Housing assets are different: you also obtain a stream of housing services from them 

➢ Lower prices make some better off (those trading up) and some worse off (those 

trading down)  not clear prices should affect consumption directly  

➢ However there are other channels for housing to affect consumption  collateral 

channel and precautionary saving channel (due to housing equity) 

6. Government and Corporate Savings 

➢ Ricardian Equivalence suggests that households view their own savings and gov’t 

saving as perfect substitutes  really its national saving that’s important! 

➢ Of course, we know that they are, at best, imperfect substitutes 

7. Inflation 

➢ Inflation erodes the real value of assets fixed in nominal terms 

➢ Higher inflation should lead to higher saving to maintain the real value 



8. Demographics 

➢ Model predicts households should borrow young, save middle-age, retire 

➢ Changes in the age structure over time can affect aggregate saving ratio 

➢ At the same time, rising life expectancy should increase the amount of saving 

Why Did Household Saving Fall Between the mid-1990s and 2007? 

➢ Fell from 10% in mid-1990s to around 2% mid-2007 

➢ However, there was no consumption boom during this period – average growth 

➢ Consumption/GDP fell despite lower savings  Disposable Income/GDP also fell! 

➢ Factors Pulling Down on Household Saving (between 1997-2006) 

➢ Low LR interest rates; stable non-inflationary growth; stability; loose credit conditions 

 loan/income ratio rose 

➢ Rising asset prices and rapid increases in house prices  

➢ These factors are non UK-specific  similar things happening in int’l context 

➢ Factors Pushing Up On Household Saving 

➢ Demographics  proportion of middle-aged households rising 

➢ Employers boosted pension contributions substantially  

➢ Without these, the fall in savings would have been greater probably! 

Potential Impact of the Financial Turbulence Since 2007 

➢ We will see tighter credit conditions  spread over risk-free IR has risen  

➢ Higher precautionary savings due to increased job uncertainty 

➢ Falling asset prices  falling household wealth  not clear how they will react 

➢ Proportion of household with high loan/value ratios has increased  this could interact 

with tighter credit conditions  lower consumption and higher savings 

➢ Debt levels have risen substantially since 1990s – could lead to household saving more to 

repay debt  high income gearing pre-2007 

➢ That is, proportion of household income devoted to paying debt interest 

➢ Also, think about distribution of debt among households  not even  

➢ Interaction between housing market & debt levels could also affect house prices 

➢ Higher government borrowing  really depends if it is cyclical or structural 

➢ It is the latter that is more likely to provoke changes in private saving 

➢ Also, due to the crisis, # of credit-constrained households likely to be higher 

➢ Lower Expected Future Income  

➢ Could lead to save more if household have revised down expectations for future 

➢ Indicators for changes in permanent income: consumer confidence measures; spending 

on durable goods; persistent changes in actual 

income growth  

 

Monetary Policy  very loose MP will cushion the 

rise in savings in the medium run 

 

Any change in savings  consequences for 

economic outlook  paradox of thrift 

 

 



BoE – Housing Equity Withdrawal Since the Financial Crisis (2011) 

➢ Swung from being very positive pre-crisis to negative over past few years 

➢ Stock of Housing Equity  proportion of housing wealth without secured lending 

𝐻𝑜𝑢𝑠𝑖𝑛𝑔 𝐸𝑞𝑢𝑖𝑡𝑦 = 𝐻𝑜𝑢𝑠𝑖𝑛𝑔 𝑊𝑒𝑎𝑙𝑡ℎ − 𝐿𝑒𝑛𝑑𝑖𝑛𝑔 𝑆𝑒𝑐𝑢𝑟𝑒𝑑 𝑜𝑛 𝐻𝑜𝑢𝑠𝑖𝑛𝑔 

➢ Can change in three main ways: 

➢ Changes in secured lending (i.e. taking out or repaying debt) 

➢ Changes in stock of housing wealth (new properties or significant improvements) 

➢ Revaluations of stock of housing wealth due to changes in house prices 

➢ The balance of the first two is classed as HEW 

➢ However, it summarizes the net effect of many ways to inject/withdraw equity 

Understanding HEW 

➢ HEW occurs when withdrawals of housing equity by household sector are larger 

than injections of equity  difference between secured lending and investments 

➢ Flows of housing equity can reflect housing market turnover or carried out by 

homeowners unrelated to housing market transactions 

➢ Gross Flows Related to Housing Market Transactions 

➢ Typically occurs in chains  initial buyer (first-time) injects equity  seller at the 

end of the chain withdraws equity  

➢ The net effect of a housing chain is typically a large equity withdrawal 

➢ Movements in HEW will be closely related to turnover in housing market! 

➢ Also a link with house prices here  higher prices  with same # of transactions, size 

of total withdrawals by last0time sellers will be larger 

➢ Gross Flows by Homeowners 

➢ Homeowners can withdraw/inject equity with no sale of property  renegotiating 

mortgage and either over or under-mortgaging  

Changes in HEW Since the Financial Crisis 

➢ There was a massive fall in housing market transactions after the financial crisis 

➢ Crisis also triggered tighter credit conditions, falling house prices 

➢ First, lower housing market turnover  reduced HEW  

➢ Second, since house prices fell, housing turnover that did happen  lower HEW 

➢ Finally, tighter credit conditions may mean homeowners less able to draw on equity OR 

drawing on equity since it is viewed as a buffer 

➢ Other homeowners may have chosen to deleverage due to higher uncertainty 



➢ Estimated gross flows presented in chart below: 

Between 1997-2007  withdrawals 

rising faster than injection 

 

Two factors have driven the fall in 

withdrawals: (1) fall in last-time 

sellers and (2) fall in further advances 

 

As one can see, injections are little 

changed  as a whole, household 

sector has not been actively paying 

down debt more quickly 

 

Weakness in housing market 

transactions is likely to have been 

key driver of move from positive to 

negative HEW 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



BoE – Household Debt and Spending (2014) 

➢ Investigates relationship between household debt and consumption  

➢ Did mortgage debt before 2007 held finance household spending? 

➢ Did high debt levels lead to a deeper recession in 2008/09? 

➢ FPC took actions in June 2014 to insure against increases in highly indebted households 

 suggested interest rate tests and limit loan/income multiples to 4.5  

Trends in UK Household Balance Sheets 

➢ A major development in UK household BSs in decade pre-crisis  build-up of debt 

➢ Rose from 100% of income in 1999 to 160% of income in 2008  

➢ 80% of this is household debt! (i.e. secured) 

➢ Higher debt  households more sensitive to financial distress and risks/uncertainty 

➢ Capital gearing – stock of debt/value of assets – also rose during pre-crisis period 

➢ Summarizes overall BS position of household sector 

➢ Overall, build-up of household debt largely matched by a build-up of assets! 

➢ Therefore, there was little change in net financial wealth of sector as a whole! 

Why Might Debt Affect Spending? 

➢ Standard economic theory provides no causal link between debt levels and consumption 

➢ However the basic life-cycle/PIH includes a number of simplifying assumptions; when 

relaxed, debt may have a stronger role in explaining spending patterns 

➢ Cost of borrowing not constant; difficult to predict lifetime income; uncertainty  

➢ Literature on debt and spending dates back to Fisher’s (1933) debt deflation theory 

➢ King (1994): discusses how Fisher’s work may be relevant for UK in 1990s recession 

➢ Tightening credit conditions can interact with debt and reduce spending 

➢ See Eggertsson & Krugman (2012) 

Evidence of Link Between Debt and Spending 

➢ Difficult to make judgements using aggregate data: 

➢ Consumption growth between 1999-2007 did not rise despite rising debt levels  

➢ Many other factors other than debt may explain falling consumption post-2008 

UK Household Level Evidence: The Recent Recession 

➢ Uses microdata from Living Costs and Food (LCF) Survey 

➢ Overall, UK household with high levels of mortgage debt made larger adjustments in 

spending after 2007 

➢ Rises in spending and subsequent cuts more modest for lower debt households 

➢ Regression analysis confirms that households with higher debt levels  larger 

adjustments in spending after 2007, even after controlling for other factors 

➢ Suggest that cuts in spending associated with debt can explain around 2pp of the 

5% fall in aggregate private consumption after 2007 

➢ Much of the spending pre-crisis and larger adjustments thereafter was in durables and 

non-essential categories of spending  

➢ Also, there is evidence that households with high debt levels also made large cuts in 

spending in 1990s recession 

 

 

 



 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Why Might Highly Indebted Households Have Made Large Cuts in Spending? 

➢ The regression analysis resented so far does not necessarily prove a causal relationship  

omitted variables could be causing the link 

➢ There are 3 possible explanations why highly indebted households made larger cuts in 

spending (2 related to debt, 3 link implies a coincidental, not causal link) 

1. Highly indebted households disproportionately affected by tighter credit conditions 

2. Highly indebted households became more concerned about ability to make future 

repayments – needed to make larger adjustments to spending 

3. Highly indebted households may have made larger adjustments to future income 

expectations – maybe too optimistic before 2007? 

➢ To test these hypothesis, rely on BoE/NMG Consulting survey – investigate reasons why 

household with high debt levels made larger reductions in spending post-2007 

➢ Evidence that this was related to concerns about credit availability (1) and concerns 

about debt repayments (2) 

➢ Little evidence on hypothesis 3 

➢ Also looks at why households were concerned about debt levels 

➢ Keep up with repayments; current income already lower than when loan taken out 

➢ Income uncertainty about the future 

➢ The potential adverse impact of household indebtedness on AD was a key reason for the 

actions of the FPC in June 2014 

 

 

 

 

 

 

 



BoE – House Prices and Consumer Spending (2006) 

➢ Key Idea: Correlation Is Not Causation! (See Pavlov experiment with dog & bell) 

➢ Although in the past the relationship has been strong between house prices and spending, 

it has weakened in early 2000s  need to understand why 

➢ Relationship clearly illustrates that it matters why house prices have risen 

➢ Key Point: Relationship is more subtle than supposed and can vary over time 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

What Explains Past Empirical Association? 

1. Common Factors 

➢ Interest Rates; Access to Credit; Income Expectations for the Future 

➢ The key factor is expected income  demand for consumer goods & housing rises 

➢ We can confirm this channel by looking at spending of renters and household prices  

if driven by expectations, renters’ spending should increase even though no ownership 

➢ Also, we see stronger correlation between house prices and spending for younger 

2. House Prices and Household Wealth 

➢ Of course, household wealth is mostly made up of housing  but the link between 

prices and aggregate wealth cannot explain spending variation. Why? 

➢ People not only own houses, they obtain a service from them – they live in them.  

➢ House price movements affect people in two ways: (1) affect the value of the 

houses, (2) affect the cost of living in them (i.e. think opportunity cost) 

➢ The overall impact on wealth and spending depends on the balance of these two 

effects: those trading down will gain from rising prices and vice versa 

➢ In aggregate, gains in household wealth would be slightly larger than losses as a 

result of higher house prices 

➢ Nevertheless, housing prices may affect spending decisions through channels 

other than changing household wealth 

3. Causal Links Between House Prices and Consumer Spending  

➢ Redistribution of Wealth  higher prices  those trading down gain; vice versa 

➢ However, this relationship is not very stable 



➢ Housing as Collateral for Loans  when you have collateral (e.g. from higher house 

prices)  easier to obtain loan  link between HEW and consumer spending 

➢ Again, this channel is not completely stable over time! 

➢ Precautionary Saving  housing wealth can form a part of these savings 

➢ Higher house prices  no more need for other types of savings  they can 

provide a further boost to spending; 

➢ Research suggests that households do look to their housing equity as fulfilling 

some kind of precautionary saving role 

➢ Strength of this channel depends on amount of job/income uncertainty! 

➢ Although small and short-lived, housing market developments can also affect 

consumption through spending related to moving home 

Why Did The Empirical Relation Weaken? 

➢ Reasons relate to both the common factors and the causal links! 

1. Common Factors 

➢ We can use a proxy for income expectations and compare it to changes in house prices 

 we see that the relationship has weakened! In other words, even though house 

prices have moved a lot, Y expectations have been stable  spending stable 

➢ It seems that different factors have driven house prices higher recently  higher 

demand for housing relative to supply; investment demand; lower LR RIRs 

2. Causal Links 

➢ Redistribution of wealth channel has been weakened in 2000s by older households 

transferring some wealth to younger households 

➢ Collateral channel also seems to have weakened  households less constrained on 

spending, more unsecured debt; also due to fact housing equity rose a lot! 

➢ Finally, macroeconomic stability has weakened the desire for precautionary savings 

 this channel weakened as well  

3. Additional Influences 

➢ Consumption is affected by many factors other than house prices  

➢ One such determinant is financial wealth  of course, it depends on why share prices 

changed  

➢ Also, financial wealth could lead to changes in house prices: lower equity prices  

lower financial wealth  lower demand for spending & housing  

Overall, the evidence suggests that causal links have been weaker and common factors 

less influential between housing prices and consumer spending in the recent past 
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