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Abstract – During the decade ‘80s economic policies began to be pursued that were in line with New Classical and particularly Monetarist 
theory both in the USA and Europe by conservative governments that had come to power. It was based on the assumption that the 
economy would automatically come to full-employment equilibrium, or using the concept first introduced by Friedman, at the point of 
natural rate of unemployment (nru). To achieve price stability along with automatic natural-rate-of-unemployment equilibrium, 
therefore, Keynesian policies of raising aggregate demand, including monetary expansion had to be discarded, and Monetarist tight 
money policy implemented instead. But the proposition of automatic natural-rate-of-unemployment equilibrium claimed by both New 
Classicals and Monetarists did not materialize; unemployment persisted and even increased during the ‘80s. The failure of New Classical 
and Monetarist policies made Keynesianism mainstream once again in the academic circles and this movement was called “Counter 
Counter-Revolution” (Blinder 1988, Mankiw, 1990). 

The New Keynesians, who accepted the Keynesian unemployment (un-N) proposition and also accepted the criticism of the New Classicals 
that Keynesian macroeconomics lacked microeconomic foundations, tried to lay down the micro foundations for Keynes, but not by 
accepting perfect competition and Walrasian equilibrium but by pointing out to diverse reasons of “imperfect competition”, “inflexibility 
of wages and prices” and “lack of coordination between markets”. The pioneers of the New Keynesian Economics which emerged in the 
USA in the beginning of ‘80s are Alan S. Blinder, N. Gregory Mankiw, John Taylor, and David Romer. 
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I. INTRODUCTION: THE RISE OF KEYNESIANISM AS A REACTION AGAINST NEW CLASSICAL SCHOOL IN 

THE ‘80S 

In the previous article on New Classicals we had studied the major factors that played a role in the demise of Keynesianism and 
the rise of the New Classicals School. This account was based mostly on Alan Blinder “The Fall and Rise of Keynesian Economics”. 
Again, according to A. Blinder, the rise or re-rise of Keynesian Economics during the years 80’s and on can be explained mainly 
by the factors below. 

Firstly, as it should be remembered, the New Classicals School or paradigm had the emphasis on theoretical purity at the 
possible expense of empirical validity. It had become widespread during the years ‘70s of deep and long recessions. The New 
Classicals Economics declined policy recommendations and depended on the flexibility of wages and prices to pull the economies 
out of recession. Thus, empirical evidence was against the New Classical School. But the recessions were deep persistent. Again, 
in the years ‘80s we witnessed the Reagan-Volcker (FED chairman) tight monetary policy which had decreased inflation at the 
expense of a very high unemployment. This, too, could not be well-explained by the New Classicals theory, but could easily be 
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explained by the old-fashioned Keynesian theory. Similarly, depressions during the ‘80s in European countries could not be 
explained also by the New Classicals theory but by the Keynesian theory. Thus, in all the empirical evidence during both the ‘70s 
and the ‘80s was against the New Classical paradigm but in line with the Keynesian theory and political recommendations (Here, 
of mean, they did no pursue Keynesian recommendations and thus received adverse results). 

Another blow to the New Classical theory was the Barro’s argument that debt-financial tax-reductions should have no real or 
nominal effects, because rational agents correctly perceiving their future tax liabilities would act to offset them. Thus, the only 
result would be a rise in private savings to offset the government dissaving. But econometric studies did not confirm Barro’s 
argument. Here, again, the New Classical theory failed in giving policy recommendation and representing the actual events. 

The European depression should be noted here as another a third event that run counter to the New Classical paradigm. The 
European depression was deep and long. The New Classical economists had, according to A. Blinder, no explanation to offer. In 
contrast, the Keynesian explanation of the European depression was straightforward. According to the Keynesian explanation, 
European governments and the Central Banks had decided to fight the inflation by highly restrictive monetary and fiscal policies, 
thus resulting in the deep and long recessions. 

As the fourth factor, it should be emphasized here that the New Classical attack on the Phillips Curve was also very important. 
Both Lucas and T. Sargent had argued that during the ‘70s, the Phillips Curve as incorporated in the Keynesian System had gone 
thus invalidating the Keynesian theory. But the later econometric studies including that of Robert J. Gordon’s proved that during 
those years had only witnessed upwards shifts of the Phillips Curve –because of cost inflation or supply rigidities due to energy 
shock-, thus, the Phillips Curve was still alive. 

So, the upshot is that, although the New Classical theory was consistent and pure, it had little empirical validity. This, in 
contrast, to the Keynesian theory which was theoretically inadequate in the sense that it lacked microeconomic foundations but 
gave accurate empirical results. Hence, the New Keynesians did not simply go back to the old Keynesian theory but instead tried 
to establish consistent microeconomic foundations for the Keynesian theory. It should be remembered that the New Classicals had 
based their macroeconomic analysis on the premises of perfect competition and Walrasian general equilibrium. This price and 
wage flexibility should have resulted in automatic equilibrium at the natural rate of unemployment (nru). Instead, New Keynesians 
in establishing microeconomic foundations dwelled mostly on imperfect competition and cases that has no relation with perfect 
competition and full price- and wage-flexibility. In doing so, the New Keynesians did actually establish microeconomic foundations 
for the Keynesian macroeconomic analysis and the Keynesian macroeconomic result of less-than-full-employment equilibrium due 
to lack of effective demand, but this, in fact, stemmed chiefly because of market imperfections -such as sticky prices, staggering 
wages and prices, lack of coordination between markets, menu costs, etc. This means to say that the New Keynesians are on the 
way to make the Keynesian macroeconomic theory consistent with the microeconomic theory, or in other words, they will the 
micro foundations for macro theory, but they will in future possibly change the microeconomic analysis which gives prominence 
to perfect competition to a microeconomic analysis which gives preponderance to imperfections. This is why the New Keynesians 
often deal at great length with models of imperfect competition, price and wage rigidities and less emphasis is given on overall 
macro analysis because the understanding is that once they establish micro foundations based on imperfect competition, the 
Keynesian macroeconomic results would follow suit. Hence, unlike the earlier Keynesians, most of the New Keynesians deal with 
micro foundation and in doing so, many New Keynesians accept the Rational Expectations assumption (RE) as well. It should be 
emphasized, here, that as models built by New Keynesians show the major assumption that gives equilibrium at nru is not RE, but 
the full flexibility of wages and prices. So, by accepting the RE assumption, understandably, New Keynesians thus avoid one line 
of attack that would come from New Classicals, out still retain their basic conclusion of Keynesian unemployment due to lack of 
effective demand. 

It should also be mentioned here that some New Keynesians accept nru and the very long-run inclination of the economy to 
settle at nru except that since the time taken would be very long, they would advise Keynesian policies to fight the unemployment. 
Some New Keynesians, on the other hand, refute the idea that the economy would somehow come to equilibrium at nru. Instead, 
they argue that the economy would show tendencies to stay at high or low employment levels once these are actually attained. This 
is called Hysteresis. Hysteresis is more in line and is in fact more consistent with the Keynesian theory compared to the conception 
that the economy would in the very long-run evolve towards the nru. The nru fits with consistency to Monetarism and to the New 
Classical School and is not too Keynesian. Again, although many New Classicals accept RE since it would have no effect reaching 
the Keynesian condition of less-than-full-employment, this assumption was explicitly rejected by Keynes himself because Keynes 
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insisted that we lived in a world of “uncertainty” in which predictions of the future from post data was simply impossible. In 
contrast, RE assumes full access to data, past data and cross-sectional data by economic agents, a correct statistical analysis of this 
data and extrapolation of the future course of events, at least in terms of Bayesian probabilities. 

It should also be noted that when Keynes wrote his book in 1936 the microeconomic analysis was based on perfect competition 
and with some special cases of monopoly, duopoly and oligopoly. Chamberlin’s and Joan Robinson’s books on imperfect 
competition had just been published in 1934. Therefore, although being aware of the need for micro foundations, Keynes could not 
go deeply into the matter and at one point he stated that we would have unemployment due to lack of effective demand (in other 
words, savings-investment inconsistency) even though we might have perfect competition prevailing in the commodity markets. 
Likewise, for Keynes, as in his original book, if we threw aside labor unions and let the wages fall, we would still be unable to 
reach full-employment equilibrium because of the same reason. It should be noted that for New Keynesians, this is not quite so 
because perfect competition in all the commodities and labor markets would indeed lead to automatic perfect competition in all the 
markets and hence, there would never be Keynesian unemployment. The New Keynesians, therefore, dwell on the imperfect market 
conditions as microeconomic foundations of the Keynesian macroeconomics.  

Another point here would be a comparison of New Keynesians which is mainly comprised of American economists who faced 
severe criticism from Monetarists and New Classicals, and the so-called Post-Keynesian economists who are mainly in the United 
Kingdom with only a few American economists having joined them. The Post-Keynesians refute RE and cling to the Keynesians 
assumption of uncertainty. They all also accept hysteresis, that is, they refute that the economy would ever come to equilibrium at 
nru. So, Post-Keynesians are more in line with the original or fundamental Keynesian teachings. Some of the more notable New 
Keynesians are Alan Blinder, John Taylor, Stanley Fisher, Gregory Mankiw, David Romer and others. 

The fifth point which is contradictory to New Classical paradigm is the movement of wages. According to the New Classical 
paradigm we should have low wages leading to a high employment rate (say, nru) and high wages leading to low employment 
levels. That is, the wages should be contra-cyclical. Empirical observations, on the other hand, show that wages are pro-cyclical, 
that is, rather high during boom periods and rather low during troughs (i.e., high unemployment periods, including depression 
times). This empirical observation of the movement of wages is explainable more readily with the Keynesian macroeconomic 
system. At high levels of aggregate demand (AD), say, due to fiscal and/or monetary policies or otherwise due to an upward shift 
of the investment function due to technological progress, both output and employment as well as nominal prices and nominal wages 
would tend to rise. During troughs, that is, low levels of AD, on the other hand, although output and employment would fall down 
and similarly nominal wages and prices will also fall down, they will, however, fall down only slightly due to rigidities. Thus, we 
would get a movement of nominal wages which is more or less pro-cyclical, as is also empirically observed. 

II. BASIC TENETS OF KEYNESIANISM 

It should be interesting to dwell on the basic tenets of Keynesianism at this point. An explanation is offered by A. Blinder in 
his “The fall and Rise of Keynesianism”. Blinder first notes that, as a rule of thumb, economic liberals and interventionists were 
called Keynesians. Indeed, throughout the years 1936 up to ‘80s, Keynesians were generally economic liberals and interventionists 
while Classicals and New Classicals were on the side of laisez-faire and hence conservative. During the years ‘70s when 
Monetarism and in particular New Classical School was in vogue, Keynesianism was used as a pejorative to mean old-fashioned 
and wrong. However, according to A. Blinder, Keynesianism is a theory of AD and a theory or a macroeconomic system which 
concludes that the effects of changes in AD work on y and N rather than price rises and inflation. The first three tenets of Keynesian 
macroeconomics follow from this: 

• First point AD is influenced by a host of private and public economic decisions and sometimes behave erratically. There 
are differences of opinion concerting the effects on AD of monetary versus fiscal policy. In the earlier days, Keynesians believed 
monetary policy was ineffective because of -ler = ∞ (that means liquidity trap) while fiscal policy was effective (i.e., raising (g) or 
lowering t(y)). Later on, we had the Monetarist argument that fiscal policy is powerless because demand for labor is very inelastic. 
While under these circumstances monetary policy was the effective policy in raising AD (hence, raising y and N, but only or the 
short-run as Friedman argued with his adjusted expectations). 

Today, all Keynesians and Monetarist no believe that both fiscal and monetary policy will effect AD. In contrast, many New 
Classicals believe in debt-neutrality, that is, substitution of debt for taxes would have no effect on total AD (This means when g is 
increased it will create a budget deficit, but this budget deficit is financed by increased internal borrowing, and hence, this should 
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leave AD the same, except that as a component public savings that would decrease and private savings would increase). Keynesians, 
that is, New Keynesians disagree with this analysis, as, for instance had been put forth by Robert Barro, a New Classical. 

• According to Keynesian theory, changes in AD would have their greatest impact on y and N and not on prices in the short-
run and the short-run lasts long enough to worry about initially, Keynesians believed that both the IS-curve in the IS-LM analysis 
and the AD curve in the AD-AS representation of macro equilibrium were upward sloping and quite flat except then we reach 
exceedingly high levels of capacity utilization. 

Later and following the Phillips Curve (P.C.) by Phillips and the interpretation of the P.C by Lipsey, this was discarded but the 
Keynesians still retained a negatively sloping LM and AD curves. Thus, we would definitely have some increase in prices, as well 
as y and N when AD rises. The Neo-Classicals and the Classicals, on the other hand, envisage a completely, inelastic AS curve 
against a negatively sloping AD curve. Thus, any increase in AD, say, due to monetary or fiscal policy, would only result in an 
increase in prices with no effect on y and N. For Neo-Classicals, y and N will stay put at full-employment equilibrium level and 
for New Classicals it would stay put at nru. 

• Keynesians (this involves New Keynesians, as well) believe that the goods market and the labor market respond only 
sluggishly to shocks, i.e. changes. That is, nominal prices and wages do not move quickly to clear the markets. 

In contrast, the New Classicals believe in the natural or automatic mechanism or servomechanism (automaticity of the economy, 
that is, whenever a shock occurs, say, there is a fall in AD) the price and wage flexibility would ensure an immediate return to the 
old equilibrium point of the real parameters. This as full downwards-flexibility of the wages and prices as is assumed under the 
conditions of perfect competitions and Walrasian equilibrium through the wage- and price-auctioneer. 

The Monetarist view is in between. With Friedman’s adjusted expectations, Monetarists believe that any change in AD would 
affect y and N as well as prices in the short-run, but in the long-run, the effect on y and N will be wiped out and only nominal 
prices and nominal wages will change in the long-run.  

The next three tenets of Keynesianism are concerned directly with policy recommendations and in this sphere, Monetarists part 
company with Keynesians to a greater degree but would still be in between Keynesians and New Classicals. 

• For a Keynesian, the actual equilibrium levels of N have no special claim to optimality because N is subject to the caprices 
of AD and also because markets clear only very gradually. Keynesians generally believe unemployment to be too high to bear from 
the social point of view but that is a value judgment. In the positive economics vain, they think un-N to be very high and volatile 
(variable), but rigorous theoretical justification for this view is hard to come by Keynesians also believe that unemployment and 
long periods of recession or depression is not Pareto-optimal responses to unattractive technological opportunities but are simply 
economic maladies as also is summarized or implied in the term involuntary unemployment. On this point, Neo Classicals differ 
sharply with Keynesians and with Monetarists in between New Classicals, e.g., as formulated by T. Sargent, business fluctuations 
and depressions are Pareto optimal responses to unattractive technological opportunities. 

• Many but not all New Keynesians advocate activist stabilization policies (government intervention and demand 
management (AD≡dd) in order to reduce the amplitude of business cycles which they rank as the most important of economic 
problems. In this point, Monetarists join ranks with Neo Classicals, in doubting both the efficiency of stabilization policy and the 
wisdom of government in attempting to implement these policies. There are, however, a few numbers of New Keynesians (not 
Keynesians or Neo-Keynesians) who also doubt the efficiency of stabilization policies and the wisdom of government attempting 
such a policy. In contrast, New Classicals go even further and question whether the business cycles are a serious problem at all 
(e.g., Lucas, 1987), for a rebuttal of this position of Lucas we can refer to A. Blinder, 1987. 

Many Keynesians believe that economic knowledge (access to data plus reliable econometric model building) is secure enough 
for the government to fine-tune the economy. Yet, many Keynesians now believe in more moderate goals of stabilization policy, 
namely, the information and model building in our hands may not be adequate for fine-tuning but is adequate for what we night 
call “coarse-tuning”. Even the case of coarse-tuning is, according to these Keynesians is defensible and feasible and should be 
attempted, because although the targets or goals may not be attained in very precise terms we could still improve the economy. 

There is also another factor why Keynesians advocate and are in favor of advising stabilization policies to the government 
because if they don’t then no one else, i.e. neither Monetarists nor New Classicals, would come forth because their stabilization 
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policy advice is limited. Neo Classicals would have no policy advice except laissez-faire; Monetarist would only advise a constant 
increase in money supply. Thus, others would come forth with most likely wrong policy recommendations, hence, advice and 
policy recommendations with full knowledge of coarse-tuning is better than refraining from policy recommendation because fine-
tuning is impossible. 

• On the question which is the more serious economic or social ill; unemployment or conquering inflation, even New 
Keynesians are divided while many New Keynesian following Keynes original position believe that combatting unemployment is 
more important than combatting inflation. There are now many New Keynesians who believe that combatting inflation is more 
important today than combatting unemployment. In particular, many Central Banks belong to this category. They believe that 
inflation is a more serious ill compared to unemployment, and they prefer to use monetary policy to combat inflation rather than 
fiscal policy. 

It may then sound like Monetarists, but we should remember here to Litmus test. Monetarists simply believe in a policy of 
increasing the money supply at a constant rate. This policy, according to them, would eliminate business cycles and open the road 
for steady growth of the economy with price stability. 

Keynesians who use monetary policy to combat inflation, on the other hand, would tighten money supply (i.e., MS↓or ∆MS↓) 
to fight inflationary tendencies and would loosen money supply in order to avoid a recession. 

2.1. Positive Keynesians and Normative Keynesians 

It should be noted here that the first three tenets above concern positive economics, that is, a matter of scientific judgment. 
Positive Keynesians lever both monetary and fiscal policy that would change AD would affect y and N, that is, they would have 
real effects and that prices and wages do not move rapidly enough to clear the markets. Normative Keynesians add value judgments 
and political judgments and advise that governments should implement stabilization policies to fight the more serious ill, 
unemployment even if fine-tuning is impossible and we can only have coarse-tuning. 

In the positive fields, Monetarists come in between Keynesians and New Classicals, that is, like New Keynesians, they believe 
both monetary and fiscal policies would affect y and N as well as prices at least in the short-run, not so the New Classicals.  In the 
normative field, however, Monetarists part company with Keynesians and come nearer to New Classicals. New Classicals merely 
advise laissez-faire, that is, no intervention at all by the government. According to Monetarists, on the other hand, the government 
should only content with raising money supply at a constant rate. Keynesians and New Keynesians are widely different because 
they advise active stabilization policies (both monetary and fiscal policies) to fight the more serious problem of unemployment and 
recession, but also to fight inflation if need arises. 

2.2 Rational Expectations (RE) and Natural Rate of Unemployment (NRU) 

We should now add to the distinction of Keynesianism two important topics, namely, RE and the NRU. 

On RE, Keynes was very doubtful and definitely stressed that RE could not be a valid assumption. For Keynes, in so far as 
investments and production is concerned, entrepreneurs face uncertainty. This meant that future cannot be predicted by means of 
analyzing past-time series and cross-sectional series. In other words, history does not repeat itself. In contrast, New Classicals in 
assuming, RE, believed that future can be predicted by the use of past data. 

There would only be several probabilities involved which would give rise to risk, hence, risk is calculable. In Keynes, 
uncertainty means we cannot calculate future loss or profit accurately, hence, there is always the need to be “liquid”. Many 
Keynesians including Neo-Keynesians are also doubtful about the RE assumption as a behavioral hypothesis, but many New 
Keynesians, on the other hand, are willing to accept it. The assumption of RE, however, is not crucial in leading us to the Keynesian 
conclusion of less-than-full-employment equilibrium due to lack of effective demand. This is because many New Keynesians 
constructed models in which they accepted the RE hypothesis but worked with sticky prices implying a refusal of perfect 
competition, Walrasian equilibrium on Walrasian auctioneer. The result was that these models still gave Keynesian unemployment 
and confirmed the possibility of raising y and N by Keynesian policy recommendations (for instance, Staley Fischer, 1977; John 
Taylor, 1980). Therefore, New Keynesians generally do not consider RE hypothesis as a crucial topic for debate with the New 
Classicals, and seem ready to accept it. In other words, RE hypothesis is not central to the debate between New Classicals and New 
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Keynesians. In contrast, for instance, following Keynes original ideas, Post-Keynesians, a group of economists in the UK, refute 
RE and instead work with the original Keynesian assumption of uncertainty. 

The above concerned investment and production decisions with respect to predicting prices, however, along with traditional 
Classicals and Keynes had also assumed that entrepreneurs have accurate price expectations while workers make systematic errors 
in predicting price increases in future always tending to underestimate it both in the SR and also in the LR. This is no accepted by 
the New Classicals. New Classicals like traditional (early) Classicals assume within their RE hypothesis that workers, too, make 
accurate price expectations. 

Of course, the New Classicals in their formulation of RE go one step further concerning the predictions of all economic agents, 
namely they assume that all economic agents, including investors, producers, workers etc., can also predict government policies to 
be followed in future accurately, and hence, take the necessary steps in their decisions by taking account of these policies. This, 
according to New Classicals, lead to the conclusion that any expected economic policy to be followed by the government is futile. 
Only the shock that is unexpected policies would have effect in future on real parameters. This, of course, contrasts sharply, not 
only with Keynesians, but also Monetarists as well. Therefore, for New Keynesians who are willing to accept the RE, this last 
assumption of the New Classicals concerning future government policies should not quite be acceptable. 

Predicting future from past data implying that history repeats itself is termed “ergodicity”. If all the agents are assumed to be 
able to calculate future with full information the accent (emphasis) being on all economic agents, this is called “ubiquity”. 
Calculation of risk of production and investment can be achieved by means of “Bayesian probabilities”. When we can predict 
future based on past observations, it means producers and investors face only “risk” and not Keynesian “uncertainty”. 

2.3 NRU and Hysteresis 

Before the years ‘70s Keynesians believed that the P.C. was negatively sloped even in the long-run (LR). But this was rejected 
by Monetarist Friedman in 1968 as well as by Edmund Phelps, a Keynesian, again in 1969. Another Keynesian econometrician 
Robert Gordon also rejected the negatively sloped LR P.C. in 1972. As a result, a P.C. vertical in the LR became an integral part 
of Neo Keynesian Economics as well. Thus, the nru did not play any role in the arguments between these different schools during 
1972 1985. The nru was defined by Friedman with a vague reference to Walrasian equilibrium and was defined as that rate of 
unemployment which, if increased, would give rise to price increases. An old Keynesian, Robert Solow, who should probably be 
turned Neo Classical Synthesis-Keynesian or Neo-Keynesian was very doubtful about this definition and the fact that it was not 
theoretically rigorous enough. 

The nru implies that in the LR the economy would tend to come to this equilibrium point. This is the exact position of Neo 
Classicals. They assume the economy would do so immediately. 

Monetarists and Friedman, on the other hand, with their adjusted expectations hypothesis believed that the economy would 
come to nru in the next period, we might call it the LR, but it is not LR, it is the next period really). 

New Keynesians believe that the economy would come by itself to nru at a very LR, hence, they advocate Keynesian policies 
to combat unemployment. 

Still more recently and since 1985, some New Keynesians challenged the assumption that the economy would tend to come to 
equilibrium at nru. Their assumption is called “hysteresis”. Hysteresis is a word derived from physics. It means that an electrical 
field would have a center but if after a shock, there is a movement away from this center, we shall not return to the old center. 
Likewise, in economics, an economy may have nru, but if there is a movement away from this nru point, then in the economy, 
there would arise such forces that it will not return to the old nru position. If we look at Keynes from this point of view, obviously, 
he has, implicitly accepted hysteresis, because although such a center does not exist and full-employment equilibrium is no such 
center at least according to Keynes, we can implement economic policies and change the level of employment and stay there unless 
we change this point by further economic policies. 

Now, New Keynesians start out in their analysis accepting nru as the natural center of the economy but point out that when we 
move away from this point there would arise factors that would tend to keep the equilibrium at the newly reached point. A. Blinder 
calls these models “Super Keynesian” Models. It should be noted here that following Keynes more closely, all the British and 
American Post-Keynesians accept the Hysteresis Assumption generally. 
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One factor explaining hysteresis is human capital (HK). Suppose that the economy is at nru and y and N has been raised by 
means of monetary and/or fiscal policies. The added employed people will, thereby, gain skills and become productive. Thus, this 
would open the way for a higher level of y and N in future, and we would not go back to the old nru. Conversely, suppose during 
a depression, unemployment increased, and we fell below the nru. The added unemployed people will short be losing their skills 
and productivity and hence, in future, both GNP and N, i.e., the new nru level will fall compared to the initial nru point. In fact, if 
unemployment continues for a long time, some of the unemployed would tend to quit even searching for work. 

Still another reason given for explains hysteresis is called the “Outsider-Insider” Relations. Here, we suppose that if 
unemployment increases, then these un-employed workers will quit their union-membership thus, from the point of view of unions 
they will become “outsiders” and the labor union will not be much concerned about their welfare and their employment possibilities. 
In contrast, those who are still employed, and union-members are termed “insiders”. And it is supposed that the union would we 
more concerned about raising the welfare of the insiders. This simply means that despite the presence of increased unemployment, 
the union will not be much concerned about keeping the nominal and real wage relatively low in order to have these people get 
employed. Instead, the labor union would set a relatively high nominal and real wage that would still keep the presently employed 
workers as employed but have them get a higher wage. Thus, unemployment will persist, and we shall no return to the nru which 
implies a smaller rate of unemployment. 

III. NEW THEORETICAL FOUNDATIONS FOR NEW KEYNESIAN ECONOMICS 

New developments in theory all in progress will supply micro foundations for New Keynesians Economics and at the same 
time push macro theory in a Keynesian direction and certainly away from perfect competition, Walrasian equilibrium and the price 
auctioneer. Different New Keynesians have come up will different models that lead to the conclusion of Keynesian unemployment. 
A grouping of these different models is offered below following A. Blinder: 

• Monopolistic Competition 

• Efficiency Wages 

• Fixed Costs and Inertia 

• Hysteresis 

The volumes of New Keynesian Economics by G. Mankiw and D. Romer that brings together the more notable articles and 
models, on the other hand, offers the following classification: 

1- Costly Price Adjustment (this includes the model offered by G. Mankiw on small Menu Costs and large business cycles). 

2- The Staggering of Wages and Prices (this includes both Stanly Fischer and also John Taylor who worked with the RE along 
with long-term contracts on nominal terms leading to rigid priced and wages). 

3- Imperfect Competition (this includes Oliver Hart “A model of imperfect Competition with Keynesian features” and O.J. 
Blanchard’s and N. Kiyotaki “Monopolistic Competition and the Effects of Aggregate Demand”). 

4- Coordination Failures (including John Bryant “A Simple Rational Expectations Keynes-type Model”). 

5- The Labor Market (This includes Janet L. Yellen “Efficiency Wage Models of Unemployment”; Alan B., Krueger and 
Lawrence H. Summers “Efficiency Wages and the Inter-Industry Wage Structure”; Castes Azaiadis and Joseph Stiglitz “Implicit 
Contracts and Fixed Price Equilibria”, and O.J. Blanchard and L.H. Summers “Hysteresis in Unemployment”. 

6- The Credit Market (this includes J.H. Stiglitz and Andrew Weiss “Credit Rationing in Markets with Imperfect Information”, 
“Credit, Money and Aggregate Demand” by Ben S. Bernanke and Alan S. Blinder. 

7- The Goods Market (this includes “Price Rigidities and Market Structure” by J.E. Stiglitz). 

A close scrutiny shows some differences of approach in the classification offered by A. Blinder versus the classification offered 
by Mankiw and Romer. Nonetheless, both have included the more up-to-date and acceptable models involving: 

• Menu Costs 

• Imperfect Competition (short-run vs. long-run) 
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• Constant Price Contracts or Price Rigidities 

• Coordination Failures between markets 

• Mark-up Pricing 

• Financial Market Rigidities (rigidities of the financial markets) 

• Labor Market and Bilateral Monopoly with the following models or features 

• Efficiency Wages 

• Insider-Outsider Models leading to Hysteresis 

• Human Capital models leading to Hysteresis 

IV. CONCLUSION 

As A. Blinder also remarks, the work is still in progress and the final word has not yet been formulated, but New Keynesians 
are certainly on the correct path and their work leads to fruitful results explaining the micro foundations for Keynesian 
macroeconomics. Some of the models may be mutually exclusive while some models could be joined and compatible with each 
other. But, a single model involving most of all the above has not yet been developed. Certainly, although the final word is yet to 
come, the New Classical School have fallen from favor because it does not square with empirical facts. Despite the fact that it may 
be a very pure and consistent theory. On the other hand, most of the models offered by New Keynesians explain facts or at least 
parts of empirical observations, hence, they have now the prominence in the academic world once more. In the field of practitioners 
of economics, on the other hand, Keynesian macroeconomics was always wide-spread and widely used. 
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