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Macroeconomic Theory and
Macroeconomic Pedagogy:
An Introduction
Giuseppe Fontana and Mark Setterfield

The purpose of this book, as its title suggests, is to reflect on the relationship
between contemporary macroeconomic theory and prevailing techniques
and practices in undergraduate macroeconomics education. Its primary con-
cern is with the development of simple macroeconomic teaching models
in light of recent developments in macroeconomic theory, with an eye to
promoting a better understanding of current real world issues. As such, the
chapters that follow focus on ‘content’, i.e. what students are taught and its
relationship to macroeconomics as it is currently perceived and practised by
the profession, rather than methods of and strategies for instruction.

Many of the chapters are intended for direct consumption by students,
and are suitable for explicit introduction into the classroom. Others are
aimed at instructors, with a view to influencing the way instructors think
about macroeconomic theory, and hence what they will subsequently seek
to teach to their students. Our hope is that the collection as a whole will
inspire academic economists to reflect on the relationship between contem-
porary macroeconomic theory and the teaching models that they use in the
classroom.1 Put bluntly, our ambition is to influence macroeconomics educa-
tion by affecting both the material that instructors currently seek to present in
their classrooms, and the contents of future generations of macroeconomics
textbooks.

In many ways, this is a timely project. Macroeconomics has a long and
venerable history of revolutions and counter-revolutions, and since the sym-
posium devoted to macroeconomic pedagogy that appeared in the Journal of
Economic Education in 1996 (volume 27, issue 2), the discipline has undergone
another revolution of sorts. This is associated with the emergence of the ‘New
Neoclassical Synthesis’ or ‘New Consensus’ in macroeconomics, benchmark
statements of which can be found in Clarida et al. (1999), and Woodford
(2003). In its simplest form, the New Consensus is a three-equation model
consisting of an IS curve, an accelerationist Phillips curve, and a Taylor rule.
It is this last feature that points to the key innovation of the New Consensus,
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namely the fact that it practises ‘macroeconomics without the LM curve’
(Romer, 2000). Hence, in IS–LM analysis, which has been the workhorse
teaching model in undergraduate textbooks for several decades, one of the
foundations of the LM curve is an exogenously given quantity of money in
circulation, determined by the central bank. In the New Consensus, however,
the interest rate is understood to be the instrument of monetary policy, and as
the central bank manipulates the interest rate, the quantity of money in cir-
culation is determined as an endogenous residual.2 In light of all this, a debate
has recently emerged regarding the extent to which current undergradu-
ate macroeconomics teaching models are well grounded in and adequately
reflect the latest developments in the field. Several well known and widely
cited papers – including those by Allsopp and Vines (2000), Romer (2000),
Taylor (2000), Walsh (2002), Carlin and Soskice (2005), Bofinger, Mayer
and Wollmerhäuser (2006), and Turner (2006) – have already attempted to
‘translate’ the New Consensus into forms suitable for presentation to under-
graduates at either the introductory or intermediate levels. Indeed, the New
Consensus has already begun to influence the content of macroeconomics
textbooks, as evidenced by Sørensen and Whitta-Jacobsen (2005), Carlin and
Soskice (2006), DeLong and Olney (2006), and Jones (2008).

Not surprisingly, then, much of this book is concerned with the presenta-
tion, further development and/or critique of the 3-Equation New Consensus
macroeconomic model. Part I begins with an aptly-titled chapter by Wendy
Carlin and David Soskice, showing how the central ideas of the New Consen-
sus can be presented in a form that is accessible to an undergraduate audience.
Drawing on their recent works (2005, 2006) the authors provide a simplified
diagrammatical exposition of the 3-Equation New Consensus model. They
show how this model can be used to analyse a broad range of phenomena,
including current commodity price shocks. In so doing, they draw atten-
tion to two key features of the New Consensus, namely (1) its emphasis on
the forward-looking behaviour of the central bank; and (2) the necessity of
appealing to underlying behavioural relations when using the model for com-
parative static exercises. The latter is seen as a major pedagogical advantage
of the model relative to its IS–LM based predecessor.

In Chapter 2, Simon Wren-Lewis builds on the diagrammatical exposition
of the 3-Equation New Consensus model of Carlin and Soskice. He argues that
current undergraduate macroeconomics can and should be updated: central
to this project is expunging the LM curve from teaching models and re-
focusing discussion of monetary policy on manipulation of the interest rate.
The author shows that, in conjunction with an up-dated presentation of the
IS curve and an expectations-augmented Phillips curve, the resulting model
permits more intuitive discussion of macroeconomic outcomes and policy
interventions. The result, then, is an approach that not only modernizes
undergraduate macroeconomics, but also makes teaching macroeconomics
easier and more effective.
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The development of simple diagrams that can be used by undergradu-
ate students to understand interest rate setting by policy-makers is also the
purpose of Chapter 3 by Jagjit Chadha. The author constructs a simple
monetary-macro teaching model in keeping with the principles of the New
Consensus, and shows how graphical representations of this model can be
used to demonstrate the appropriate monetary policy responses to a variety of
demand and supply shocks, as well as dislodged inflation expectations. Par-
ticular attention is paid to the ways in which the zero lower bound problem
and the operation of private financial markets may complicate these policy
responses.

Chapter 4 by Roberto Tamborini is devoted to the development of a basic
macroeconomic model that conveys clear and theoretically consistent ideas
about the relationship between different monetary policy strategies, and the
levels of output and inflation. In a break with earlier chapters, Tamborini
comes to the rescue of the LM curve. More precisely, he seeks to re-integrate
a fuller account of the monetary sector – of the sort that was common when
the LM curve was in vogue – into a New Consensus model. This gives rise to
a macro teaching model that admits both ‘exogenous money’ and ‘endogen-
ous money’ regimes, depending on the policy choices and objectives of the
central bank. Tamborini argues that this model better integrates macroeco-
nomic theory with the material taught in monetary economics and finance,
without giving up the advances in macroeconomics associated with the New
Consensus.

The last two chapters of Part I provide a critical appraisal of the main theor-
etical, empirical and methodological propositions of the New Consensus. In
Chapter 5, Philip Arestis assesses the theoretical structure and policy impli-
cations of the New Consensus model. The author focuses on six key issues
of which teachers and students of the 3-Equation macroeconomics model
should be explicitly aware: (1) the emphasis on inflation targeting as the
main objective of central banks; (2) the purported long-run neutrality of
money and monetary policy; (3) the single-minded focus on excess aggre-
gate demand as the source of inflationary pressure in the economy; (4) the
relative neglect of open-economy issues; (5) the assumed desirability of low
inflation; and (6) the relative neglect of the destabilizing effects of asset price
inflation. Arestis is also critical of the empirical basis of the New Consensus
model, especially the interest (in)sensitivity of aggregate expenditure, and the
effects of inflation targeting on observed rates of inflation. The author argues
that a discussion of these theoretical and empirical issues associated with
the 3-Equation New Consensus model helps to highlight the ever-evolving
nature of macroeconomic theory and macroeconomic teaching.

This last point is further developed in Chapter 6 by David Colander
and Casey Rothschild, who relate the evolving nature of macroeconomic
theory and pedagogy to the complex nature of modern economies. Their
point of departure is the oft-noted methodological inconsistency between
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macroeconomics education at the undergraduate and graduate levels – an
inconsistency that would persist even if the content of undergraduate educa-
tion were modernized along the lines recommended in preceding chapters.
The authors argue that the methods and models characteristic of both
undergraduate and graduate macroeconomics overlook the complexity of
real-world economies. Their thesis is that, nevertheless, macroeconomics
education can be rendered consistent. Specifically, Colander and Rothschild
argue that both undergraduate and graduate teaching models should be pre-
sented as different but complementary approaches to the same set of issues
and challenges that are presented by the intrinsic complexity of modern
economies.

One major issue with the New Consensus model, an issue first discussed
in Friedman’s (2003) ‘The LM Curve: A Not-So-Fond Farewell’ and echoed in
several of the contributions in Part I, is the disappearance of the banking sec-
tor from the standard 3-Equation New Consensus model. The New Consensus
has rejected the LM curve and its unrealistic assumption that the central bank
controls monetary aggregates. But, in so doing, it has discarded many inter-
esting research questions about the functioning of the banking system and
credit markets more generally. In the New Consensus, the central bank con-
trols the short-run nominal interest rate. But how does it affect the myriad
real interest rates in the economy? And how do these real rates influence the
interest-sensitive components of aggregate demand? These questions – and
answers to them – are the cornerstone of endogenous money theory, which
is at the heart of the contributions to Part II of the book.

Chapter 7 by Malcolm Sawyer starts with a simple observation: treating
money as an endogenous rather than exogenous variable (as in the old
IS–LM model) has consequences for macroeconomic analysis that extend well
beyond the change it imposes on the policy instrument of the central bank.
The author identifies and discusses six broad themes that are affected by the
endogeneity of money: (1) the measurement of money and the interest rate;
(2) the operations of the banking sector; (3) the operations of the central
bank; (4) the formation of aggregate demand; (5) the role of the demand
for money; and (6) the nature of the inflation process. The main point that
emerges from this chapter is that each of these themes must be satisfactorily
addressed in order to teach successfully macroeconomics in an endogenous
money environment.

Chapter 8 by Giuseppe Fontana and Mark Setterfield takes up most of
Sawyer’s themes. The authors build a teaching model which is a further
development of both the old IS–LM model and the modern 3-Equation New
Consensus model. In their resulting endogenous money model, the inter-
est rate is the instrument of monetary policy, and both the behaviour in
the credit market of commercial banks and the non-bank private sector, and
of the behaviour of the central bank in the reserve market, are explicitly
described. The model embodies a Keynesian hierarchy of markets, in which
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monetary and financial factors impact the goods market, which in turn deter-
mines outcomes in the labour market. In addition, the model generates both
Classical and Keynesian adjustment dynamics in response to downwardly-
flexible nominal wages. Fontana and Setterfield claim that these features lend
their model greater generality than ostensibly similar models based on the
New Consensus, making it a better teaching tool.

Chapter 9 by Peter Howells draws Part II to a close in appropriate fash-
ion. Inspired by the work of Fontana (2003, 2006) and the diagrammatic
representation of the monetary sector in Carlin and Soskice (2006), Howells
aims to integrate a fully developed account of the banking sector into the
standard 3-Equation New Consensus macroeconomic model. The result is
an amended version of the New Consensus model, which explicitly draws
on endogenous money theory. Howells puts to the test his amended New
Consensus model by examining its response to shocks emanating from the
real economy and the financial sector. Both types of shocks are shown to
produce plausible macroeconomic outcomes. Howells concludes that these
results recommend the underlying model as a tool for teaching macroeco-
nomics in a manner that explicitly and realistically captures the structure
and functioning of the banking sector and of the macro economy more
generally.

A second major issue with the New Consensus – and one that is closely
related to the themes raised by endogenous money theory discussed in
Part II – is the absence of financial markets from the standard 3-Equation New
Consensus model (Goodhart and Tsomocos, 2007; Canzoneri et al., 2008).
In the face of the recent turmoil in US and world financial markets, ignoring
the origin of speculative excesses and panic in financial markets, together
with the related probability of default and bankruptcy and its implications
for banks and other major financial institutions, makes teaching undergradu-
ate macroeconomics almost embarrassing. Certainly, this state of affairs only
makes it harder for students to effect the transition from the macroeconomics
of the press to the macroeconomics of the classroom. The contributions to
Part III of the book seek to remedy this situation by drawing on (among other
things) the contributions of the late Hyman Minsky (2008).

Chapter 10 by Marc Lavoie shows how the 3-Equation New Consensus
macroeconomic model can be amended to incorporate financial issues as well
as other fundamental Keynesian concerns (such as different configurations
of the Phillips curve and hysteresis effects in the labour and capital markets),
all of which call into question the centrality to the New Consensus of supply-
determined equilibrium in the real economy. In addressing financial issues,
the author focuses on the difference between the overnight rate charged by
the central bank and the market interest rate charged by commercial banks.
His particular interest is in the Minskyan potential for the latter to change
relative to the former – as, for example, during financial crises – and the
consequences of this for policy-making and aggregate activity.
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This last set of issues is the starting point for Chapter 11 by Charles Weise
and Robert Barbera. The aim of this chapter is to introduce the analysis of
financial intermediation between borrowers, commercial and investment
banks, and the central bank into the standard 3-Equation New Consensus
model. Specifically, Weise and Barbera focus their attention on a major Min-
skyan insight, namely, the evolution of risk perceptions over the course of the
business cycle as reflected in credit spreads. The result is an ingenious teach-
ing model that places financial market dynamics between the overnight rate
set by the central bank and the risk-laden commercial rate at which house-
holds and firms borrow. In this way, the chapter introduces students to the
importance of finance in generating business cycles.

As is clear from what has been said above, the first two chapters of Part
III seek to amend and extend New Consensus-type models by introducing
financial themes that are closely related to the work of Hyman Minsky. It
is fitting, then, that Chapter 12, by L. Randall Wray and Eric Tymoigne, is
devoted to a fuller exploration of the financial theory of investment devel-
oped by Minsky. This theory highlights the centrality of money and finance
to the dynamics of modern capitalist economies, and thus provides an alter-
native to contemporary teaching models, which take for granted the long-run
neutrality of money and finance. Wray and Tymoigne show how the finan-
cial theory of investment gives rise to the possibility that booms will ‘sow the
seeds of their own destruction’, possibly culminating in financial crises. The
chapter thus shows how increasing financial instability can arise in the ordi-
nary course of economic growth. This possibility is illustrated with reference
to developments in the US economy.

In the standard 3-Equation New Consensus model, the central bank is sup-
posed to change the short-run nominal interest rate with the purpose of
changing the output gap so as to achieve the desired rate of inflation. This
means that by changing the short-run nominal interest rate the central bank
aims to affect real financial conditions in credit markets, which should, in
turn, influence interest-responsive components of aggregate demand and
hence current output. But perceptive students may wonder whether or not
these continuous changes in real financial conditions will have long-lasting
effects on the earnings of financial institutions, in addition to their expected
short-run countercyclical effects? Students are taught that profits are the
reward for entrepreneurial activities while wages are the compensation for
labour services. Is it not the case, then, that real financial conditions are the
remuneration of financial institutions for the use of their accumulated finan-
cial capital? Any answer to this question brings forth discussion of income
distribution, and the potential role of the central bank as a disguised arbiter
of the income claims of firms, wage-earners and financial institutions (the
‘rentiers’ of Classical economics). The contributions to Part IV of the book
deal with this and other issues related to the basic orientation and ‘message’
of macroeconomic teaching models.
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Chapter 13 by John Smithin has a twofold aim: to present a teachable vari-
ant of the New Consensus, and to show that a plausible alternative to this
model, which differs fundamentally from the New Consensus in its descrip-
tion of the wage and price setting behaviour of workers and firms, results
in macroeconomic outcomes and associated policy conclusions that are very
much at variance with those derived from the standard 3-Equation model.
The chapter also serves a valuable pedagogical purpose by demonstrating
that, the current ‘consensus’ in monetary macroeconomics notwithstand-
ing, there is still room in undergraduate macroeconomics for debate over
how the economy operates and how policy-makers should respond to new
economic conditions.

A similar pedagogical purpose characterizes Chapter 14 by Eckhard Hein
and Engelbert Stockhammer. The aim of this chapter is to construct a teach-
able alternative to the New Consensus model that nevertheless accounts
for short-run, supply-side limits to the extent of real activity. The income-
generating process is demand-driven, but the inflation process – which is
based on the competing claims on real income of workers, firms and ren-
tiers, and which determines both the equilibrium rate of inflation and the
functional distribution of income – imposes an upper limit on the level of
activity in the short run. As in the New Consensus, this limit is only reached
by virtue of the proper conduct of monetary policy, but unlike the New
Consensus, it is endogenous in the medium run. Ultimately, the authors
show that a portfolio of fiscal, monetary and incomes policies is required for
effective macroeconomic stabilization.

Chapter 15 by Emiliano Brancaccio shows how the emerging New Consen-
sus teaching model can be amended to broaden the horizons of undergradu-
ates. The immediate concern of this chapter is with the increasing hegemony
of ‘the textbook view’ in undergraduate macroeconomics, which identifies
‘modern’ macro as a linear outgrowth of the old Neoclassical Synthesis. This
view, Brancaccio argues, admits no place for competing schools of thought
in macroeconomics, inhibiting the development of critical thinking by stu-
dents – and potentially concealing the distributional role of the central bank.
Brancaccio shows how this can be remedied using standard teaching tools –
namely, the 3-Equation New Consensus model plus Solow’s growth theory –
simply by altering the choice of exogenous and endogenous variables. The
result is two very different representations of the economy and the role of
policy-makers, derived from the same core analytical structure.

The book ends with Chapter 16 by Jesus Ferreiro and Felipe Serrano. These
authors are concerned with the standard assumptions about decision-making
and the availability of information that undergird the majority of macroeco-
nomic models and their teaching variants. The authors highlight the fact
that, in a world of full information and rational expectations, aggregate
demand is irrelevant in anything other than a strictly short-run context, and
the only institutions that matter (apart from competitive markets) are those
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that bind the state to consistent, and therefore predictable, policy interven-
tions. Ferreiro and Serrano show that once the existence of fundamental
uncertainty is recognized, both the importance of aggregate demand and the
role of institutions in the economy are radically revised. Ultimately, then,
their chapter serves to draw the attention of students to the vital role played
by the most basic premises of macroeconomic theory in the determination
of its central results and policy prescriptions.

In concluding this introduction, a few additional words about the general
approach and intent of this book are in order. A core belief that runs through
all of its chapters is that macroeconomics is a useful – indeed, essential –
academic discipline. As the book goes to print, global finance is in the process
of being torn apart. Giants of the housing market, investment banking, and
the insurance sector have collapsed: Fannie Mae and Freddie Mac, Lehman
Brothers, AIG, and HBOS are now household names, and for all the wrong
reasons. Macroeconomic theory can help to explain the events that led to
this crisis, and how policy-makers should respond. It can also suggest solu-
tions for other current problems – from reconciling stable inflation with rapid
growth and low unemployment, to revitalizing real income growth for the
majority of wage-earners. But there is much more to macroeconomics besides
its capacity for explaining current real-world issues. It is a fascinating and
engaging subject in its own right, that can open minds to new perspectives
and ideas. It can help to develop the skills associated with critical thinking,
as well as contribute to the moulding of personal points of view. In short,
students should be encouraged to learn macroeconomics for their own enjoy-
ment and satisfaction, as well as to enhance their understanding of the world
around them. The long-lasting ambition of this book is to contribute to the
process of making macroeconomics a subject that can be read for pleasure as
well as for its real-world relevance.

Notes

1. This is (or should be), of course, an on-going project for macroeconomists, and we
are by no means the first to recommend it. See, for example, Froyen (1996).

2. The ‘old’ and the ‘new’ Neoclassical Syntheses may therefore appear to be diamet-
rically opposed, but this is not altogether true. Both can be seen as emerging from
essentially the same framework of analysis, under different assumptions about what
the central bank chooses to make the instrument of monetary policy (the interest
rate or the monetary base), as in the work of Poole (1970).

Note, moreover, that the essential ‘novelty’ of the New Consensus, namely that
central banks manipulate the interest rate while the private sector determines the
quantity of money in circulation, is not, in fact, new, there being a long history of
endogenous money theory in macroeconomics (see, for a classic statement, Moore,
1988). As will become clear in the chapters that follow, there exists a variety of
macroeconomic traditions, and hence teaching models, that are consistent with the
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observation that the interest rate (rather than the quantity of money in circulation)
is the instrument of monetary policy.
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