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In the 1990s the term, New Keynesian macroeconomies, is being used with increas-
ing frequency, leading some economists to question whether their profession has gone
classification crazy. At a minimum it has left many in the profession wondering what
the term, New Keynesian, as opposed to Neo-Keynesian or Keynesian, means. To some
extent, I agree with this view. The way many economists, especially Mankiw and Romer
[1991], have used the term New Keynesian is confusing and does not help clarify
important distinctions among macroeconomists. New terms should clear up confusion,
not add to it; they should direct nonspecialists to the central issues at debate. But initial
terminological confusion can often lead to clarification, and can be part of the process by
which our understanding of the issues advances. New Classical is such a term; it was
added to economists’ vocabulary in the 1980s because the work it described made a
fandamental shift away from Neo-Classical thinking. The term made clear the major
shift in thinking that was inherent in New Classical work.

Elsewhere [Colander 1991; 1992] I have criticized Mankiw and Romer's [1991] use of
the term, New Keynesian, arguing that it is subject to a similar type of criticism as that
made by Frank Knight of Keynes. Knight argued that some things that Keynes said
were new and some things that he said were true, but, anfortunately, the things that
were new weren't true, and the things that were true weren’t new. Similarly, I argued

that while some of what Mankiw and Romer call New Keynesian is new, and some of it
is Keynesian, anfortunately the things that are new aren’t Keynesian, and the things
that are Keynesian aren’t new.!

In those articles I offered an alternative definition of New Keynesian economics that
I claimed was worth the trouble of learning and should enter economists’ vocabulary for
the same reason that the term New Classical economics entered into economists’
vocabulary.? Under my proposed definition the emerging New Keynesian literature is
work in which the central Neo-Keynesian/N eo-Classical issue of wage/price flexibility is
almost irrelevant; instead in New Keynesian work institutional coordination failures,
macroexternalities, and interdependencies lead to the existence of multiple equilibria
making real the possibility of aggregate X-inefficiency. The economy is in aggregate
equilibrium, but there is a preferable equilibrium which, given existing coordinating
institutions, the economy cannot reach without some type of new collective action.

Thinking about the macroeconomic problem in this way requires a radical shift in
approach; this is not your teacher’s macroeconomics. But it is the basis of a solid
emerging Keynesian answer to the New Classical challenge.’ In that debate, the term

“Keynesian” has come to include a much broader set of ideas than Keynes originally -

expounded. Keynes set out to justify a government activist policy for affecting the
aggregate economy. Tt is reasonable to conclude that models that do that are Keynesian.

New Keynesian economics opens up a whole new front in th
debate, a front in which it isnot Keynesians who are seeD as adding ad hoc assumptions

to the more general New Classic
assumptions to the more general New Keynesian model. In this emerging literature

New Classicals are directly engaged by New Keynesians in their own general equilibrium
terms. Thus, the nomenclature
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Keynesian macroeconomics (no prefix) generally refers to the macroeconomies found
in The General Theory [Keynes, 1936]. It is an informal contextual treatment of macro
issues similar to the informal contextual treatment of Classical economics. It rejects
both Say’s Law and the Quantity Theory of Money, and hence comes to different
conclusions about macro policy than does Classical economics. It argues that less than
full-employment equilibria can exist. It incorporates some type of a multiplier process in
the analysis, but does not relate that process to individual choices. It contends that fixed
wages are not the cause of recessions or unemployment but does not formally show how,
without that assumption of fixed wages, recessions and unemployment can exist. There
are probably eight or nine different interpretations of Keynes’s ideas, so what is really
Keynesian economics is subject to dispute.

THE “NEO” DEBATE

The historical debate between the Keynesians and the Classicals had many dimensions
— political, policy, behavioral —in the 1950s and 1960s and seemed to continue without
end. A variety of attempts to formalize that debate, and hence say precisely what it was
that differentiated Keynesians from Classicals, led to the adding of the “neo” prefix to
both Keynesians and Classicals. Thus, the terms Neo-Classical and Neo-Keynesian
developed as the Keynesian/Classical debate focused on certain aspects of the broader
Keynesian/Classical debate which could be presented in a formal model.

By adopting a common formal model, the Neo-Keynesians and Neo-Classicals came
to an agreement on what issues they disagreed upon. Thus the “neo” prefix refers to
Classical and Keynesian ideas translated into a specific formal model. Neo-Keynesian
and Neo-Classical variants of that formal model are what most non-macrospecialists
think of as Keynesian or Classical economics, but to a macrospecialist, they represent a
debate that is of much narrower scope than is the Keynesian/Classical debate.

Neo-Classical macroeconomics is similar to Classical macroeconomics (Keynes grouped
the two together), but it is more formally presented (i.e., it can be reduced to a relatively
simple set of equations) and it is less reliant on political and philosophical insights.
Nonetheless it retains a contextual perspective. It combines partial equilibrium analysis
with the two Classical propositions — Say’s Law and the Quantity Theory of Money — to
arrive at the same formal conclusions as does the Classical school.

Although the Classical school in the work of Dennis Robertson and A. C., Pigou was
evolving into the Neo-Classical school before Keynes, what is now called the Neo-
Classical model developed as a juxtaposition to Neo-Keynesian macroeconomics, In a

sense, Hicks’s famous article, Keynes and the Classics [1937], created both Neo-Classical
and Neo-Keynesian macroeconomics.

Neo-Keynesian macreeconomics is a semi-formal representation of Keynesian ideas

centered around Hicks’s IS/LM model. It corresponds to Neo-Classical economics. The
Neo-Keynesian model differs from the Neo-Classical model in its estimates of elasticities
of the demand for money and in its assumption of fixed nominal wages. Eliminate these
from the Neo-Keynesian model and one arrives at the Neo-Classical model.

The debate between the “neos” centers around empirical estimates of elasticities of

the demand for money (and hence the shape of the LM curve) and the reasonableness of
a fized nominal wage assumption. Neo-Keynesians argue that the fixed nominal wage
and price assumptions are reasonable; Neo-Classicals argue that they are not.
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Because the Neo-Keynesian model requires fixed nominal wages to lead to different
results from the Neo-Classical model, whereas Keynes was explicit that that assumption
of fixed nominal wages was not necessary, most Keynes scholars do not regard this
model as an adequate representation of Keynes's ideas. In the 1970s E. Malinvaud

[1977] and Barro and Grossman [1971; 1976] extended the formality of the Neo-
Keynesian model and presented Neo-Keynesian economics in a more complete general
equilibrium model, but their work is still classified as Neo-Keynesian since the central
Neo-Keynesian elements remain. Specifically, the central difference between their
Keynesian and Classical cases is dependent on fixed nominal wages.

As I stated above, not all macroeconomists accepted the formal Neo-Keynesian
interpretation of the Keynesian/Classical debate, causing many splinter groups and
much confusion. For example, many monetarists, most specifically Milton Friedman,
when pushed, rejected the formal Neo-Classical position, and related their arguments
back to the early Classical schools. This led to Friedman’s being “utterly baffled” by the

views attributed to him by Neo-Keynesians [Friedman, 1974).

The Keynesian counterparts to the monetarists were the Post-Keynesians. They,

Like the monetarists, argued that the Neo-Keynesians had it all wrong — that it was

impossible to achieve a deterministic model. Both these schools were throwbacks to the
early no-prefix classifications. They wanted to broaden the macroeconomic debate from
the narrow confines to which the neos had consigned it.

But these, and other, critics of the narrow “neo” debate lost out in the fight for
textbook space. By the 1970s the debate between Keynesians and Classicals was seen
almost exclusively in the variations of the formal models in which nominal wage
flexibility played a central role. Asthathappened the Neo-Keynesian and Neo-Classical
dents as the entire Keynesian/Classical debate. Thus,

models were taught to stu
£ the intellectual debate, setting the stage for the next

students lost sight of much o
development in macroeconomic thought, in which, instead of moving back to the broader

debate, the discussion shifted to the aspect of the Neo-Keynesian model that caused the

Neo-Keynesian model to differ from the New Keynesian model — the assumption of

nominal wage and price flexibility.

THE “NEW” DEBATE

In the early 1970s the Neo-Keynesian position of fixed nominal wages was called
into question by the work done in the micro foundations of macro and by a group of
writers who later became known as the New Classicals. This work argued that rational

individuals would not be
position based on wage inflexibility was not a tena
undermined the Neo-Keynesian argument which required that individuals respond

differently to real wage decreases caused by price rises than to real wage decreases

caused by falls in nominal wages. Without that assumption wage inflexibility was not
d market clearing. The general

consistent with assumptions of rational expectations an

adoption of these latter agsumptions by most macroeconomists led to the rise of the New

Classical School and the demise of Neo-Keynesian economics.
New Classical macroeconomics is much more formal in its mo

Neo-Classical macroeconomics. It uses a non-
institutional backdrop is totally contained within the equations of the model itself.

Nonetheless it arrives at roughly the same ideas as the other Classical schools.
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dels almost any result is possible: there are
infinite potential equilibria. To arrive at any model with a limited number of equilibria
requires heroic institutional assumptions. The conclusions of macroeconomic models do
not follow from theories; they follow from ad hoc institutional assumptions. The New
Keynesian position is that bread institutional assumptions, not questions of wage fixity
given an institutional backdrop of perfectly functioning markets, should be the central

element of macroeconomic debate.

Starting from these highly abstract mo

THE DISTINCTIVE ELEMENTS OF NEW KEYNESIAN THOUGHT

Using the above terminological backdrop, let me now be more explicit about why
New Keynesian economics requires its owWn classification. I accomplish this by posing
two questions central to the macroeconomic debate and comparing the New Keynesian

answer with the Neo-Keynesian answer:

1. How can a macroeconomy get stuck at a less than full-employment

equilibrium?
9. Should wage and price rigidities be a fundamental research question

of macroeconomists?

Neo-Keynesians answer these two questions as follows:

1. The macroeconomy can get stuck at less than full-employment
equilibrium if there are not perfectly flexible wages and prices.

9 Tt follows that the answer to Question 2 is that the flexibility of
wages and prices is 2 fundamental research question for Neo-

Keynesian economists.’

New Keynesian economics agrees with Neo-Keynesian economics that an under-

full-employment equilibrium can occur only if wages and prices are less than perfectly
flexible (or if there are corner solutions) but it does not see this question as worthy of
significant study at this point of development of the macroeconomic model. Hence, the
Neo-Keynesian and New Keynesian answers to the second question are fundamentally
different. Neo-Keynesian economics focuses on issues of wage and price flexibility; New
Keynesian economics focuses on more general issues of coordination faitures. Thus, in
the work of New Keynesian economists, Jike that of Classical economists, there is little
direct analysis of issues of wage and price level flexibility or unemployment.
Unemployment is a derivative issue to be considered only after certain difficult questions
in general equilibrium have been resolved.
Pushing the issue of under-full-unemployment equilibria temporarily aside does not

end the macroeconomic debate. The novel element in New Keynesian thought is the

recognition that, simply because there is ne unem

that the aggregate equilibrium arrived at by individual choice is optimal., There can be

what might be called aggregate X-inefficiency, which means

desired level, or the level that could be achieved

coordinated. _
ortant, and must ultimately be :

Thus, while agreeing that unemployment is imp

explained, New Keynesian economics first tries to understand potential inefficiencies

ployment, there is no reason to believe

the output is not at the -
ifindividuals’ interactions were better
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A Macrofoundation to Micro and Interdependent Choice

New Keynesian authors have shown that the above story is totally consistent with
microfoundations and rational expectations. They have shown that to arrive at its
unique equilibrium result New Classical economics makes what might be called the
independence assumption: individual choice can be analyzed independent of the aggregate
context. New Keynesian economics differs from New Classical economics by not accepting
this independence assumption. It argues that that assumption is ad hoc and inconsistent
with reality. A more general analysis of individual choice sees choices as interdependent
with others’ choices. Put another way, just as there is a microfoundation to macro, o too
is there a macrofoundation to micro which incorporates those analyses, and which must
be considered before individual choice is analyzed.

Only by studying individuals’ choices in their macroeconomic context can one
understand interdependent choice. Without a variety of ad hoc assumptions, there are
many different rational expectations. Depending on which of the many rational
expectations individuals hold, many different equilibria are possible.

When one considers the macrofoundations of microeconomics, one comes away with
a strong sense of indeterminacy; many possible aggregate equilibria are possible. The
actual equilibrium at which the economy arrives can only be determined contextually,
with a knowledge of people’s prior history and of the existing institutions. The actual

equilibrium can be path dependent and expectations can be self-fulfilling. For example,
individuals’ production could depend on their expectations of others’ demands (and,
rationally, expectations must). If individuals expect low demand, they will produce little
and there will be low output equilibrium. Thus sunspot equilibria and self-fulfilling
expectations models are key areas of New Keynesians' research.

The New Keynesian Production Function

The above conceptual discussion has, T hope, provided a sense of the New Keynesian
vigion. Let me conclude with a brief discussion of how that New Keynesian vision
changes the macroeconomic medel that we study and teach students. This New
Keynesian vision will become part of the economists’ terminology only if it is teachable.

Neo-Keynesian, Neo-Classical, and New Classical macroeconomics all model the
aggregate production function as a static technical phenomenon. It follows from this
conception that an economy with perfectly flexible prices will be operating at peak
efficiency. As I discussed above, New Keynesian economics challenges that conception
of the production function and the conclusions that an economy with perfectly flexible
prices will be operating at the socially optimal equilibrium. Specifically, it argues that
such a specification assumes precisely that which is at issue — whether an aggregate
economy will be operating efficiently. New Keynesian economics no longer assumes that
an economy with perfectly flexible prices will operate at the socially optimal equilibrium.
Multiple and nonoptimal equilibria are possible and existing market structures will not
necessarily choose among these alternative equilibria.

Such issues can be added to the production function by including a new term,
coordination, in the production function as in the following:

X =fKLC).
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The coordination variable, C, can cause the production functi i i
mabkes it technically possible for the same inputs Ii?o be associiegic;?htgisﬁill'{znirfwui?; 11;'
outpu_t. fI‘he New Keynesian research agenda is to examine and understand th Ot
coordination factor and how it interrelates with markets. :

_ That research program necessarily involves institutions which in the New Keynesian
view 1_1ave t?vo Fo_les: to coordinate individuals’ expectations about others’ actions and t
;oordznate individuals’ actions, given expectations. All other schools of macro havz
Iﬁ:ﬁiﬁs 021 f;lill(:l sicond of('{‘giese t.rwo.r?Ies ar’ld have concluded that perfectly flexible price
necessarﬂitm:‘ y coordinate individuals’ actions. New Keynesians argue that is not

Thus for New Keynesians, the aggregate production functi i
ﬁx_ed peint around which fluctuations oecur, aslzt does in the ﬁ?@%ﬁaﬁcﬁgﬁ? oy
point of: departure to look for deviation from perfect competition, as it does in the ’I\? :05}
Keynesian _n}odel. Instead, New Keynesian economics challenge; the basic assumption
of the tradlt}onal approach and eliminates that fixed point. The existing :i.nstitutli) 1
structgre ?vﬂl determine which equilibrium the economy will reach; theory will 2111?:
'.Phu‘s, u.onlcally, the highly abstract New Keynesian economic analysis: makes a stud, : f
1nst1tut}ons central to the analysis of macroeconomics. In doing so New Ke essim
economics re?:t'lrns Keynesian economics to its role as the general theory Whic}leloan

mu1t1pl§3 equilibria, and makes Classical economics a specific theory that follows frws
Key}les;m thIt;ory if one makes certain ad hoc institutional assumptions -
n New Keynesian economics, markets (and hence mone ‘
monfetary and fiscal policy are seen as technical phenomena tg;ta;?gﬁls?nizzg;: tt}fff
efficiency of aggregate production. They can cause the aggregate production function
and hence the supply curve, to shift. They affect the economy not through demand gi ,
supply, but through the coordination variables. They are inherent in the :1ns*titl.ztgi’:)vEia:i1
structure and ca}nnot simply be tacked on to a model assuming an institutional structlrxlre
that do.es not mclgde. an explicit analysis of them. Similarly, in New Keynesian
Esgilgixg;ﬁnrgns}?:ic;i oﬁheregt in the aggregate production function. Tt assists in
N g s
gl e etomoy g; f.l om?onetm issues must be analyzed within a framework of
Tl:us addl_tion of coordination to the production function changes the nature of the
gues_tmr}s raised by macroeconomists from policy questions, given institutions, t
mstatytmnal questions. Since whether a change is seen as a p’olicy or an institutio,n L;
question depe'nds on .the model, not the change being talked about, all the tradjtionzi
n;iz(:ix;cl):tcionofm;;c q.uestmns can b.e asked. They now become questions relating to aggregate
gtmcturg.n netion, not questions to be tacked onto an implicitly assumed institutional

CONCLUSION

The above discussion has been brief, but, I hope, has conveye i
t(;llt;spartx?re_ that New Keynegian work is making, Itisnot tzfck’ing on mjcrc?rfo?lnt;-l:ti:)rrllasjg
e existing Neo-Keyneman model; it is instead searching for the appropriat
macrofo_undat.mns for microeconomies. If successful it will not only changepthlz .
economists think about macro, but will also change the way they think about microway
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NOTES

T would like to thank Hans van Ees, Harry Garretsen, and the editors for helpful comments on earlier
drafts.

1. Mankiw is not a strong advocate of his definition; in private correspondence to me he stated that he isnow
somewhat disparaging of all nomenclature issues, including his use of the term New Keynesian. In his
recent paper, “The Reincarnation of Keynesian Economics” [Mankiw, 1992], he writes that “With new
Keynesians looking so much like old classicals, perhaps we could conclude that the term ‘Keynesian’ has
out-lived its usefulness.”

2. Iclaim a certain right to discuss the meaning of the term, New Keynesian, since I was one of its originators
[Colander and Koford, 1985; Colander, 1986].

3. Inmy view, whether this multiple equilibrivin approach to macroeconomics can be found in Keynes is a side
issue of anly historical interest. The real issue is how best to conceive of the macroeconomic problern,

4. 'This table is a modification of tables in Colander [1986, 346, 370].

5. One of the problems I have with Mankiw and Romer’s definition of New Keynesian economics is that the
central element is wage and price flexibility and the interaction of real and nominal rigidities. Since the
guestion of wage and price rigidities has always been part of Neo-Keynesian economics, in other papers I
suggested that, at most, this work could be called New Neo-Keynesian [Colander, 1991; 19924, but said
that such subclassification strains the memory banks of even macro specialists.
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