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Foreword

The 2008 financial crisis, that threatened the foundations of the world
economy and precipitated severe economic contraction world-wide, was
also a crisis for standard macroeconomic theory, which failed to anticipate
the crisis, and then could not explain it when it happened. Mainstream
macroeconomists, in fact, had generally shared Olivier Blanchard’s mis-
taken verdict expressed at the beginning of the decade that “progress in
macroeconomics” was “the success story of twentieth century economics”
(Blanchard 2000: 1375). There were indeed dissenting voices, but they were
mostly ignored and dismissed within the profession. Now it is time to revisit
this dissent, much of which especially targeted the standard view that
macroeconomics requires neoclassical microfoundations which assume
that economic agents make rational choices and form rational expectations
regarding the future.

Interestingly, whereas the Great Depression precipitated change in eco-
nomics and led to the emergence of macroeconomics, the recent crisis was
preceded over the previous several decades by considerable debate among
microeconomists regarding the nature of rationality and behavior. This
debate, however, clearly had little impact on most macroeconomists before
the crisis, who were locked into traditional views about the nature of
individual behavior and its relation to the macroeconomy. But this debate is
now beginning to find a place in macroeconomics with increasing attention
being given to crisis phenomena, doubts about rational expectations and
the efficient markets hypothesis, information cascades, aggregation prob-
lems, herding behavior, and complex systems.

This volume, written by some of the most accomplished historians of
macroeconomics today, provides readers with a deeper understanding of
many of the issues surrounding the relationship between macroeconomics
and microfoundations. This historical perspective is very important. Not
only was dissent from mainstream macroeconomics ignored over the past
decade, but the historical record regarding earlier thinking on the subject
was mis-stated and reconstructed in such a way as to represent the standard
view as “the success story of twentieth century economics.” The 2008 crisis
thus had one positive: it has reminded economists of the need to reflect
upon their unexamined (and often suppressed) assumptions. Thus this
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volume is a welcome addition to the macroeconomic research literature.
Readers can expect not only to learn about where macroeconomics has
been, but also where it might go in the future.

John B. Davis
Marquette University and University of Amsterdam, The Netherlands
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Introduction: Privileging micro over
macro? A history of conflicting positions

Pedro Garcia Duarte and Gilberto Tadeu Lima'

1. THESTANDARD NARRATIVE

Mainstream macroeconomists agree that we live in the age of microfounda-
tions. The worldwide financial crisis of 2008 to the present may have
emboldened critics of this microfoundational orthodoxy, but it remains the
dominant view that macroeconomic models must go beyond supply and
demand functions to “the level of objective functions, constraint sets, and
market-clearing conditions” (Sargent 1982: 383). Only by doing this, the
argument goes, can we truly understand “the way in which optimizing agents
make their decision rules”, which in turn “depend on the dynamic environ-
ment in general, and the government policy rules in particular” (Sargent
1982: 383). The goal of the microfoundations project, as articulated in the
1980s, was to reincorporate “aggregative problems such as inflation and the
business cycle within the general framework of ‘microeconomic’ theory”
(Lucas 1987: 107). Microeconomics on this view is prior to macro-
economics, because “only when macroeconomic aggregates are explicable as
consequences of well-formulated optimization problems for individuals ...
will macroeconomic reasoning be secure” (Hoover 1988: 87; see also Back-
house 1995: ch. 8). The ultimate aim is the “‘euthanasia of macroeconomics”
(Hoover 1988: 87;2010: 331). As Robert Lucas puts it, if the microfounda-
tions project succeeds, “the term ‘macroeconomic’ will simply disappear
from use and the modifier ‘micro’ will become superfluous. We will simply
speak ... of economic theory ...” (Lucas 1987: 107-108).

The priority of microeconomics appeared to the proponents of micro-
foundations as the inevitable consequence of the very notion of economics
understood, as Lionel Robbins (1932) famously put it, as the study of choice
under constraint.? It is probably no coincidence that microfoundations
began to gain their greatest traction only in the 1970s since, as Backhouse
and Medema (2009) have argued, Robbins’ definition finally conquered
mainstream economics only at about that time.

1



2 Microfoundations reconsidered

The attitudes that were reflected in one side of the debate on micro-
foundations in the 1980s have become in the new millennium the common
wisdom of macroeconomists. Michael Woodford’s Interest and Prices
(2003) is emblematic of the new consensus between new Keynesians and
new classicals about macroeconomics needing microfoundations:

I consider the development of a model of the monetary transmission mechanism
with clear foundations in individual optimization to be important for two
reasons: It allows us to evaluate alternative monetary policies in a way that
avoids the flaw in policy evaluation exercises using traditional Keynesian macro-
econometric models stressed by Lucas (1976); and the outcomes resulting from
alternative policies can be evaluated in terms of the preferences of private
individuals that are reflected in the structural relations of one’s model. ... My
preference for this form of structural relations is precisely that they are ones that
should remain invariant (insofar as the proposed theory is correct) under
changes in policy that alter the stochastic laws of motion of the endogenous
variables. ...

A second advantage of proceeding from explicit microeconomic foundations
is that in this case, the welfare of private agents ... provides a natural objective in
terms of which alternative policies should be evaluated. (Woodford 2003:
11-12)3

The standard narrative of the rise of microfoundations locates their origins
in the work of Lucas and his new classical friends and followers in the 1970s
(see Hoover, Chapter 1).* Lucas and Rapping (1969) attempted to provide
microeconomic underpinnings for the labor market in an otherwise
Keynesian (IS-LM) model. This first attempt was “classical” in the sense of
relying on a market-clearing framework. It was “new’ in its emphasis on the
importance of intertemporal choice in labor markets. However, for the lack
of a more plausible hypothesis, they relied on adaptive expectations in their
labor-market model, which did not please Lucas because agents could
make systematic mistakes. In subsequent work, Lucas (1972a,b, 1973)
introduced rational expectations, which he regarded as the natural conse-
quence of the attempt to provide a general-equilibrium account of the
macroeconomy. The notion of rational expectations as model-consistent,
equilibrium, expectations has a general-equilibrium character. Sargent
(1973) and Sargent and Wallace (1975) independently introduced rational
expectations into an IS-LM model.

The rational expectations hypothesis seemed to require a general-
equilibrium approach. The IS-LM model could be seen as an aggregate
general-equilibrium model; but it was not, in itself microfoundational: its
equations were not derived from the optimization problems of individual
agents. Although Lucas and Rapping had explored models based on
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optimization, it was only with Lucas’s (1976) famous critique of econo-
metric policy evaluation that rational expectations came to be seen to
require models based on the optimization problems of individuals (models
based on “first principles”) and that microfoundations began to seem to be
compulsory for macroeconomics. The target of Lucas’s critique was the
large-scale macroeconometric models that had emerged through the work
of Lawrence Klein, among others, out of the work of Tinbergen in the
1930s and the Cowles Commission’s econometric program of the 1940s and
1950s (a program discussed by Philip Mirowski, Chapter 4). The essence of
the critique was that rational agents solved their optimization problems
with knowledge of the prevailing policy regime. If an alternative policy
were instituted, rational agents would have to solve a different optimization
problem and the relationships among aggregate data, which are the
economy-wide consequences of the solution of individual optimization
problems, would change in response. It was not, therefore, acceptable to
treat the estimated aggregate econometric relationships of the large-scale
macroeconometric models as invariant under alternative policies, thus
calling into question their use for evaluating macroeconomic policy.’

The Lucas critique provided an intellectual basis for the requirement that
macroeconomic models possess precise microfoundations of a specific
format; while the market-clearing assumptions preferred by the new classi-
cals in conjunction with the rational-expectations hypothesis provided
grounds for a vigorous rejection of the policy activism associated with
Keynesian economics. As Kevin Hoover (Chapter 1) and Michel De Vroey
(Chapter 5) discuss, Keynes was blamed for having “freed a generation of
economists from the discipline imposed by equilibrium theory,” a freedom
that “was rapidly and fruitfully exploited by macroeconometricians”
(Lucas 1977: 12) in their “nascent program of aggregative econometric
modeling” (Hoover, Chapter 1, p. 19).

Lucas and his followers argued that macroeconomics could be secured
against the Lucas critique only when it was grounded in adequate micro-
foundations, a belief that remains strongly held until today (as evidenced by
the earlier quotation of Woodford 2003). The standard narrative sees Lucas
as having inaugurated a new microfoundational era in macroeconomics
and in policymaking. His work is seen to have naturally developed into the
real business cycle models of Kydland and Prescott and their students and
followers (for example, Kydland and Prescott 1982). Economists with a
Keynesian orientation rejected market clearing as an acceptable basis for
macroeconomics and, equally, insisted on the possibility of monetary and
fiscal policies improving macroeconomic outcomes. Those who nonethe-
less accepted the Lucas critique and the microfoundational imperative that
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it implied were transformed into “new Keynesians”. As a further develop-
ment, the so-called dynamic stochastic general-equilibrium (DSGE) mod-
els, which were structurally related to real business cycle models, but flexible
enough to incorporate Keynesian concerns, became the foundation for a
“new neoclassical synthesis” (see Duarte, Chapter 6). While debates con-
tinue over the best model of the economy and its policy implications, the
mainstream consensus among new Keynesians, as well as new classicals
(and RBC theorists), uniformly embraces Lucas’s program of micro-
foundations for macroeconomics.

What should we think of the standard narrative? The operating premise
in assembling the present volume was that the internal narrative of main-
stream macroeconomics is likely to be unreliable, its principal function
being to buttress a particular, historically contingent methodological argu-
ment. Our purpose in assembling the present volume is to step back and to
re-examine the history of the relationship of microeconomics and macro-
economics without presupposing the truth of the standard narrative. We
begin with the emergence of micro and macroeconomics as self-consciously
distinct fields within economics in the early 1930s. The authors in this
collection seek to get behind and beyond the potted history of the develop-
ment of the fields that is often told and written by practicing economists.
From different perspectives and entry points, they challenge the association
of microfoundations with Lucas and rational expectations, and offer both a
more complete and deeper reading of the very relationship between micro
and macroeconomics. The chapters grew out of papers presented to the
First International Symposium on the History of Economic Thought
sponsored by the Economics Department of the University of Sdo Paulo
(USP), Sao Paulo, Brazil, on 3-5 August 2009. Its theme was “The Integra-
tion of Micro and Macroeconomics from a Historical Perspective.”®

2. BEYOND THE STANDARD NARRATIVE

Far from a new concern of the 1970s, microfoundations — or, at the least,
the question of the relationship of microeconomics to macroeconomics —
was actively discussed from nearly the moment that the distinction between
micro and macroeconomics emerged in the 1930s. What was the right scale
of analysis? Should the focus be on individual behaviour or on macro-
economic (aggregate) relationships? What kind of models can we use to
analyse problems at each level? Are macroeconomic relationships consist-
ent with microeconomic behavior? For example, what is the relationship of
aggregate consumption and the individual’s consumption decision? How
does an aggregate money demand function relate to an individual’s decision
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over the division of his financial wealth between money and interest-
bearing assets? Can fluctuations of inventories at the level of the firm
explain fluctuations of overall economic activity? Can we aggregate indi-
vidual decisions into a demand or supply function for output as a whole?
How? And what properties do aggregate functions inherit from the indi-
viduals behind them? Putting these questions in a broader frame:

One crucial issue in the microfoundations literature is the extent to which
aggregate economic variables and/or relationships exhibit features that are
similar to the features of individual variables and/or relationships, and in
particular whether certain features are emergent properties at the macro level
that do not have a natural counterpart at the individual level. (Maarten C.W.
Janssen 2008)

Such foundational issues concerning the relationship between micro and
macroeconomics were bound to shape the economics produced since the
1930s. Against the standard narrative stands the fact that the term micro-
foundations was coined in the 1950s, well before Lucas’s first forays into
macroeconomics challenged the mainstream (see Hoover, Chapter 1).
Microfoundations was an integral part of the discussions within general
equilibrium theory, as well as a central concern of critical alternatives to
Walrasian general equilibrium theory (see Weintraub 1979, ch. 7, and
Harcourt 1977). Microfoundations was already an established concern
when Phelps convened the conference that led to the first book to bear the
title “microeconomic foundations” (Phelps 1970). Although Lucas and
Rapping (1970) participated in that conference and it ultimately proved to
be a key event in the establishment of the representative-agent approach to
microfoundations, the approach to microfoundations was by no means the
approach of the standard narrative (see Hoover, Chapter 1). Phelps charac-
terized the volume as a “new kind of microeconomics of production, labor
supply, wage and price decisions” intended “to found a theory of aggregate
supply, in that it sticks doggedly to the neoclassical postulates of lifetime
expected utility maximization and net worth maximization, [while] it makes
no appeal to faulty perceptions and it does not fundamentally require that
price-setters economize on their decision-making time.” The goal was
to illuminate “some old problem areas in Keynesian economics™ (Phelps
1970: 3).7

In their own contribution to the volume, Phelps and Winter tried to go
beyond Walrasian, perfectly competitive, general equilibrium theory. While
they recognized that “the agenda of unfinished business is enormous”
(Phelps and Winter 1970: 336), they concluded that “a landing on the
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non-Walrasian continent has been made. Whatever further exploration
may reveal, it has been a mind-expanding trip...” (Phelps and Winter 1970:
33D).

Nor were the concerns with microfoundations unique to the participants
in Phelps’s conference. The problem of the consistency of aggregate out-
comes with individual optimization behavior also animated the so-called
general disequilibrium analysis associated with the works of Don Patinkin
([1956] 1965), Robert Clower (1965, 1967), Axel Leijonhufvud (1968),
Robert Barro and Herschel Grossman (1971, 1976), Edmond Malinvaud
(1977), and others.

Although many economists before the 1960s understood microeconomics
and macroeconomics as part of a division of labor in which separate
questions were addressed with distinct tools and models, other economists
from the very beginnings of the micro/macro distinction in the 1930s and,
especially, in the period of the “neoclassical synthesis” starting in the mid-
1950s, tried to link those fields through general equilibrium models (Wein-
traub 1974: 49; Leijonhufvud 1992: 28; Laidler 2008: 1-3).® The basic idea
was that one could start with individual behaviors and somehow aggregate
them up to form aggregate relationships. These efforts faced major chal-
lenges: How could expectations be integrated into the models? Was there
room for money? For unemployment? The technical problems were daunt-
ing, but resolving them would be essential if general equilibrium models
were to be made practically useful to address the traditional concerns of
macroeconomics — for example, the relationship of inflation and involun-
tary unemployment.®

E. Roy Weintraub nicely summarized the general equilibrium theory of
the neoclassical synthesis:

For many years the division between microeconomics and macroeconomics has
been detailed and condemned by economists, while the link between the two,
general equilibrium theory, has suffered from a curious form of neglect.
Although it has been well understood that macroeconomic structures could be
“aggregated up” from general systems models, this insight remained so
unworldly; concern for axiomatisation of production relations in a timeless
barter world, while not uninteresting, cannot be the hallmark of a worldview
flexible enough to cope with problems of inflation or involuntary unemploy-
ment.

Yet it is to the credit of various general equilibrium theorists that such
important concerns were never so far from their analytic work that they ignored
completely the macro implications of their models. ... If it is true, as many
observe, that time and money are essential characteristics of actual economic
systems, general equilibrium theory cannot be faulted for its inattention to these
details, though its meager and sometimes confusing conclusions can be derided.
(Weintraub 1974: 49)
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The neoclassical synthesis brought with it a new interpretation of the
history of macroeconomics. Keynes’s General Theory and Keynesian eco-
nomics were reduced to a special case of the general equilibrium theory,
one that was “hardly worth even a footnote” (Weintraub 1974: 54). The
most important macroeconomic issues were not seen as fundamental.
While Patinkin ([1956] 1965), for instance, offered an integration of money
into the general equilibrium model, such outcomes as involuntary unem-
ployment could be explained only through deviations from normal func-
tioning of market mechanisms — for example, either through wage rigidity
in the labor market or the irrationality of workers who are off their supply
curves.

Of course, the reduction of macroeconomics to a secondary role was not
acceptable to all. Keynesian economists “have clearly understood why the
neoclassical prism distorts the Keynesian vision” (Weintraub 1974: 54) and
some, like Robert Clower and Frank Hahn among others, tried to build
general equilibrium models in which Keynes was not a mere footnote (see
Weintraub 1974: 54-6).!° Hoover (Chapter 1) argues that Barro and Gross-
man (1971, 1976) and Malinvaud (1977) “popularized the non-Walrasian
models as aggregative, general disequilibrium models with representative
agents” (p. 38), but this general disequilibrium theory is not linked closely
to the microfoundations as understood by the standard narrative. Disequi-
librium models provide but one example of how market clearing,
representative-agent microfoundations eclipsed alternative approaches.
Several economists represented in the Phelps volume approached the
microfoundations of aggregate supply not through the representative-agent
model, but through search models. Phelps (1970: 6) proposed to “picture
the economy as a group of islands between which information flows are
costly”: the “island model.” as it came to be known later, is one in which an
individual producer cannot distinguish perfectly whether a signal of a
higher price for his good indicates an increase in a relative price, which
would stimulate him to produce more, or an increase in the general price
level, which would leave his supply decision unaltered.'

As Hoover (Chapter 1) shows, the great boom in explicit discussions of
microfoundations is traceable to the early 1970s when a variety of compet-
ing approaches were in play. The Phelps volume was a key contribution.
And it was reinforced by Weintraub’s survey article in the Journal of
Economic Literature (1977), subsequently developed into a book (1979), as
well as by Geoftrey C. Harcourt’s (1977) edited conference volume.
Although Weintraub’s article and book and Harcourt’s edited volume focus
on aspects of microfoundations different from those emphasized by Phelps,
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the two names most closely associated with microfoundations in the jour-
nals are Phelps and Lucas, with Lucas’s importance growing relatively over
time (Hoover, Chapter 1, Table 1).

Although microfoundations had been a concern of macroeconomics
from the early 1930s, even before the term “microfoundations” became
current and even though competing approaches were on the table in the
1970s, the various threads of the microfoundations literature subsequently
drifted apart and lost contact with each other.

Lucas’s thread, as already mentioned, advocated that the optimizing
behavior of individual agents determined the aggregate outcome. But the
task was by no means trivial. The theorems of Hugo Sonnenschein, Rolf
Mantel and Gerard Debreu in the early 1970s established that the restric-
tions that generate well-behaved individual demand functions do not
constrain aggregate demand functions to exhibit the same properties (see
Wade Hands, Chapter 3, and Rizvi 1994). The new classicals sidestepped
the problem of aggregation either by imagining an economy composed of
identical individuals or by assuming that there is one individual who
represents the whole economy, so that the solution to the optimization
problem of this representative agent gives the aggregate relationships in that
economy. In fact, they adopted the representative-agent model from the
optimal-growth literature of the 1960s.

Using such models, Lucas and others developed the characteristic con-
clusions of the new classical school, such as the ineffectiveness of monetary
policy with respect to the real economy (see Hoover 1988). Policy ineffec-
tiveness was widely regarded by Keynesians as a politically conservative
conclusion. Initially, it was interpreted as a direct consequence of the
rational-expectations hypothesis, which was then regarded as politically
suspect. Later, economists came to see that the assumptions of flexible
prices and perfect competition were the critical factors in the policy
ineffectiveness proposition. Once a wedge had been driven between policy
ineffectiveness and the assumption of rational expectations, the rational-
expectations hypothesis was accepted by a wider spectrum of macro-
economists (see Duarte, Chapter 6). New Keynesians found that rational
expectations did not rule out an important role for the government in
stabilizing the economy.

The use of the representative agent was rarely, if at all, explicitly justified
and despite the efforts by some macroeconomists to introduce heterogene-
ous agents into their models, it became the benchmark model that provides
the framework for most mainstream business-cycle models of the present
day. What is important to the theme of this volume is that the
representative-agent framework proposes a particular way of relating
microeconomics to macroeconomics —and it is neither the only way nor the



