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he period since 1970 has been a challenging one for macro-

economists. The key variables in macroeconomics—the lev-
els of output, inflation, and unemployment; rates of interest;
and foreign exchange rates—while behaving in interesting ways
have proved difficult to explain and predict. The period since
1970 has also been an active one in macroeconomic theory. It
has been a period of controversy, but also of progress in at least
clarifying the issues on which macroeconomists are divided.
The decade of 1970’s saw a broadening of the issues in the mon-
etarist—Keynesian controversy. Additionally, a new challenge to
the neo-Keynesian position, the new classical economics,
emerged. At the end of the decade, neo-Keynesian policy pre-
scriptions were also under attack from a group that has come
to be called the supply-side economists. Finally, the post-1970
period has been an active one in terms of macroeconomic pol-
icy. The decade of the 1970s began with President Nixon’s New
Economic Policy, and the decade of the 1980s with President
Reagan’s Economic Recovery Program, with many major policy
shifts in between,

In this book I have tried to explain macroeconomics, inclusive
of the above-mentioned recent developments, in a coherent way,
but without glossing over the fundamental disagreements
among macroeconomists on issues of both theory and policy.
The major modern macroeconomic theories are presented and
compared. Within this framework, the important topics and is-



sues in macroeconomics are developed in full. Important areas
of agreement as well as differences are discussed. An attempt is
made to demonstrate that the controversies among macroecono-
mists center on well-defined issues that have their basis in theo-
retical differences in the underlying models.

An effort is made to interrelate macroeconomic theory and pol-
icy, recent policy actions as well as not so recent ones. The be-
havior of economic variables is considered in relation to devel-
opments in economic theory; for example, the simultaneously
high inflation and unemployment rates of the 1970s are consid-
ered in relationship to the development of the monetarist the-
ory of the natural rate of unemployment and the new classical ra-
tional expectations view. The development of the original
classical economics and the Keynesian revolution against the
classical view are also explained with reference to their histori-
cal settings.

Specific distinguishing features of the approach taken here are:

—a detailed analysis of the monetarist and new classical chal-
lenges to the neo-Keynesian position

—an up-to-date summary of the modern neo-Keynesian posi-
tion, including the neo-Keynesian response to the monetarist
and new classical critics

—an extensive treatment of monetary policy which considers
the optimal strategy for monetary policy including the merits
of intermediate targeting on monetary aggregates. Also, the
question of reserves versus an interest rate as a short-run
operating target for money stock control is examined within
the context of the recent shift in Federal Reserve operating
procedure.

—an analysis of the recent slowdown in output growth, capital
formation and growth in labor productivity in the United
States. It is within this context of intermediate-run growth
that the views of the supply-side economists are considered,
along with the neo-Keynesian perspective on such intermedi-
ate-run growth. Also, within this context the economic policy
initiatives of the Reagan administration that have come to be
known as “Reaganomics’ are analyzed.

—a thorough coverage of money demand which discusses recent
difficulties in predicting money demarnd, the effects of on-
going innovations in the financial sector, and the recent re-
definition of the monetary aggregates.
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—an analysis of the question of rules versus discretion in mac-
roeconomic policymaking. Rules for monetary policy as well
as a constitutional amendment for balancing the Federal
budget are considered. These issues are examined in the con-
text of the interventionist versus noninterventionist policy
positions of the different schools of macroeconomic theory.
The public choice view of macroeconomic policymaking is
also examined.

The organization of the book is as follows. Part I (Chapters 1--2)
discusses the subject matter of macroeconomics, the recent be-
havior of the U.S. economy and questions of measurement. Part
II presents the major macroeconomic models or systems, begin-
ning with the classical system (Chapters 3—4). Consideration of
the classical system at the start is useful because the Keynesian
model can then be viewed as an attack on the classical ortho-
doxy. The recent challenges to the neo-Keynesian position can
then be rooted in the parts of the classical model that provide
starting points for their analysis: the quantity theory of money
for the monetarists and the classical labor market clearing as-
sumptions and choice-theoretic based behavioral functions for
the new classical economists. The classical analysis is also use-
ful for a later examination of the policy prescriptions of the
supply-side economists.

The Keynesian model is analyzed in detail in Chapters 5-8.
Beginning from a very simple model, more complex models are
built up to incorporate: monetary influences, wage and price
flexibility, changing price expectations and shocks to aggregate
supply. Chapters 9 and 10 present the monetarist model. Chap-
ter 9 focuses on the monetarists’ view of the importance of
money and Chapter 10 develops the monetarists’ theory of the
natural rate of unemployment. Chapter 11 examines the new
classical view, often termed the rational expectations theory, as
well as the neo-Keynesian critique of this view. Chapter 12
summarizes and compares the different models.

Part III presents extensions and considers parts of the models in
greater detail. The chapters here and in Part IV are designed to
be self-contained so that the instructor can choose topics as
time and interest allow. Chapter 13 is a more detailed examina-
tion of the components of private sector demand: consumption
and investment spending. Chapter 14 considers money demand
and Chapter 15 the money supply process. Chapter 16 returns
to the supply side of macroeconomic models to discuss long-run
equilibrium growth and the determinants of growth over inter-
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