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CONCEPT: OVERVIEW OF THE CLASSICAL MODEL AND KEYNESIAN MODEL
● The classical model of economics was primarily used before the ___________________

□ This model had a _____________ approach to prices and wages
> Prices and wages would adjust quickly and accordingly based on financial conditions
> The economy was always assumed to be at _________ employment
- Everyone who wants to work is at work
- All resources are being used
> The economy is self-correcting, needing no intervention during period of inflation or recession
- Laissez-faire economics – allowing events to run their course without intervention
METAPHOR: Imagine a busy highway with a 60mph speed limit. During rush hour (i.e. recession), the freeway is packed
and no one can actually go the speed limit. Eventually, the traffic clears up (i.e. self-correcting), and the 60mph speed limit
is attained.
● The Keynesian model of economics was introduced during the ___________________

□ This model notes that some prices and wages may be ______________
> Prices and wages do not always adjust quickly
> The economy is not always at _________ employment
- Some people who are looking for work cannot find work
>The economy is not always self-correcting; government intervention could fight inflation and recession
METAPHOR: Imagine a busy highway with a 60mph speed limit. During rush hour (i.e. recession), the freeway is packed
and no one can actually go the speed limit. However, now, a semi-truck has tipped over and is blocking all lanes of the
highway. The traffic will not clear up until someone (i.e. government intervention) helps remove the obstruction. Afterwards,
the traffic clears up, and the 60mph speed limit is attained.
Classical View

Keynesian View
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CONCEPT: OVERVIEW OF THE MONETARIST MODEL
● The monetarist model of economics argues that Keynesian economics overstated the instability in the economy

□ Developed by Milton Friedman, a Nobel Prize winning economist, in the 1940s
□ Basis of monetarism:
> Primary focus on the _________________
> Competitive market system leads to a high degree of stability

□ Monetary policy focuses on the quantity theory of money:
- Quantity Theory of Money – a theory that connects the money supply with the level of prices
𝑀𝑜𝑛𝑒𝑦 𝑆𝑢𝑝𝑝𝑙𝑦 ∗ 𝑉𝑒𝑙𝑜𝑐𝑖𝑡𝑦 𝑜𝑓 𝑀𝑜𝑛𝑒𝑦 = 𝑃𝑟𝑖𝑐𝑒 𝐿𝑒𝑣𝑒𝑙 ∗ 𝑅𝑒𝑎𝑙 𝐺𝐷𝑃
- The velocity of money is assumed to be stable by monetarists
- Steady increases in the money supply would ensure steady growth in spending and GDP

□ In the real world, the velocity of money is not stable enough
- Monetarism strongly influenced monetary policy in the late 1970s and early 1980s
- Inflation soared during this period, leading to believe monetarism was flawed
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CONCEPT: QUANTITY THEORY OF MONEY
● Quantity Theory of Money – a theory that connects the money supply with the level of prices
𝑀∗𝑉 =𝑃∗𝑌

□M

= ____________________

□V

= ____________________  average number of times each dollar of the money supply is spent

□P

= ____________________

□Y

= ____________________

EXAMPLE: In 2014, the money supply equaled $2.8 trillion, while real GDP totaled $16 trillion and the GDP price deflator
was 1.09. Calculate the velocity of money using the quantity theory of money.

● The quantity theory of money argues that the velocity of money is constant

□ The average times a dollar is spent depends on factors that do not change often
> How often you get paid, how often you grocery shop, how often you mail your bills

□ A mathematical rule allows us to use the equation above (M x V = P x Y) to analyze inflation
∆𝑀 + ∆𝑉 = ∆𝑃 + ∆𝑌

> If the money supply grows faster than real GDP, then there will be ______________
> If the money supply grows slower than real GDP, then there will be ______________
> If the money supply grows at the same rate as real GDP, then there will be ______________
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CONCEPT: OVERVIEW OF THE NEW CLASSICAL MODEL
● The new classical model of economics has similar views to the classical model prior to the Great Depression

□ Developed by Robert Lucas, Thomas Sargent, and Robert Barro in the 1970s
□ Similarities to classical model:
> Economy tends to be at potential GDP
- Full employment and available resources are utilized
> Wages and prices are ______________
- Adjust quickly to changes in supply and demand
- This is one of the main differences from Keynesian economics, which viewed prices as ________

□ The new classical model builds on the original by including rational expectations
> Firms and workers form expectations about the future value of economic variables, like the inflation rate
> If the actual inflation rate is different than the expected inflation rate, there are economic repercussions
- See “Shifts in Short-Run Phillips Curve and Expected Inflation”
> The new classical theory agrees with the monetarist model that a monetary growth rule should be used
- In this case, a steady growth rule makes it easier for firms and workers to make expectations

Page 5

MACROECONOMICS - CLUTCH
CH. 24 - MACROECONOMIC SCHOOLS OF THOUGHT
CONCEPT: OVERVIEW OF THE REAL BUSINESS CYCLE MODEL
● The real business cycle model of economics focuses on changes in aggregate supply rather than aggregate demand

□ Fluctuations between inflation and recession are caused mainly by changes in:
> Technology  Increases in aggregate supply
> Availability of resources  Generally speaking, decreases in aggregate supply

□ The other models tend to focus on changes in spending
> Keynesian Model  use monetary/fiscal policy to fight recessions by increasing aggregate demand
> Monetarist Model  increases in the money supply will lead to increased spending
EXAMPLE: An increase in oil prices causes the input prices of many firms to increase, lowering production and employment
Recession in Real Business Cycle
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CONCEPT: OVERVIEW OF THE AUSTRIAN MODEL
● The Austrian model of economics was an early model that supported a free market system over government planning

□ Developed by Carl Menger and Friedrich von Hayek over the period of a few decades from 1890-1930
□ In the 1930s, von Hayek developed the theory of the business cycle
> When central banks lower interest rates, firm investment increases, leading to increased production
> The economic expansion that follows is unsustainable, leading to a recession
> The lower the interest rates go, the deeper the recession

□ The publication of Keynes’ General Theory in 1936 drove interest away from the Austrian model
□ However, the Great Recession of 2007-2009 fit the model well:
> The Fed lowered rates to fight the 2001 recession, leading to increased firm investment and output
- In this case, the surge in spending was in new housing, rather than factories
> The excessive investment in housing ended with a bubble and the Great Recession
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CONCEPT: OVERVIEW OF THE COMMUNIST MODEL
● The Communist model was the biggest critique of the free market system

□ Developed by Karl Marx in the 1860s, notably through his publication of Das Kapital
□ After studying mainstream economics, Marx believed he understood the long run of the free market system:
> Labor Theory of Value – all value of a good or service is attributable to the labor involved in creating it
- The owners of the businesses – capitalists – added nothing of value to the product
- Their “monopoly over the means of production” (i.e. factories) allowed them to exploit workers
- The value added by workers to production is much higher than their wage
> He believed that the wages eventually be driven down to “bare survival” levels
> Control of production would be consolidated by a few firms
- These firms would have trouble selling their products to the penniless masses
> Finally, the working class would rise up and “seize the means of production” and establish Communism

□ Marx died in 1883 without ever providing how a Communist economy would operate
□ Communism was attempted in Russia by the Bolshevik Party in 1917
- However, the Soviet Union was a cruel dictatorship
- Communism spread to other countries including China and the Eastern Union
- The Soviet Union collapsed in 1991
- The only remaining communist countries claiming to be based on the ideas of Karl Marx are:
_________________ and _________________
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