Explain the importance of the money supply in new classical economics.


Introduction: The biggest challenge to ‘New classical economists’ was to explain why money was non-neutral, and how monetary disturbances played a major role in business cycles. Lucas principally achieved this in 1972 by developing two analytical devices ‘aggregate supply hypothesis’ and ‘rational expectations’. Although rational expectations was easily adopted by prior dominant economic theories, however the ‘continuously clearing’, ‘flexible price’, and ‘competitive markets’, which are the essential parts of the aggregate supply hypothesis cannot be reconciled by previous theorising. Lucas’s most notable achievement was to demonstrate that it was possible to develop an equilibrium account of aggregate instability. 

New classical economics (NCM) is based on a Walrasian tradition all agents are assumed to maximise utility on the basis of rational operations. Both the central assumptions ‘aggregate supply hypothesis’, and ‘rational expectations’ imply continuous market clearing in the absence of expectational error that is essentially due to imperfect information. This is in stark contrast to the Keynesian tradition. Keynes explained fluctuations in the economic cycle by referring to nominal rigidities ‘sticky prices’ which explains quantity fluctuations in goods and labour markets as equilibrating movements because prices are not able to change instantaneously when aggregate demand shifts. However according to NCM prices are flexible and instant adjustability is assumed. Markets are in state of equilibrium in the long run. Another critical point of differentiation is the analytical technique, NCM use Micro foundations to provide predictions for macro fundamentals that is why there is constant discussion of ‘agents’ rather than organised bodies. ‘A model, which postulates some form of wage or price stickiness inevitably involves the use of some ad hoc element in forming the link between micro-postulates and macro predictions[footnoteRef:-1] NCM is very similar to classical theory they share many common features such as the clear dichotomy between the nominal and the real economy. This implies that changes in the money supply have no real effect in the long run but will only determine prices. However one important distinction that differentiates the two theories is NCM explains economic fluctuations with the aid of random shocks or disturbances in the money supply.   [-1:   Reading pack Laidler ] 


The aggregate supply hypothesis depends upon the relative prices, which is essential for NCM to explain the fluctuations in output and employment. It is understood that workers have some notion of the expected real wage; there will be an incentive to work more now and take less leisure time if the current real wage is expected to be high. Conversely if the current real wage rate is expected to be low then labour supply will also be low. There is a substitution between current leisure time for future leisure time dependent primary on the current real wage rate. The output decision by firms is also dependent on prices. While a firm may know the price of its own goods the general price of other goods are not initially known. There is imperfect information between the different markets and it is only after a time lag that this becomes apparent. This is important since firms have to judge whether a rise in the market price for their good is actually a nominal increase or an absolute price change, which will ultimately determine their supply decisions. Firms face a ‘signal extraction’ problem due to imperfect information. This can be formally expressed as, 

Y-YN=(P-PE)

This states output (Y) deviates from its natural level (YN) only in response to deviations of the actual price level (P) from its expected price level (PE). When the actual price level is higher than the expected price level utility maximising agents will mistake this as an increase in the relative price level of their own goods and will employ extra labour and increase output. Individual agents become surprised since ‘prices convey this information only imperfectly, forcing agents to hedge on whether a particular price movement results from a relative demand shift or a nominal monetary one’.[footnoteRef:0] This results in output and employment deviating from its natural level. The principle manner in which this is achieved is through random shocks due to unexpected change in the money supply that causes errors in the price expectations of rational agents. The employment of the rational expectation hypothesis according to Snowdon et al (1994) entails that the errors in expectations are only random and reveal no discernable patter. Rational expectation (RE) implies that individual agents are able to form accurate expectations of economic variables that will coincide with there true value. ‘Rational expectations is the application of the principle of rational behaviour to the acquisition and processing of information and to the formation of expectations’.[footnoteRef:1] Hence the application of RE and the aggregate supply hypothesis means that it is only imperceptible and unexpected changes in the money supply that will cause errors in expectations and thus short run fluctuations in the business cycle. This will be better understood with the aid of a diagrammatical illustration.  [0:   Lucas E R. (1972:103)]  [1:   Maddock R. & Carter M. (1982:297) ] 
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