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“Every school of thought is like a man who has talked to himself for a hundred years and is delighted with his own mind, however stupid it may be” (J.W. Goethe, 1817, Principles of Natural Science)
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Outline



• The Neoclassical school



• The Keynesian Revolution • The Counter revolution



• Today’s Consensus and the EMU
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The Neoclassical School



"In the closing quarter of the last century, great hopes were entertained by economists with regard to the capacity of economics to be made an "exact science". According to the view of the foremost theorists, the development of the doctrine of utility and value had laid the foundation of scientific economics in exact concepts, and it would soon be possible to erect upon the new foundation a firm structure of interrelated parts which, in definiteness and cogency, would be suggestive of the severe beauty of the mathematico-physical sciences...” (Henry L. Moore, Economic Cycles,1914: p.84-85)



...But this expectation has not been realized.“ 14/09/2017



(Ibidem)
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The Neoclassical School



• The “marginalist revolution”.



 1871: William Stanley Jevons (English, b. 1835) Theory of Political Economy  1871: Carl Menger (Austrian, b.1840) Grundsätze der Volkwirtschatslehre (Elements for a Study of the National Economy)  1874: Léon Walras (French, b.1834) Eléments d'économie politique pure



• A theory of value based on exchange. • Two methodological pillars



 Positivism (scientific method)  Methodological individualism (Homo Œconomicus + Aggregation)
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The Neoclassical School



• The neoclassical theory (beware, boring!):



1. First principles: preferences, endowments and technology.



2. Homo Œconomicus → Optimization through equating at the margin costs and benefits (“marginalism”)



3. The demand curve is downward-sloping because of the principle of substitution among goods. 4. The supply curve is upward-sloping because of the principle of decreasing returns (increasing cost). 5. Representative agent → aggregation



6. The equilibrium price is determined equating aggregate demand and supply 14/09/2017
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The Neoclassical School



• The Two Main Results of the Theory:  Existence - General equilibrium (Walras)



- It does always exist a vector of relative prices that equates demand and supply



 Fundamental Welfare Theorems (Pareto)



- A perfectly competitive equilibrium is efficient.



• Conditions for Welfare Theorems to hold: 1. 2. 3. 4.



Perfect competition Perfect (symmetric) information Complete markets (Price flexibility)



• In a sentence: without rent seeking, the market equilibrium is efficient 14/09/2017
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The Neoclassical School



• All of that is maybe (?) interesting, but certainly very abstract. Why did I inflict it upon you?



 Markets are perfectly capable of determining the “best” equilibrium  There is no such thing as involuntary unemployment  Provided markets are flexible, the optimal equilibrium is reached through market forces  Demand follows supply (Say’s Law)



• Thus, the basic message is that there is no role for policy • Corollaries



 Money is used for transactions. It is just a ‘veil’, and determines absolute prices (quantity theory). Dichotomy and neutrality  Interest rate equates savings and investment
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The Neoclassical School



• The Neoclassical school in one slide:



 Optimization and rationality: (Homo Œconomicus)  Existence and optimality of market equilibria  Full employment guaranteed by labour market equilibrium  Price variations allow all full employment production to be completely absorbed by demand (Say’s Law)



• Said differently:



 Consumers save part of their income 𝑆𝑆 = 𝑌𝑌 − 𝐶𝐶  This savings is “lack of demand”  Prices (interest rate) variation ensure that investment completely absorbs savings 𝑆𝑆 𝑟𝑟 = 𝐼𝐼(𝑟𝑟)



14/09/2017
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The Neoclassical School



T. Kuhn’s “Structure of Scientific Revolutions” (1962): • The progress of science is not linear



 A paradigm is a “Constellation of beliefs, values, techniques and group commitments shared by members of a given community, founded on particular on a set of shared axioms models and exemplars.”  “Normal” Science progresses through puzzle-solving within the paradigm (“coherence”)  The paradigm by its own nature sooner or later hits its own boundaries, i.e. events unexplained by the normal science  The crisis of a paradigm is both theoretical and empirical
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The Neoclassical School



• The neoclassical paradigm dominates until the late 1920s • The crisis of the neoclassical paradigm



 Empirically, market forces fail spectacularly in assuring a fast return to the optimal equilibrium, after the Wall Street crash  Theoretically, a new paradigm, that challenges the neoclassical foundations, emerges in those years
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The Keynesian Revolution
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The Keynesian Revolution



"I believe myself to be writing a book on economic theory which will largely revolutionize -- not, I suppose, at once, but in the course of the next ten years -the way the world thinks about economic problems" (John Maynard Keynes, Letter to G.B. Shaw, January 1, 1935)



"There are also, I should admit, forces which one might fairly well call automatic which operate under any normal monetary system in the direction of restoring a long-run equilibrium between saving and investment. The point which I cast into doubt - though the contrary is generally believed - is whether these `automatic' forces will... tend to bring about not only an equilibrium between saving and investment but also an optimum level of production." (John Maynard Keynes, Collected Writings, Vol. 13, 1973: p.395)
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• Keynes (1883-1946) is not only an academician:



 First book on Indian currency (1913)  British Treasury (1914-1918). Participates to the Versailles Treaty: The Economic Consequences of the Peace (1919)  Active in the public debate throughout the 1920s and 1930s  How to Pay for the War (1941) and the debate on inflation  Bretton Woods and the new international order (1944)
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The Keynesian Revolution



• The General Theory of Employment, Interest and Money (1936):  The starting point of “Macroeconomics”  During the great depression it becomes evident that full employment is not automatic  Once rejected the neoclassical result that output converges towards full employment equilibrium, where does the economy go?  → Keynes’ objective: develop a theory that could explain the determination of aggregate output  Crucial role of aggregate demand (irrelevant in the neoclassical theory, remember Say’s Law)
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The Keynesian Revolution • A Theory of Aggregate Demand



 Liquidity preference: Money is not simply used for transactions, but also a (safe) store of value  Radical uncertainty and expectations (the “animal spirits”) may induce people to hoard money instead than demanding goods or lending to firms  The very same animal spirits determine investment  Savings larger than investment, i.e. Aggregate demand lower than supply  Lack of demand causes unemployment.  Wage flexibility is ineffective (or even harmful) to cure unemployment
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The Keynesian Revolution



• The theoretical consequences of the Keynesian revolution



 Both fiscal and monetary policy have a role in compensating the behavior of the private sector  Fiscal policy to be preferred because of the liquidity trap  “Fine tuning”, and tradeoff inflation-unemployment (Phillips curve)



• The political consequences of the Keynesian revolution



 “New Deal”  For three decades Keynesianism became the mainstream, and government followed its prescriptions quite successfully (“les trente glorieuses”).



• The crisis of the Keynesian paradigm  New facts: Oil shock (stagflation)  Bad policy application of the theory
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The Keynesian Revolution
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The Crisis of the Keynesian Paradigm



• The oil shock fosters a theoretical critique (Kuhn again…): Agents cannot be fooled indefinitely



• Lucas’ Critique: Keynesian models assume that agents do not change their behaviour in response to policy change • But expectations are endogenous, and agents react



• Keynes’ introduction of expectations is unsatisfactory because they are left exogenous



• The Neoclassical comeback is centered on a more sophisticated treatment of expectations 14/09/2017
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The Counter Revolution I: Monetarism



• Keynes is a fix-price particular case of the Neoclassical Theory



• Money in the long run is neutral: The economy is at its “natural” (neoclassical) equilibrium • Expectations are endogenous: Agents adapt to policy • Debate on the Phillips curve



 Inverse statistical relationship between prices/wages and unemployment  Friedman-Phelps introduce adaptive expectations: The Phillips Curve may move over time  Governments can steer the economy away from the natural equilibrium, but this triggers a change in behaviour  In the long run the economy goes back to natural output and money expansion will result in increased prices (quantity theory: PY=MV)  ⇒Long run Phillips curve is vertical
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The Counter Revolution II: Rational Expectations • Evolution and radicalization of Friedman-Phelps



• Agents are rational: Government moves are anticipated



• Knowledge of the “true model” of the economy allows markets to directly jump to the new long term equilibrium. • ⇒ Government discretionary policy is ineffective even in the short run • Governments may affect equilibrium only if they have an informational advantage



• Conclusion: No government is good (Reagan-Thatcher years) 14/09/2017
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The Counter Revolution III: Real Business Cycles • Economic Fluctuations are driven by technical change



• The “fundamentals” (tastes and technology) determine not only the long run natural equilibrium, but also the cycle • Fluctuations are the agents’ optimal reaction to technological shocks (consumption and labour supply react to change in productivity and wages) • Aggregate demand plays no role in the business cycle as well • The rebuttal of Keynes is complete
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The “New Consensus”



• In terms of policy, the Keynesian defeat is total



• Academically, the counter revolution runs into some trouble (Hello again, Mr Kuhn!)  Difficulty in fitting data (in particular for RBC models)  Attempt of Keynesian economists to micro found demand failures through price rigidities



• The result is a “New Consensus” that today dominates the world of policy making an teaching • Today’s textbook Macroeconomics  Short Run: Keynesian  Long run: Classical
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The “New Consensus” Model



• The Three equations New Keynesian Model:



 Intertemporal maximization by consumers links consumption to the interest rate: Dynamic IS curve 𝑦𝑦𝑡𝑡+1 = 𝐴𝐴 − 𝑎𝑎𝑟𝑟𝑡𝑡  Optimizing firms cum price rigidities yield Forward Looking Phillips curve 𝜋𝜋𝑡𝑡+1 = 𝜋𝜋𝑡𝑡 + 𝛼𝛼(𝑦𝑦𝑡𝑡+1 − 𝑦𝑦𝑒𝑒 )  A central bank minimizing a loss function 𝐿𝐿 = 𝐿𝐿 𝜋𝜋, 𝑦𝑦 − 𝑦𝑦𝑛𝑛 yields a Monetary policy rule 𝑟𝑟𝑡𝑡 = 𝑟𝑟𝑛𝑛 + 𝛾𝛾 𝜋𝜋𝑡𝑡 − 𝜋𝜋 𝑇𝑇 (question: where is the output gap in the rule?)  In the long run, 𝑦𝑦 = 𝑦𝑦𝑛𝑛 𝑟𝑟 = 𝑟𝑟𝑛𝑛 𝜋𝜋 = 𝜋𝜋 𝑇𝑇 𝑛𝑛  In the short run, deviations are addressed by an inflation targeting central bank
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The “New Consensus” Policy Prescriptions • Short run fluctuations have little, if any, influence on long run growth • Structural reforms are the only tool capable of shifting the natural equilibrium through supply side improvements



• Discretionary policy is ineffective. Rules are more efficient as they help agents form expectations (automatic stabilizers, Taylor Rule) • The preferred tool for policy makers should be monetary policy: Fiscal policy is subject to biases and lags • Until the crisis of 2008 struck… 14/09/2017
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The EMU is a Perfect Application of the Consensus • The Maastricht Convergence Criteria



 Inflation, Long-term interest rate, ERM membership, Budget deficit, Public debt  These criteria are just nominal: the intermediate targets of stable inflation and public finances allow to focus on structural reforms and the supply side



• Macroeconomic Policy:



 Fiscal Policy: the SGP requires budget balance over the cycle: no discretionary policy  Monetary policy: strict inflation targeting for the ECB
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How Serious was the Crisis?



Eichengreen, B. and K.H. O’Rourke. 2010. “A Tale of Two Depressions.” In progress (VoxEu.org), March 2012 • Figure 1. World industrial production, now vs then
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How Serious was the Crisis?



• Figure 2. Volume of world trade now vs then
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How Serious was the Crisis?



• Figure 3. Volume equity markets now vs then
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How Serious is the Crisis?



• Industrial Production (last update February 2010)
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How Serious is the Crisis?



• Industrial Production (last update February 2010)
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