Keynes and Classical Economists


Adams Smith was the first major economist of the classic school of macroeconomics. He wrote the first major book of economics called “The Wealth of nations”. The book, published in 1776, creates a theory that relates important elements of economics. Examples of these are markets, supply, demand, buying, and sales. He believed in the decision-making ability and the individual supply and demand, the market for microeconomics purposes, individual workers, and the decision-making ability present in the market, (allow markets to function). If the market works, then the totally market economy will work.

The original economics promote the overall economic stability, and macroeconomic growth. The markets are based in the labor market also known as the purchase and sale of labor. If wages adjust, then the firms will access to a bigger amount of labor. If the amount of labor increases, then the wages decrease. If the demand for workers increases, then the wages increase. The wage law prevents employment because the firms cannot access the amount of labor needed.

Savings and investment are some of the bases of macroeconomics. Say’s Law set the impartiality between income and expenditure. He assumed that prices and wages always change, and the interest rate compares savings and investment. And full employment will be the standard on the market. If households save money and don’t expend it, then somebody has to expand the amount needed in order maintain the stability, meaning income equal to expenditure. This is called investment expanding (Business Sector Expansion). Classical economist believed that the mechanism build stability on the market. When the economy acquires equilibrium between excess demand and supply, the market will acquire full employment. 

The classical economist thru the nineteen century to the first part of the twenty century believe that savings has a direct relation with interest rate. When the interest rates are high, is more attractive to the people save money because the capital resulting from interest is relatively high. If the interest rate is not attractive, then the people will expend more. The point where the investment intercepts savings is the equilibrium point. The savings amount has an inverse relation with the price levels of all products. The prices will drop when the people expenditures are very low. High expending levels represent potential higher prices in all products in general.

After some of the most important events of the nineteen century, the theory that relates supply and demand was far from the reality found in the US. Supply doesn’t create its own demand in all cases, and when the economy in equilibrium is not always in full employment. The invisible hand was closer to the big companies than to the citizens.

John Keynes was one of the most important members of the new generation of economist. He was a very dynamic-interesting person. The genesis of Keynes was the problems of the Great Depression of 1930. He believed that full employment is not the norm, and the market economies are basically unstable. For example, in a recession the people are going to increase their savings. The opposite will happen during the expansion of the economy. The tendency of the people to save goes in reverse direction of the economy. This is because the economy is dependent in the expenditure capacity of people. Changes in aggregate demand are destabilizing, and prices are not very flexible.


 The John Keynes views of aggregate demand and aggregate supply were clear. In a graph that relates both variables, the aggregate supply is represented by a horizontal line. This means that the prices are relatively fixed, and aggregate demand decreases. 


Keynes believed that personal consumption and savings involved other variables. One of these is disposable income which is the income earned minus taxes. Most people save more money as their income increases. The people also tend to expend more when their income growth. This is important for the expansion of the economy because consumption expending is about two thirds of the total expending in the economy. The credit conditions are other factor to consider. When the credit conditions become more selective, the expenditure will decrease. The third important variable is wealth. Wealth is a stock variable. It is how much do you have in a specific moment in time. Wealth can be change by prices. Wealth and consumption are directly related. This is one of the reasons why stock market crushes have a big transcendence. The final factor is expectations. In a resection, the people have a pessimistic expectations referring to the future. The people under this kind of expectations tend to make business cycle conditions worst. Positive expectations will impulse the economy because the people increase their expending. 

When there is cero amount of income, the people expend something and savings are negative. The reason of negative expending is the increment in debts because the people is expending beyond their income. If the people expend the same amount of money that they earn, the savings are equal to cero. During a recession, the people become pessimistic and the consumption is going to shift down and the savings line will shift up. This is because savings is the part of your income that you don’t expend. 


Business expending is the construction of buildings, the purchase of equipment, or other purchase of gods or services related with their business. Investment spending has strong relation with expected profits, interest rate, technological change, and the current capacity compared to current demand.










