Keynes & Classical Economists
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Classical economics. In the 18 century the economy begins as a social science. The first important economy was Adams smith, when he wrote the wealth of nations. In 1776 the book was published. Adam Smith was the first who explain who economy work and the law off supply and demand. He believe in the decision making power of market. That there decision in the marked can make decision to keep the equilibrium in the marked.  He didn’t said nothing in macroeconomic, he believed that if by individual level work it will do also in macro level. He thing that they could avoid unemployment if they change the wage, for example if the wage going doing they can hire more people. The classical macroeconomic theory as Says law said that income equals expenditure, in the marked prices and wages will always adjust, the interest rate equates saving and investment, and full employment is the norm. Saving is not spending. So to maintain the balance the government has to intervene to put in the market the money that you don’t spend. Saving and investment depend basically in the interest rate. Total investment will be equal to total income. They assume that the economy will keep always a balance, and will be stable. A market economy will be stable and even if there were some fluctuation it will fix it self and will cause full employment.  This believes continued until the 19 century. IN 1929 a big crisis in the world included in the United States show that something was wrong with this model. In 1930 the unemployment gets until to 25 percent. New schools of economic theorist came with Keynes theories. Keynes wrote the most famous book that has been wrote in the 20 century and the title of his book was the general theory of employment interest and money. Was wrote in 1936 and changes the way of economic was saw. Almost the entire most famous economist was the English and British. Keynes was born in 1883 and died 1946. Ha said that he just had one regret in his life and that was that he didn’t drunk enough champagne. He focuses on the problems of the great depression. The Keynesian macroeconomic theory was based on the great depression of the 1930 and said that the full employment is not the norm and that the market economies are basically unstable.  Keynes said that since we don’t have flexible prices and wages to help stabilize the Economy, and since we cannot count with interest rates to equate savings and investment, we have to look to other variables that can measure things like overall spending and saving. Keynes considered that the primarily determinant of personal consumption spending and personal saving was Disposable income. The more you make, the more you spend. The more income you have, the more consumption spending. Consumption spending is about 2/3 of all spending in the economy; therefore, it is the most important spending in the Economy.   The more money you make, the more money you can save.  The more money you make, the bigger percentage of savings you will save. Disposable income comes in with the more money a person makes; thereby, the higher the income, the more disposable income you will have available to spend.  

The second variable is Credit Conditions, which means interest rates, the availability of loans, and how easy or difficult is to get them. As credit conditions get tighter and as funds get scarcer, the consumption spending goes down. The third important variable is Wealth. It is a stock variable. Wealth can be changed by prices. Wealth and consumption have a direct relationship because the more money you have, the more money you can spend. Expectation is the last discussable variable. If you are pessimistic with your spending, you are going to save. If you're a pessimistic business owner, you're going to save and not spend. If there is a recession, more people are going to save, which is bad for an economy and can extend the recession and the time it takes before the economy can recover. Investment spending is the spending by businesses on new equipment, new factories, and new buildings. Classical economists believed that investment spending depended primarily in interest rates. In contrast, Keynes believed that investment spending depended on expected profits. Interest rates and technological change can spur and increase an investment spending; however, they are not the most important things. Finally, he related current capacity with current demand. If your factories are operating at their maximum capacity, then you may buy a new one. If your factories are not producing, you won’t buy any. 

