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ECO301 MACROECONOMIC POLICY


MACROECONOMIC MARKET  FAILURES: THE CLASSICAL MODEL

Macroeconomics is concerned with the working of the market economy system as a whole.  When we speak of 'macroeconomic policy' we are concerned with government intervention in the market economy aimed at achieving certain macro economic objective. 

Although one of these objectives is the control of inflation, the use of the term macroeconomic policy has been generally associated with the idea that government intervention might allow the achievement also of real economic goals such as an increase in output and employment or the rate of economic growth.  Government intervention may also seek to attain financial objectives, such as equilibrium in the balance of payments.

Macroeconomic policy may also have a dynamic objective such as smoothing the operation of the economy over the trade cycle. Macroeconomic policy in this sense is also often referred to as stabilization policy. This term derives from the idea that the market economy produces business or trade cycles with possibly large oscillations around the long-run trend rate of growth in the equilibrium level of economic activity. At the peaks in a series of cycles, an economy experiences rapid inflation; in the troughs, high unemployment. Thus, it was held that it would be desirable to reduce the size of the oscillations and to stabilize the economy around the long run equilibrium trend.

The need for government policy/intervention arose from the view that the macroeconomy was subject to failures, so-called 'market failures'.  The standard treatment of market failure is microeconomic and you may have come across this in your microeconomic course often through the treatment of externalities.  We shall not be interested in these and the macroeconomic market failure that we shall focus on is not the aggregation of the microeconomic failures.

The macroeconomic failures in which we are interested come about due to the fact that important economic decisions are based on expectations about an uncertain future - so-called uncertainty. Lack of information might then cause failures in co-ordination among decision-makers in different markets, which result in unemployment, inflation, balance of payments problems and low rates of growth in market economies.  Macroeconomics that is seen as been based on the 'failures' is a fairly modern phenomenon, although it has important precursor from the early beginning of economics in the 18th and 19th century.  Macroeconomics - as we understand this term today - essentially began with Keynes.  Malthus, however, is regarded by Keynes as an important precursor to his approach - see Keynes' essay on Malthus in his Essays in Biography.

In contrast/opposition to Keynes' interventionist model/approach, however, is a non-interventionist model/approach of the so-called Classical model/approach.  In this lecture we shall concentrate on developing an understanding of the main features of this Classical model.

In developing an understanding of macroeconomic policy "it is important that we understand the 'vision' of  'classical' macroeconomics, which is very similar to that underlying Smith's invisible hand: a capitalist system is driven by forces, generated by individual interests, that on their own can produce an equilibrium showing some kind of optimality.  On this view, economic phenomena appear as the manifestations of natural laws rather than the product (at least in part) of the existing institutional context, which is reduced by the 'classical' economists to the operation of a pure barter economy" Acocella (1998:133)
.

The classical economic model is usually explained in terms of the interaction of Say's Law and the Fisher Equation.  In what follow we shall develop an understanding of these concepts and their interaction.

Say's Law is based on the work of Jean-Baptiste Say (1767-1832). In 1803, he published his most famous work, Treatise on Political Economy
. " It was also in the Treatise that Say outlined his famous "Law of Markets". Roughly stated, Say's Law claims that total demand in an economy cannot exceed or fall below total supply in that economy or as James Mill was to restate it, "supply creates its own demand." In Say's language, "products are paid for with products" (1803: p.153)" - quoted from 

http://cepa.newschool.edu/het/profiles/say.htm.

Say explained that the motive for production lies in the fact that people want to demand other goods and services.  Consequently, production leads to supply in the market and this in turn creates demand for other goods and services. Firms produce output and the revenue received from that output is use to pay workers or shareholders (dividends) or is used to purchase investment goods. Therefore, the act of supply necessarily creates an equivalent amount of demand for goods and services in the economy.  In this view then, the driving force in the economy is supply - it is in this sense that supply is seen as creating its own demand.

The driving force in the economy, in this model, then becomes supply and in the view of classical macroeconomics, the output level in the economy depends on the two forces of thrift and productivity. 

'Thrift' relates to the choice - given the existing output (real income) - between real consumption in the present period and saving (future real consumption). The total stock of real savings from this decision provided the funds for investment and the higher the level of investment, the higher the level of output would be in future times. In other words, the more thrifty people were, the higher the level of future real income would be. There is clearly no co-ordination problem here since the decision to save is a decision to invest in order to increase future output. In this model these are not separate decisions, to save and to invest but one decision regarding the balance between present and future consumption.

'Productivity' is related to the effective use of investment funds. The interest rate paid on savings is seen as a reward for people postponing consumption (for waiting). The real rate of interest in the economy is, then, determined by the interaction of thrift and productivity.  Thrift, in this model, determines the supply of funds (savings) and productivity determines the demand for funds (investment) and the real interest rate determines the market clearing equilibrium in this market.  In the Classical view the determination of these schedules were long-term issues which governments could not influence.

In this model also, for any given level of output, the level of employment was determined by the real wage level, which was assumed flexible, both up and down. Any increase in the number of people wishing to work would cause the real wage to fall in order to keep the supply of labour equal to the demand for it. Again, there was no role for government here. In this model, there can be no involuntary unemployment since the interaction of demand and supply of labour produced a wage rate where all who are willing to work at that wage rate would be employed.  Only people who are unwilling to work at that wage rate would be unemployed - hence unemployment would be voluntary.

So, in this model we have Say's law giving rise to equilibrium in the aggregate as the summation of equilibrium in the micro markets for goods and services as supply created the income that is the basis for demand.  It is acknowledge that there may be some friction in markets but it is assumed that the flexible price mechanisms in markets will adjust to bring about equilibrium so these should be very short term phenomenon.  Interest rates would adjust to bring about equilibrium in savings and investment; and the wage rate would adjust to bring about a market clearing equilibrium for labour.  This would be the natural state with automatic adjustment in these prices (interest rates and wage rates) in real terms.

Money in this model is not regarded as having any impact on the real variables in the above explanation.  The often cited way of saying this is: money, in this model, acts as a 'veil over the real workings of the economy'. That is, changes in the supply of money had no effect on real interest rates, output or employment - money is 'neutral' in relation to the real economy. 

Money in this model is introduced through the Fisher Equation  based on the work of Irving Fisher (1867-1947) - http://cepa.newschool.edu/het/profiles/fisher.htm.    In the battle to establish explanations of the workings of the economy, Fisher's contribution was to be significant.  The largely critical New School of New York describes Fisher's Quantity Theory of Money in the following terms.

"The beast which John Stuart Mill let out of the cage, the "pure" quantity theory of Hume, was to be picked up first by Simon Newcomb (1885) and then, most famously, by Irving Fisher in his Purchasing Power of Money (1911). The theory can be succinctly stated by referring to the infamous "equation of exchange" these two economists introduced: 

MV = PT 

where M is money, V is velocity, P the price level and T the level of transactions. Behind the restatement of the old Quantity Theory by Newcomb-Fisher, then, we have three pillars: firstly, that V and T are fixed with respect to the money supply. Secondly, that the supply of money is exogenous. Thirdly, the direction of causation runs from left (MV) to right (PT). 

These last two pillars are the most crucial, for as we noted, Ricardo accepted the first proposition, but reversed the direction of causation and thus endogenized the supply of money. Smith, Thornton and Wicksell also had endogenous money. 

The story of the Quantity Theory then runs like this: since V and T are fixed and M is exogenous, then an increase in the supply of money will lead to an exactly proportionate increase in the price level. Thus, money supply expansions only cause price inflation.  ... Because output is given by the real side and the demand for money is an institutional arrangement, then V and T are more or less fixed. The only variables which remain, then, are M and P. If the equation above holds at all times, then if M rises, we necessarily need P to rise by the same amount. This is the restatement of the Quantity Theory. "

 - quoted from http://cepa.newschool.edu/het/essays/money/quantity.htm
Money then in this model is not regarded as having any impact on the real variables and operates only, it is then said as a 'veil over the real workings of the economy'.

It is the separation of the real working of the economy from the workings of money in the economy that gives rise to the Classical approach to macroeconomics as dichotomous. The real side and the monetary side of the economy do not interact in any fundamental way in this way the model's explanation of the workings of the economy is dichotomous.

Tutorial Questions

(a) Why may government economic policy be necessary?

(b) Explain Say's Law and the automatic mechanisms leading to market clearing equilibrium in labour market.

(c) Explain Irving Fisher's quantity theory of money

(d) Why is money seen as a 'veil over the real workings of the economy'?
(e) Why is the Classical model described as dichotomous?
This material may be used to answer a question such as the following:
· The 'classical' theoretical system has a dichotomous structure (monetary aspects are separated from real aspects) in which, according to the quantity theory of money, the money supply has the sole function of determining the absolute level of prices, remaining neutral with regard to the real economy (Acocella, p.134).  Elucidate and explain.

· In the Classical Model, it is said that money acts as a 'veil over the real workings of the economy'.  Explain why this may be so in this approach by (i) explaining the Classical Model analysis of the workings of the real economy and (ii) how the analysis of money gives rise to it not having an impact on the workings of the real economy.
*****
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