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“A personal level, the effects of unemployment are indisputable: loss of income, increased stress, and erosion of self-confidence. The painful consequences of inflation are also undeniable: anxiety over rising prices, loss of real buying power, and diminished confidence in the future.” 


“While there is little argument about the impact of unemployment and inflation, there has been a long history of debate about the cause of economic instability and its remedy. Since the 18th century, economists have developed conflicting theories about what derails an economy and what moves it back on track. Some theories call for government to take a hands-off approach.” Others call for a active management of the economy, but disagree on how to do it.” 


“Complicating matters, in the past 100 years, the most popular theories have been right at least some of the times, and wrong some of the times.” “As each decade passes, economists continue to reshape their theories about what causes and relieves the problems of unemployment and inflation.” 


“Monetarists point to the Federal Reserve’s Monetary Policy as the real catalyst for the depression.” “Well, there are a number of different explanations as to what really caused the Great Depression to occur, but from a monetarist's standpoint, their relief was that it was simply the result of the Fed’s inability to control the money supply, that there was a reduction in the money supply, for a number of reasons, that occurred during that time period, beginning in 1928 and continuing on, that actually led to the deficiency in spending that was what we call, The GREAT DEPRESSION.” 


“Milton Friedman, who is often regard as father of monetarism, often referred to it as, the Great Contraction.” “One reason that money was not available is that the Fed, still a relatively new institution, refused to add liquidity to the economy during the depression, even when panicky bank customers swarmed banks across the nation withdrawing their funds. One of the things that the Fed was set up designed to do when the Federal Reserve Act was established, was to be a, “Lender of Last Resort”, meaning that they would lend money to inherently sound banks so that they might survive a financial panic.” 


“So during the course of 1990 and 1991 as well, and early 1992, the Fed eased several times until it got short-term interest rates down to 3%, which was very low, because the inflation rate was also 3%, that meant it was zero in real terms.” “Interest rates remained at 3% until 1994, when the economy had recovered enough that the Fed allowed short-term interest rates to rise.” 


“The reason the Fed was allowing rates to go back up during the course of 1994, was that after being very sluggish for an extended period of time, the economy had gotten over that. It had overcome its 50-mile-an-hour head winds and was growing up very vigorously and so the extreme monetary ease that had been prevailing in 1993 was no longer appropriate. You needed to allow interest rates to rise so that we wouldn’t over stimulate the economy and cause inflation to start rising again.” 


“New economic theories don’t develop in a vacuum; they generally spring from changing economic conditions. Before the Great Depression, macroeconomic thought was dominated by the classical school, which stressed the economy’s ability to move toward full employment on its own.” 


“However, the severity and duration of the Great Depression caused many economists to rethink their acceptance of classical theory.” “John Maynard Keynes, who was living through the misery of the Great Depression, argued that wage rigidities and other factors could prevent the economy from closing a recession-ary gap on its own. He also showed that expansionary fiscal and monetary policies could be used to increase aggregate demand and move the economy to its natural level. Keynesian theory seemed to wok exceptionally well in the 1960s.” 


“Then the stagflation of the 1970s, resulting from decreases in aggregate supply, caused economists to update their theories.” “This led to the rise of monetarists and new classical economists, and the emergence of a new idea called Supply-side economics.” “In the 1980s, supply-side economics was put into practice during President Reagan’s tenure. The economic prosperity of the Reagan years and the huge national debt that was created, led to further adjustments in the economic theory, producing new Keynesianism. During the 1990s, new Keynesians incorporated many of the ideas suggested by monetarist and new classical economists, returning the dominant economic thought of the day to something more closely resembling classical economics. But the debate over economic theory is far from over, even in the 21st century will continue to shape economic theory. 


