Keynes & Classical Economics

Economics started in the 18th century.  The first economist was a Scotchman named Adam Smith.  He wrote “The Wealth of Nations”; the first major book in economics.  He explained ho Demand and Supply, Markets, Buying and Selling, and Competition worked to bring together all of the parts of an economy; how resources are combined, and how goods and services got produced and distributed.  He laid all this out in a systematic manner.
One thing that he believed in was the power in markets.  He believed in it so much that he thought economics professors should be paid according to market standards; that students should pay professors to teach.  It’s kind of like when you pay to see a movie.  However, this strong belief in markets was in relation to microeconomics or the individual, but not much to say towards macroeconomics.  He assumed that if individual markets worked, then the whole market economy would work as well.

Some economists apposed minimum wage laws because the laws would create unemployment by not allowing the wages to drop low enough to hire workers at lower wage levels.

Says Law: Income Equals Expenditures
· Prices & Wages Always Adjust
· The Interest Rates Equates Savings and Investments

· Full Employment is the norm

Thomas Carlyle (English Historian & Philosopher) use to call Thomas Robert Malthus “The Writer of Dismal Science.”
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                   Thomas Robert Malthus

Malthus believed that population would grow in a geometric fashion while food would grow in arithmetic fashion.  He was a dissenting voice among economists in the 19th century who made gloomy predictions.  

Classic economists believed that we were always at full employment or always operating on the Production Possibilities Curve.  Increase in demand or spending had no real effect to the economy; it only affected prices.  Due to all the miscalculations, America suffered the great depression of the 30’s when unemployment was at 25% and stayed there for a few years.

For this reason, a new set of theories; a new school of economic thought emerged in the 30’s.  The most important theories were from John Maynard Keynes.  He wrote ‘The General Theory” in 1936.  

[image: image2.jpg]rKFY\I FS

K




        John Maynard Keynes
John Maynard Keynes taught in Cambridge University.  He differed from Classic Economists in that he believed full employment was not the norm, and that market economies were not safe.  Changes in aggregate demand are destabilizing, and prices are not very flexible; thus, changes in aggregate demand causes the business cycle.  Household consumption spending is the most important spending in the economy.  It accounts for approximately 2/3 of all spending.  Keynes said that disposable income is the key determinant in consumption spending and personal saving.  Also important is credit conditions (Interest Rates).  Another way Keynes differentiated from Classic Economists is on investment spending.  Classis economists assumed that business spending was dependant on interest rates.  Keynes believed that expectation was more important; the expected profits.  Also important are technological change, and current capacity compared with current demand.
