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Preface

As we write, in the summer of 1993, the American economy is recover-
ing, very slowly, from a deep and lasting recession, the longest since
World War II, with high unemployment, falling living standards, and a
rising pessimism about our national economic future.

During the recession, there was a clamor in the land for the govern-
ment to step in, to do something, to provide jobs, to cut taxes, to “get
the economy moving.” An election campaign was fought, in 1992,
partly over this issue. And a new Administration took office in 1993,
proposing a “‘stimulus package” to create jobs and speed economic ex-
pansion.

But what should have been done? Should the government have acted,
or shouldn’t it? At present, we can only note a deep division among our
fellow economists over this issue. Some say yes, the hour was late, the
needs urgent, the price small. Others say no, the proposed programs will
not work, the budget deficit is already too large, and in any event recov-
ery was just around the corner, whatever the government did or did not
do.

None of this is new. Ever since the 1930s, the question of whether
and how the government should take an active role to fight unemploy-
ment and promote economic expansion has been hotly debated. The
lines of argument are broadly the same now, though with variations and
innovations, as they were then. The divisions are the same. It is mainly
the circumstances, the facts, and the personalities that have changed.

It is difficult to find much reassuring or encouraging about a stub-
born recession, or a slow recovery, or about policy dissension and dis-
agreement. But there is one thing that we can mention. This episode, or
the memory of it, is an opportunity to alert students to the importance of
understanding something about modern macroeconomics.

xiii



xiv Preface

THE AIM OF THIS BOOK

This book aims to provide a broad exposure to issues in macroeconomic
theory and in the conduct of monetary and fiscal policies. Our emphasis
is, above all, on thinking clearly, and in presenting macroeconomics as it
is, rather than as we, or anyone else, might like it to be.

For this reason, we do not plan to present a single body of doctrine
(or “mainstream model”). In our view macroeconomics contains no
such single coherent doctrine. Indeed, we believe that the attempt to
patch together such a single view, so characteristic of the “textbook
approach,” leads to more confusion than it resolves.

We hope instead to teach students that the many current controver-
sies in macroeconomics, including some of the most important policy
issues of our time, are deeply rooted in disputes over points of theory.
These disputes are between schools of economics that are opposed in
very important and basic ways; they are longstanding. Macroeconomics
originated in an intellectual revolution that was never definitively settled;
and like the history of France for a century after 1789, the history of
macroeconomics has been a history of conflict between revolutionary
and counter-revolutionary traditions. It is not the case that ma-
croeconomists agree on all of the major issues of theory and disagree
only on secondary questions, such as of fact and of measurement. In-
stead, we believe, the disagreements extend through every root and
branch of the theory and its practice, which is to say that disagreements
over theory have profound consequences for the policy decisions that
economists and those in authority must make in the real world.

THEORY AND POLICY

Many students seem to believe that there exists a kind of intellectual wall
that separates questions of theory from decisions of policy. The theorists
sit in their ivory towers, or so it seems, spinning abstract tales, while
policymakers toil with the facts and figures, guided by the “common
sense” of “practical men.”

John Maynard Keynes, the man at the origin of our subject, provided
the most famous refutation of this view:

. . the ideas of economists and political philosophers, both when
they are right and when they are wrong, are more powerful than is
commonly understood. Indeed the world is ruled by little else. Prac-
tical men, who believe themselves to be quite exempt from any
intellectual influences, are usually the slaves of some defunct econo-
mist. Madmen in authority, who hear voices in the air, are distilling



Preface XV

their frenzy from some academic scribbler of a few years back. . . .
soon or late, it is ideas, not vested interests, which are dangerous
for good or evil.!

We, the authors, have experience both with the development of
economic theory and with its application to policy questions. On this
point, we believe that almost all economists (there are exceptions, even
to this!) would agree with Keynes. It is not true, as some suppose, that
policy issues are decided by an engineering process, in which economists
sharing a common perspective argue only about the interpretation of
new information. Quite to the contrary: the most critical policy choices
depend on the theoretical perspective one takes as a point of departure.
The critical policy changes occur, as with the arrival of the Reagan
Administration in 1981, when the controlling theoretical perspective
changes.

So how does theory get translated to policy? We believe that the
design of good policy in this complex and difficult field is a craft. It is a
skilled craft, one that requires the blunt and rigorous evaluation of evi-
dence within a coherent framework of theory. There are rules, and it is
important to know and to use them. The macroeconomic artisan is ever
alert to assure consistency between assumptions and results, and always
looking at the facts, to seck out the guidance they offer and the problems
they pose.

Many who participate in policymaking, or attempt to, do not pos-
sess these skills, or perhaps have motives or special interests that would
in any event preclude their use. The policy arena is crowded with aspi-
rants to power and influence, from politicians to journalists to business
and union leaders, who lack training in economic theory and have a tin
ear for relevance in their use of economic fact. We expect students will
learn from this book how to distinguish the amateurish, the imprecise,
and the dogmatic, from those who have mastered the craft and who
abide by its rules.

The devilish thing is that mastering the craft is not the same thing as
arriving at a single “right” answer. For within the basic framework of
scientific macroeconomics, competing theoretical traditions flourish,
and these interpret the same facts through opposing theoretical lenses, to
arrive at opposing policy conclusions. To take the most fundamental
point of difference, which we have already mentioned, some economists
believe that the role of government in ending recessions and stabilizing
growth is necessarily large; others believe that it must be ideally small.

! John Maynard Keynes, The General Theory of Employment Interest and Money,
London: MacMillan, 1983, 384-5.

? Collected and exposed by Professor Donald McCloskey, The Rhetoric of Eco-
nomics, Madison: University of Wisconsin Press, 1985, 31.
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And this disagreement, unlike the views that we spoke of in the previous
paragraph, does not stem from logical error nor from blatant disregard
of the facts on either side.

Disagreements between well-trained and careful economists flow
from the co-existence of competing theoretical traditions. Each of these
competing traditions is honestly arrived at and carefully developed. Each
has fervent partisans. Neither accounts for all the facts, but each has
adherents who believe that the broad mass of facts fits better under their
theory than under any other. We stress again, these are honest disagree-
ments. And the job of this textbook is to provide a road map to the
sources of the argument, so that students can decide for themselves.

Our approach to the “roadmap problem” is to present models in
roughly chronological order and include some of the historical context in
which they actually appeared. This too is a departure from much stan-
dard practice and from the many textbooks that emphasize the integra-
tion of strictly modern facts with modern theory. Our own primary
interest is not, in fact, historical. But our teaching experience convinces
us that presenting the context and development of theory helps students
to grasp, order, and retain a complex presentation. On the other hand,
we have built some flexibility into this text. Those instructors who do
not share our view of the framesetting importance of the Great Depres-
sion and its dispute between Keynes and Classical economics are wel-
come to plunge in at Chapter Four, which is where the modern models
make their appearance.

The roadmap is necessarily complex. For while the broad theoretical
division in macroeconomics is between conservatives and liberals, classi-
cals and Keynesians, each tradition has its own subdivisions. Each has a
program of research and interpretation of the facts, which has over the
years forced it to evolve and change as changing evidence and new
situations present new puzzles for theory. And this has led to a diversity
of schools and sub-schools, so that among “conservative” economists
we have Classicals, Monetarists and New Classicals (not to mention
Austrians and some other groups), while among the liberals we have
Keynesians, New Keynesians and Post Keynesians (as well as institu-
tionalists, new institutionalists and some self-described “eclectics”).

We hope that this course will help students, to learn how to under-
stand the basis for opposing points of view that exist between econo-
mists in the real world. It should also help them to recognize and expose
inconsistent arguments that draw (often unwittingly) on opposing ana-
lytical frameworks. It cannot teach students how to make choices of their
own between theories that are in conflict, but it can help them to recog-
nize what the precise choices are. This process may not lead to simple
and clear-cut solutions to the policy questions of the day. But it will, we
hope, help them to understand the complex and fascinating world of
macroeconomic policy debate. For there is nothing so alive, so vibrant,
and so important, as a subject whose biggest questions remain unsettled.
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HOW TO USE THIS BOOK

The most important thing about any book is readability. We have tried
to make this an interesting book to read. To do that, we have tried very
hard to tell a story about macroeconomics, to convey some of the history
and context, at the same time that we teach the basic and the advanced
concepts.

You will find the main elements of the story in the body of the text
itself, along with all the essentials of the theory. At the beginning of each
chapter, a box entitled Looking Forward gives a brief outline of where we
are going, and structured learning objectives for this chapter. As you go
along, boxes entitled Taking a Closer Look explore particular extensions
of the theory, or provide a window onto illustrative data, including
macroeconomic data from Europe and Japan as well as the United States.
At the end of every chapter, an extended Special Section provides an
opportunity to read about additional theoretical, historical or policy
matters related to the main body of the chapter. Each chapter closes with
four essentials: a Summary, Review Questions to think about and discuss,
Problems to work on, and Suggestions for Additional Reading. For the pro-
fessor, a combined Instructor’s Resource Manual/ Test Bank round out the
package.
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TO THE STUDENT
A NOTE ON
NOTATION

In this text we have tried to develop a consistent and logical way of
identifying our economic variables, so that you, the student, can tell at a
glance what type of variable each symbol refers to.

The simplest kind of economic variable is the plain dollars-and-
cents expression, which may be a wage rate, the price of a good or
service, or the dollar value of all goods and services sold in the economy
(gross national product and its components: consumption, investment,
government spending, exports and imports). We call these nominal vari-
ables and use capital letters— I (wages), Y (national product or income),
C (consumption), I (investmen:), G (government spending), X (ex-
ports), M (imports)—to express them in symbolic notation. Ve also use
the block capital P to indicate the aggregate price level—an index num-
ber that tells you how much inflation there has been between any one
time period and any other. And we use capital letters for the volume of
employment (N) and the rate of unemployment (U), which are not
dollars-and-cents expressions to begin with.

Often in macroeconomics our interest lies not so much in dollars-
and-cents expressions, but in the underlying physical quantities, such as
the volume of goods and services produced, or the amount of physical
machinery purchased (investment). The measurement of these variables
starts out in dollars-and-cents terms, but then an adjustment is applied to
remove the effect of changing prices and so arrive at a measure of the
underlying quantities. We call these derived expressions real variables,
and say that they have been “deflated,” which means that the effect of
price inflation has been taken out. In this text, we will denote deflated
variables with small letters. Thus, if nominal national income is “Y”’,
real notation income is “y”.

We calculate real national income by dividing the nominal value for
a given year by the index value of the price level (P/100)* in that year.

* By convention, we divide the index number by 100. Thus, if 1982 is the base
year, so that the price level in 1982 equals 100, the real or deflated value of any
economic variable in that year is equal to the nominal value.

Xix
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To the Student A Note on Notation

The price index is measured from an arbitrarily chosen base, a year
whose value in that index is set to 100. (For most of the deflated series in
this book, the index base year will be 1982, or 1987.) This gives us the
value of real national income in terms of what the dollar was worth in the
base year.

_— Y‘
Yo = PJ100

Thus, if we are using a price index that uses 1982 for the base year, and
the current value is 160, this would indicate 160/100 = 1.6 or 60%
inflation since 1982, which tells us that we must ‘“deflate” nominal or
“current” dollar national income by 1.6 in order to find real national
income as expressed in “constant” 1982 dollars.

We use a dot on top to indicate the rate of change of economic
variables, and we sometimes use a subscript to indicate the year in which
a variable holds a certain value. Thus, if Y, is nominal national income in
year t, then

Y, = (Y—L * 100%)
Yt—]

is the percentage change of Y since the last period, and j, indicates the

corresponding percentage change of real national income.

Next, we frequently will make reference to the equilibrium values of
a variable, usually in the “Walrasian” sense of the values at which mar-
kets clear (quantities supplied equals quantities demanded), sometimes in
the “Marshallian” sense of a stable value that does not normally change.
We will use asterisks to denote equilibrium values in either sense. Thus
N* denotes the equilibrium value of employment. When we need to
denote different values of a variable that are not necessarily equilibrium
values, for example in a Figure, we will use a prime mark (N', not to be
confused with the functional notation such as N'(w), described below). If
we need more than one such value, we will use numbered subscripts: y,
y2 and so on.

Finally, from time to time we need to express variables as fiunctions
of other variables—meaning simply that one variable depends on an-
other. For example, we may wish to say that labor supply (N*) is a
function of the real wage (w), so that when real wages go up, more
people seek employment. We do this with parentheses, as follows:

Ns = Ns(w)

When we wish to show how a function changes with respect to one
of its variables (a variable in a function is known as an argument of that

function), we will use a prime (') to indicate the direction of change.
Thus
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N’ (w) > 0 is the same as
d{N*(w)]/dw > 0

in the routine notation of derivatives, meaning (in this case) that labor
supply rises when the real wage rises.?

By arranging our notation in this way we hope to help clear the
often critical distinction between nominal and real values, and to help
keep them clear as you work your way through theoretical models that
sometimes use one, sometimes the other. We also hope to provide a
ready key that will help you distinguish equilibrium from dis-equilib-
rium values and rates of change from level measures. Finally, we hope
that this system can clearly indicate the functional dependence of one
variable on another.®

5 If we need to show a second derivative (rate of change of the rate of change),
we will use a double prime (”). Thus:

y'(N) > 0 and

Y'(N) <0
would indicate that real production increases with employment but at a diminish-
ing rate.

¢ In particular, we try to show functions without resort either to formal calculus
notation or to restricting ourselves to linear equations. Linear equations are sim-
pler, but they would not be consistent with the curves with which we frequently
illustrate such relations.
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