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Foreword
Carl E. Walsh

The last half century has seen a dramatic evolution in macroeconomics, from
old-style Keynesianism, to the rational expectations revolution, to the rise of
new classical economics, to the resurgence of new Keynesianism. Through-
out it all, Hicks's IS~-LM model, augmented since the 1960s by some variant
of a Phillips curve, remained the dominant pedagogical device for teach-
ing macroeconomics to undergraduates. There were good reasons for its
longevity. Despite being at odds with the emphasis on micro foundations
of mainstream macro theory, the IS-LM had two very big strengths. First,
as a pedagogical device, it lent itself to a graphical presentation that fit well
with the supply and demand diagrams that are the bread and butter of under-
graduate microeconomic courses. With an upward sloping LM curve and a
downward sloping IS curve, Hicks’s framework provided a convenient struc-
ture for illustrating how financial (money market) and demand side (goods
market) disturbances affected the macroeconomy.

Second, the outcomes of comparative static exercises using the IS-LM
framework matched with most economists’ understanding of the empirical
evidence. Increases in the money supply produced a liquidity effect, lower-
ing interest rates. With prices (or inflation) slow to react, the real interest
rate was also reduced, stimulating aggregate demand and output. Increases
in autonomous spending led to a rise in output and interest rates. Many
micro-founded, equilibrium models lacked both these strengths.

The advent of the new Keynesian framework (also known as the new
Neoclassical Synthesis or the New Consensus) has provided macroeconomists
with a framework whose microfoundations are clear but which offers the
pedagogical simplicity of the IS-LM-AS framework. Critically, it offers a more
realistic treatment of monetary policy by treating an interest rate as the policy
instrument.

This new framework will eventually dominate the way economists teach
macroeconomics to undergraduates. One clear advantage of the framework,
besides being more consistent with the models actually used in research and
monetary analysis, is its recognition that major central banks do not deter-
mine policy by setting a path for the supply of money, as is assumed in the
IS-LM framework. Instead, major central banks determine short-term inter-
est rates. Since students are familiar with debates over whether the Fed, the
ECB, or the Bank of England should raise or lower rates, the new framework
fits with what students read in the paper, and the instructor can focus on the

Xix



xx Foreword

more critical issues: Why does a central bank raise or lower rates, and how
do these rate changes affect the macroeconomy?

One consequence of treating the interest rate, rather than the money sup-
ply, as the instrument of monetary policy is that doing so makes clear that the
quantity of money is an endogenous variable, an interpretation long stressed
by Post Keynesian economists. More importantly, as noted above, treating
the interest rate as the instrument of policy aligns the classroom model with
the practice of central banks, allowing students to see better how theory can
help them understand actual economic developments.

Transitions from a tried and true teaching tool to a new one, even if
the new one offers significant advantages, are always difficult. Old frame-
works continue to dominate most textbooks, though in recent years, several
introductory and intermediate textbooks have been organized around the IS,
Phillips curve, and interest rate policy rule framework.

Fortunately, the essays in this volume offer a clear exposition of the new
approaches as well as critical appraisal of the basic model and suggestions
for extension. In addition to setting out the framework, the essays offer
instructors significant new tools for teaching students a macroeconomics that
is relevant for understanding real-world developments, yet still accessible.

Of course, despite the great advantages of dropping the LM curve, models
will always be too simple to capture all that is going on in real economies, a
point the present financial crisis illustrates quite dramatically. Just as the oil
price hikes of the 1970s led to an integration of inflation into undergraduate
textbook models, the next major step will be to incorporate credit markets
and risk, moving away from the single interest rate implicit in current mod-
els. Many of the essays in this volume offer ways to bring back the money
and credit markets that were dropped along with the LM curve in the basic
new Keynesian model.

CARL E. WALSH
Department of Economics
University of California
Santa Cruz, USA



Macroeconomic Theory and
Macroeconomic Pedagogy:
An Introduction

Giuseppe Fontana and Mark Setterfield

The purpose of this book, as its title suggests, is to reflect on the relationship
between contemporary macroeconomic theory and prevailing techniques
and practices in undergraduate macroeconomics education. Its primary con-
cern is with the development of simple macroeconomic teaching models
in light of recent developments in macroeconomic theory, with an eye to
promoting a better understanding of current real world issues. As such, the
chapters that follow focus on ‘content’, i.e. what students are taught and its
relationship to macroeconomics as it is currently perceived and practised by
the profession, rather than methods of and strategies for instruction.

Many of the chapters are intended for direct consumption by students,
and are suitable for explicit introduction into the classroom. Others are
aimed at instructors, with a view to influencing the way instructors think
about macroeconomic theory, and hence what they will subsequently seek
to teach to their students. Our hope is that the collection as a whole will
inspire academic economists to reflect on the relationship between contem-
porary macroeconomic theory and the teaching models that they use in the
classroom.! Put bluntly, our ambition is to influence macroeconomics educa-
tion by affecting both the material that instructors currently seek to present in
their classrooms, and the contents of future generations of macroeconomics
textbooks.

In many ways, this is a timely project. Macroeconomics has a long and
venerable history of revolutions and counter-revolutions, and since the sym-
posium devoted to macroeconomic pedagogy that appeared in the Journal of
Economic Education in 1996 (volume 27, issue 2), the discipline has undergone
another revolution of sorts. This is associated with the emergence of the ‘New
Neoclassical Synthesis’ or ‘New Consensus’ in macroeconomics, benchmark
statements of which can be found in Clarida et al. (1999), and Woodford
(2003). In its simplest form, the New Consensus is a three-equation model
consisting of an IS curve, an accelerationist Phillips curve, and a Taylor rule.
It is this last feature that points to the key innovation of the New Consensus,
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2 Introduction

namely the fact that it practises ‘macroeconomics without the LM curve’
(Romer, 2000). Hence, in IS-LM analysis, which has been the workhorse
teaching model in undergraduate textbooks for several decades, one of the
foundations of the LM curve is an exogenously given quantity of money in
circulation, determined by the central bank. In the New Consensus, however,
the interest rate is understood to be the instrument of monetary policy, and as
the central bank manipulates the interest rate, the quantity of money in cir-
culation is determined as an endogenous residual.? In light of all this, a debate
has recently emerged regarding the extent to which current undergradu-
ate macroeconomics teaching models are well grounded in and adequately
reflect the latest developments in the field. Several well known and widely
cited papers - including those by Allsopp and Vines (2000), Romer (2000),
Taylor (2000), Walsh (2002), Carlin and Soskice (2005), Bofinger, Mayer
and Wollmerhduser (2006), and Turner (2006) — have already attempted to
‘translate’ the New Consensus into forms suitable for presentation to under-
graduates at either the introductory or intermediate levels. Indeed, the New
Consensus has already begun to influence the content of macroeconomics
textbooks, as evidenced by Sgrensen and Whitta-Jacobsen (2005), Carlin and
Soskice (2006), DeLong and Olney (2006), and Jones (2008).

Not surprisingly, then, much of this book is concerned with the presenta-
tion, further development and/or critique of the 3-Equation New Consensus
macroeconomic model. Part I begins with an aptly-titled chapter by Wendy
Carlin and David Soskice, showing how the central ideas of the New Consen-
sus can be presented in a form that is accessible to an undergraduate audience.
Drawing on their recent works (2005, 2006) the authors provide a simplified
diagrammatical exposition of the 3-Equation New Consensus model. They
show how this model can be used to analyse a broad range of phenomena,
including current commodity price shocks. In so doing, they draw atten-
tion to two key features of the New Consensus, namely (1) its emphasis on
the forward-looking behaviour of the central bank; and (2) the necessity of
appealing to underlying behavioural relations when using the model for com-
parative static exercises. The latter is seen as a major pedagogical advantage
of the model relative to its IS-LM based predecessor.

In Chapter 2, Simon Wren-Lewis builds on the diagrammatical exposition
of the 3-Equation New Consensus model of Carlin and Soskice. He argues that
current undergraduate macroeconomics can and should be updated: central
to this project is expunging the LM curve from teaching models and re-
focusing discussion of monetary policy on manipulation of the interest rate.
The author shows that, in conjunction with an up-dated presentation of the
IS curve and an expectations-augmented Phillips curve, the resulting model
permits more intuitive discussion of macroeconomic outcomes and policy
interventions. The result, then, is an approach that not only modernizes
undergraduate macroeconomics, but also makes teaching macroeconomics
easier and more effective.
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The development of simple diagrams that can be used by undergradu-
ate students to understand interest rate setting by policy-makers is also the
purpose of Chapter 3 by Jagjit Chadha. The author constructs a simple
monetary-macro teaching model in keeping with the principles of the New
Consensus, and shows how graphical representations of this model can be
used to demonstrate the appropriate monetary policy responses to a variety of
demand and supply shocks, as well as dislodged inflation expectations. Par-
ticular attention is paid to the ways in which the zero lower bound problem
and the operation of private financial markets may complicate these policy
responses.

Chapter 4 by Roberto Tamborini is devoted to the development of a basic
macroeconomic model that conveys clear and theoretically consistent ideas
about the relationship between different monetary policy strategies, and the
levels of output and inflation. In a break with earlier chapters, Tamborini
comes to the rescue of the LM curve. More precisely, he seeks to re-integrate
a fuller account of the monetary sector — of the sort that was common when
the LM curve was in vogue - into a New Consensus model. This gives rise to
a macro teaching model that admits both ‘exogenous money’ and ‘endogen-
ous money’ regimes, depending on the policy choices and objectives of the
central bank. Tamborini argues that this model better integrates macroeco-
nomic theory with the material taught in monetar