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From Sticky Prices and Lags to Incentives
 

Mancur Olson* 

As Don Patinkin' has persuasively argued, the most distinctive and fun­damental innovation in Keynes's General Theory is the idea that the quantity of realoutput of the economy as awhole can change when aggregate demand changes, andin ctianging move the ecor,-,my toward an aggregative equilibrium. The argument,eplaincd in even tht most elementary textbooks, that the economy as a whole willbe in equilibrium when the intention to spend out of income is just equal to in­come, had not. Patinkin argues, been anticipated by any work published before TheGeneral Theory. Though some economists before Keynes's General Theory hadanalyzed fluctuations in aggregate demand. they had taken it for granted that thesechanges in aggregate spending mainly changed the price level rather than aggregatereal output and did not argue that movementE in the latter could establish a new 
equilibrium.

In the half century since The General Theory was published. there has come tobe a virtual consensus among both Keynesian and anti-Keynesian economists thatthe Keynesian result of widespread involuntary unemployment due insufficientaggregate demand requires 
to 

the assumption that at least some prices or wages are-fixed- or at least -sticky.- Though the very strong assumption of permanentlyfixed wages or prices that would be needed for a long-run equilibrium sith con­tinuing und;:rutilization of resources is widely reg:irded as unrealistic. the assump­tion that there are some sticky or show-to-change wages or prices that can 
generateinvoluntary unemployment and fluciuations in real output remains a staple feature
of Keynesian analyses. The centrality and ubiquity of this assumption is best 
 seenfrom the macroeconomic theory textbooks, almost all of which assume, in the chap­ters that explain depressions and unemployment, that prices remain stuck at disc­quilibrium levels even as the level of aggregate output changes. Even the most
sophisticated work in the Keynesian tradition, such as the new "disequilibriu Il mac­roeconomics- associated with .arly 13arro-Grossman and with Edmond Malinvaud.assumes that some prices -ire stuck at disequilibrium levels, and then goes on toshow (in analyses that are in all other respects meticulously grounded in microeco­nomic general equilibrium theory) how this can generate macrocconomic difficulties
for the economy as a whole.

The notion that there is .some stickness of at least some prices or wages thatcan cause temporary fluctualions in employment and real output is also part ofmonetarism, when nionetarism is defined in a strict or narrow sense and thus dis-
I nt Ih;lnklul i1 the NatinlaI .de'e Ioundalitn, Remiurces forthe Future. ;aitd the "Th.,%en Stiftutng
fiorupl my reu
rl iof .rch.1. Don P;aiinkin, Anticipatioin tf-Ihe,Ge¢neral Theor (Chicago: U niwesiiy tit('h.'jipo 14,82).Press. 
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tinguir ed from the "new classical" or "new equilibrium" macrocconomicsaround the assumptions builtof rationa; expectations and continuous markct-clearing.Some of the -lags" in monetarism are sticky prices or wages under another name.Monetarists frequer'ly emphasize that an unexpected increase in the quantity ofmoney Icads initially to an increase in aggregate real output and later, with variableand unpredictable lags, to an increase in prices. As Milton Friedman puts it, "fastermonetary p owth tends to be followed after some three to nine months by economicexpansion; s!: wer monctary growth by economic contraction... Because prices aresticky, monetary growth initially effects output and employment. But these effectswear off. After about two years, the main effect is on inflation." 2 Though the fore­going quotation is from a column Friedman wrote for a lay audience, the same viewis clearly embodied in several of his professional writings. Consider, for example,his classic 1968 article' setting out the concept of the "natural rate of unemploy­ment.- There he argues that, while no amount of money creation could permanent­1y reduce the rate of unemployment below its natural rate. an inilial increase in theprice level or an acceleration of the rate of inflation would temporarily reduce un­employment. because "prices and wages have been set for some time"of the previous policy on the basisand it 'take time for people to adjust todemand.- a new state of4 At the same time. it must be said that Friedman and most other mone­tarists view a market economy as more resilient in responding to fluctuations in de­mand than most Keynesians do. and to this extent those lags attributable to priceand wage stickiness are quantitatively less important in their thinking than inKeynesian macroeconomics. 

paper will argue that !h1.beliefThi, 
that sticky prices or wages are a fun'damental part of the explanation of unempl.ymcnt and idle capacity is in large partflatly false. and that even x.'here this belief is not totally incorrect it misconceivesthe role and inspiration of price ,tickiness. When the incentives that give rise to in­voluntary unemploymet and execs, capacity are understood, it becomes clear thatsticky prices or wages are not in any wvay necessary for involuntary unemployment
and idle capacity. Neither is ,uch stickiness ,ufficient. even in combination with se­'erc monetary or other demand shocks. 
 to explain involuntary unemployment
idle capacity. Most andtypes of price and age %tickiness have little or nothing to dowith unemployment or macroeconomlic fluctuations: it is only a subset of subset of
the types of price and wage stickiness that arc significantly related to 
unemploy.ment. idle capacity, or recession. Even this subset of a subset of the set of stickyprices and wages has little or no ,ignificance for the average level of unemploymentand idle capacity in a society, and is important only for the extent of the deviationsof the actual level of utilization of resources from the mean level of resource utiliza­thin in the society. Finally. both the Keynesian and the monetari.itunsatisfactory because price or 

theories are also wage stickiness appears in these theories as an adhoc assumption or implicitly as a lag. 

2.Mitliin Friedma0n. "terfining Munetarimn." ,.%"nw,.A tuly I 2. I),l).
p.(4:I I thmoklul hiIlethli
Sicih hur 


3. 
htlp in finding thi, quoi:oilin.

Milhin Friedman. "-The Role it NI. Iii..P~irc,I'sii . , .*"mitmt'i Reie,, o l. 5N (M ach ithis).
pp. 1-17. 

4.Ibid.. pp.9 and Ill. 
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This paper will also argue that the stickiness of the very special subset of stickyprices and wages that is relevant for macroccor ,)mics is a result of certain featuresof the socio-economic process. Accordingly, its origins should be traced to the in­centives faced by the actors in the economy. If the relevant price or wage sticknesshad been due to physical, biological, or random factors it could safely be regarded'as exogenous. But it is, I shall argue here, due to economic and political considera­tions that influence and are nfluenced by the state of the macrocconomy, andtherefore should be endogenous to our conceptions of macroeconomics. 
Prices Stuck Too Low

If it is a coincidence that prices or wages are in some sense atlevels and will (let the "wrong"us say, because they are costly to change) achieve the "right"level for macroeconomic performance only with a lag, then they should, on aver­age, be "too low" as often as they are "too high"; a variable that fluctuates ran­domly will tend to be below ;ts mean level as often as it is above this level. Similar­ly. if the lags in prices and wage changes that are significant for macroeconomicsare due to physical, i :chnological. or biological caus;.s. it would be reasonable,least initially, to assume the symmetry that is usually found in nature. 
at 

We krowthat our automobiles need bigger engines to give us quick acceleration to overcomeinertia when 
speed. but 

we are going "'too slow'" than would be needed to maintain a constantthey also need brakes because it takes extra resistance to overcomemomentum if we suddenly find we 
natural to suppose that 

are going "too fast." Similarly. it would seemprices could be stuck either "too low*" or "too high", andthat lags in adjustment to monetary or other aggregate demand shocks would tendto he symmetrical upard and downward.
But Keynesians, and monetarists alike agree about one feature of the businesscycle that. I shall argue, is inconsistent with such symmetry. There tend to bemoxements of co­prices and quantities. %%ith increases in the price lese'output going together. As one text tersely puts it, "Prices 

and in real 
are generally procylical."This is. of course, a feature of the bu,,iness cycle that is also emphasized by the"new classical" or "new equilibrium" mnacroeconomists, such as Robert Lucas," whodo not, in general. u,,., thL concept of sticky prices and wagt..i, but assume con­tinuous markel-cea "ing in stead.


To see the inadt.quacy of the as ,uniption that the business cycle is due partly to
prices that are temporarilv stuck at inappropriateor coincidence. consider levels because of natural inertiaa situation in which certain prices are initially "too low",or become so because they were set in nominal terms and th.re is an unanticipatedincrease in demand. Let us 
because that 

consid.r this situation first in partial equi!ibrium trms,sill offer an immediate intuitive insight into the matter, and later con­sider it in a general equilibrium context. Consider first a perfectly cOmpetitive in­dustry in equilibrium, so that all unitittiall advantageous Ira,'sactions are consum­mated and there is full employment of the resources in the industry. Suppose furth­er that this industry is so small in relation Io the economy as a whole that the im­
5. a l'alrki.'ian..mat ra 'naanfllmi%(t ngl' '4ak.ad('lill. N.J.: P,.'nl oc' tli .ll, '1 4).6. Raaht'rl lE. Lucaa,. p, MI.'t . Ii ii ll' ItU~l'. , nl. ('aa''," in hi' . ', n,,, i te% (tric. . ',l


hridge: Mfrl 
 pre%%.19181). p. 217.c.'d'.Karl Bru ner and A 
mid ill Stai iaIh. (oif,,Ihe tit' 1h'.'1111Iila Mtclit r. tAnimcrdan: North I haih.aid. h1'1.1n4111,111 I ,at ahte1771. pp. 7.2. i. 
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pact of this industry on the economy as a whole and on the price level can be
ignored. Suppose now that there is then an increase in the money supply and the
price level and that, in the economy as a whole, money is neutral. Then the nomin­
al supply and demand curves will tend to change as in Figure 1. If prices in this in­
dustry were pe:fectly flexible and money is neutral, the new nominal pfice would
be p,2 and the real or relative price of this product would be unchanged. Since we 
are considering lags in the form of price stickiness, let us assume that the price is
stuck for a time at its old level PJI. Of course, for as long as the price is stuck at
the old level, the quantity that is supplied and traded is only 00', and there are
real losses of income in the triangle given by the now nominal demand and supply
curves to the right of 00', and employment in the industry will tend to iminish.
Obviously, these losses taken by themselves would lead us t, expect that unantici­
paled increases in the money supply and the price level would lead to a reduction 
in the gains from trace and to recession. But this is the opposite of' the procyclical
movemenit of prices that macroeconomists of all schools of thought observe. 

The foregoing example may be troubling because it involves the assumption of
perfect competition as wel! as because of its partial equilibrium character. So before
turning to the general equilibrium context, let us consider an industry !hat is mono­
posonized. or which because of government intervention (say, in the form of price,

wage. or rent controls) 
has a price that is too low to maximize the gains frun trade
 
in 
 he industry. Retaining the assumptions that this industry is too small significant­
ly to influence the economy a whole
as or the pi'ice level, and that there is an un­
anticipated increase in the money supply and price level with money being neutral

in the economy as a whole, we get the situation in Figure 2. A sticks' or lagged

price will make the trade and emplo.mcnt in this industry go do%,n (to IOQ,) 
 as the
price level goes up and we again get a contradiction with the consensu, obsersation 
that prices are procyclical. 

To be sure, when only one industry that is small in rclation to the economy
a %hole has a price that is stuck too low 

as 
to maximize the trading and cnplo~nment

in the industry, the resources that %,ouldhave been employed in this indutry had
there been Parcto-efficient prices at all times would seek emplo.ment in other in­dustries. So there need be no involuntary unemployment because of sticky prices in 
a single industry. But what would happen if prices were for a time stuck too low in 
a large part of the economy? 

z , 

SPe' 

D !D2 

0 Di 
0 Q, QC 

Quawtity 

Figure I 



MUdI 1991 A COLLE(C1VE-cOtICE AND MICROECONOMIC APPROACHTO MACROECONOMIC& 
41 

z 

S.S 

0D 
2 

0 Q2 Q 

Quantity 

Figurc 2 

There is no need to offer an original answer to this question, for it has beenalready answered in a most interesting and compelling fashion by the early Barroand Grossman, by Malinvaud, and by other contributors to the new disequilibriumeconomics. The an!:ver. just as the intuition prompted bysuggests. the previous examplesis that %hen a great many prices and wages are stuck too lowin the price kvel an increasewill reduce real income and employment. When pricestoo low. an increase in demand, such 
are stuck 

ernmenl 
as would resuil from an increase in the go,­deficit financed h% the printing of newThere is even a 

money, would reduce real income."supply muhiiplier'" ihat 
multiplier7. 

is the obverse (f the familiar Keynesianand this ,upply multiplier can he used to show that a reductiongovernment deficit and the money ,upply could lead to an 
in the 

and emplo)ment by a multiple of the reduction ir, 
increase in real income 

the deficit.So prices and wages that are fixed 
levels only with a lag. 

too low. or which rise to the appropriatei:re clearly inconsistent with the virtually universallion of procyclical inosements of prices. The sticky price or wage 
observa. 

approach, when prices or monetarist lagare for a 
oppo)site oS 

time stuck toe) low, should lead us to expect thewhat is normally ahserved in the upturn of the business cycle. It shouldlead us to expect that unanticipated increases in aggregate demand due 
 to increases
in the money supply or to any other causes, and increases in the price level. 
 woulddirectly bring about recessions or depressi ins.It may be objected that the believers in sticky prices and the equivalent%arist lags always meant mone­that prices or wages were stuck too
for granted that they were 
high and simpI. took it
not stuck too low. Perhaps, 
 but if so, they should haveexplained this remarkable as)mmetry. Prices could hardly always he stuck too highrather than too low becau..i of coincidence or random factors. If inertia or some7. Rtt rv Harrm and Ik 'whel(roia tMim e%. Ei/ihiki,,.,,

1976). C%pcially page, 
ild Inflaituml (('ailnbridge (,niv. t're%%.7X.87. and Idmoind tMainaud. 1The71w ri nJ Ln,.,ljIr,,, , ,h, .t(J frd: Iailtlackwell. 977). 



42 - OSAKA ECONOMIC PAPERS Vol 40 No. 3.4physical, technological, or biological factors are responsible, it should be surprisingif they should always gene-ate this remarkable asymmetry, which should surely thenbe explained. Similarly, if prices are costly to change, it must .urely be costly eitherto increase or reduce them, so the assumption that prices are costly or slow tochange, taken by itself, is also inconsistent
prices. If sticky prices of an 

with the procyclical movements ofunsymmetrical kind are responsible for macroeconomicproblems, there is even less excuse than there would otherwise be for dealing withthem merely through ad hoc assumptions or through mere references to lags.Prices Suck Too HighLet us now consider monopoly prices. For reasons that will soon be evident,must deal separately later with wemonopolies that result from collective action offirms or workers, such as in a cartel, and first consider only the power that someindividual firms have to vary price without losing all sales.poses, For the present pur­a firm may face a downward sloping demand curve either because one firmcontrols what might, loosely speaking. be termed an entire "industry.- or alterna­tively because there is Chamberlinian monopolistic competition in the large group.Monopoly power of either of these kinds will be described here asmonopoly- "monolithicto distinguish it from monopoly due to collective action to collude, or tolobby the government to establish arr-ngements that are functionally similar to car­tels. 
Since monopoly prices will (unless there is "perfect" price discrimination) betoo high for a Pareto-efficient allocation of resources, it isobvious that if monopo­lies set prices in nominal terms, and then face unexpected increases in demand andin the general price level, any lag or stickiness in their prices will tend to increaseeconomic efficiency. ;f monopolistic firms should lag behind thenomy in adjusting their prices to an rest of the eco­increase in the general price level, their priceswill not. when there is unexpected inil'ation, becompetitive price as they normally are. 

so much above the marginal cost orand (if any possible "second best"may be set aside) problemswe may then be sure that economic efficiencv will increase. In­deed. if the demand curves of firms %%ith monopoly power unexpectedly shift to theright for any reason, and the monopoly firms are slow in adjusting their prices tothese shifts, there will, in general. he a period during which the mmopoly firms 
are
nearer tit marginal-cost pricing and economic efficiency will increase. Of course, an
unexpcted deflaition or disinflation w,?l have the converse effect on any monopolies
that are relatively slow in adjusting their nominal prices, and monopoly power will
then tend temporarily to increase when there is an unexpected drop in demand.
According. if only monopoly prices are sticky, (or if they are stickier than other
prices. this stickiness would be consistent with the observed procyclical pattern ofprice movements. Though I could dismiss sticky competitiveprices as inconsistent with the observed 
or monopsonisticr 

co-movements of prices and quantities. Icannot on this ground exclude the possibility that sticky monopolistic prices are sig­nificantly implicated in the macroeconomic problems. Thus we should explore thepossibility that monolithic monopolies might be a source of inmoluntary unemploy.ment. idle capacity, and recessions. 
Dise'epilihriIn PricesOne difficulty with monolithic monopoly as an explanation of an economy-.% ide 
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underutilization of resources 
- ­

is evident from the words that are used in everydaylanguage to describe conditions in depressions and recessions. There are complaintsespecially at such times that firms "cannot sell" their outputs or "move" their inven­tories. There are, particularly during recessions and depressions, complaints about"surpluses," "gluts," "buyers' markets." and, of course, "involun'ary unemploy­ment," and not simply about "low prices" and "low wages." This terminology andits widespread usage hint that disequilibria, or markets that do not clear, exist orare at least widely thought to exist. Recessions and depressions are, of course, notonly or even mainly peri..,ds of deflation, bui also periods of reduced output andemployment, and this too is consistent with the language suggesting that some firmsor individuals are unable to trade at going prices. These perceptions appear to beembodied in many monetarist writings as well as in Keynesian macroeconomics(though not, of course, in the new equilibrium macroeconomics); monetarist writerssuch as Friedman and Schwartz attribute the widespread unemploymcni during thegreat depression of the 
ly. 

1930's mainly to unexpected reductions in the rioney supp­and unemployment on such a sca!e as this would suggest that perhaps there aredisequilibria. in Keynesian models of involuntary unemplQyment and depressionthere are certainly disequilibria. The standard textbook formulations of Keynesiantheory for an economy %ith underutilized resources explicitly assume that firms andworkers stand ready to supply additional output at the going prices. In Keynes'sown theory it is the workers %%ho stand ready, at any time there is insoluntary un­
employment, to supply additional labor at the existing wage.


What is needed, if the 
 sticky prices approach is to be consistent with the pro­c.clical movements of prices omer the c.cle and at the same time to rationalizeKeynesian models and the foregoing olbservations, is prices that are not onlymonopoly prices. but ako disequilibrium prices. Thus it is only the subset of ,tick)'prices an wages that are monopoly prices that can be ,iLenificlntl% implicated in themacroeconomic problem, and of this subset of prices only the further subset that are also disequilibrium prices or wages that are of concern.
 
Even brief reflection is sufficient ti make clear that 
 monolithic nlonopolv can­not explain the disequilibria that are required for a Ke nesian model or rationalizethe language and obserations that have just been mentioned. A disequilibrium

%ith gluts, surpluses, or inoluntary unemplo)ment entails that there should be
mutually advantageous transactions that are not consummated. 
 A monolithic iono­polist will of course maximize profits when marginal cost equals marginal re enueand, when it has this level of output. it is in equilibrium and does not find any
further trades advantageous. At the monopoly price that 
 is in the intcrest of thefirm %sith monoi)ly power the consumer is welcome to buy as much as the consun­cr wishes at that high price, so the consumer is not in disiequilibriun either. Thesituation is not Parcto-efficient. but the market clears. If the monolithic monopolistis slow to adjust its price to changing demand it obviously foregoes profits it mightotherwise have obtained. But these foregone profits give the monolithic monopolistan incentive to change its prices promptly: there is no reason to suppose that theprices of monolithic monopolists arc slower to adjust to changing conditiions thanother prices. If the monolithic monopolist's "'menu"is so complicated that it is diffi­cult for it to change its prices, it would have every reason to complain about the 
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costs of changing prices rather than about "gluts" or "surpluses," but it is com­plaints about gluts and surpluses and the difficulty of selling output or moving in­ventories that are recounted rather than complaints about the costs of changing 
prices.
 

It is particularly difficult to see how monolithic monopoly could explain 
 the in­voluntary unemployment of labor; the inefficiency arising from monolithic monopo­ly will tend to reduce welfare or real income in the economy as a whole and will
tend somewhat to reduce the real wage of labor, but it is difficult to see how itcould cause a disequifibrium in the labor market that could give rise in involuntary
unemployment. Some individual workers could have a differentiated type of labor
to sell and face a downward sloping demand curve for their labor and obtain amonopoly wage for this differentiated labor, but at this monopoly wage such aworker would not wish to sell any further hours of labor and would not be involun­
tarily unemployed. 

The most fundamental difficulty with any approach to unemployment, reces­sion. and depression that relies on the assumption of sticky prices and lags is that itdoes not begin with the incentives and constraints faced by the actors in the eco­
nomy. We shall see that. if we reconceptualize the macroeconomic problem ofunderutilization of resources completely, and analyze the problem in terms of the
motives of the actors in the economy, the macroeconomic problems arising fromprice and wage stickiness will also be explained. Thus we turn now to an entirely
different, incentive-oriented approach to the underutilization of resources that. it isclaimed, will also clear up the problem of price and wage stickness and the equiva­
lent monetarist lags. 

TIlE INCENTIVES 
Keynesian and anti-Kcyneian economists agree that Keynesian economics does
not have an adequate microcconomic foundation. Interesting as it is in other ways.


in this respect Keasian (and diequilibrium) macroeconomics 
 is as unsatisfying as 
a murder mystery in %%h;ch the %ictim is killed for no reason at all. The main anti-Keynesian macrocconomic and monetary theories are not usually criticized as in­
consistent with microeconomics. 
 but I will argue here that these theories also ignoresome mnicroeconomric motives that are a source of some fundamental micro-:conomic 
problems. Even the "new classical" or "ew equilibrium" macrocconomics associ­ated with Lucas, Sargent. Wallace. and Barro's more recent writings suffers from

the neglect of a ubiquitous incentive 
 that has been widely understood in microeco­
nomics since at least the time of Adam Smith. This neglected incentive does not

have any significant relation 
 to the new equilibrium tiacroeconoiics seminalassumption of rational expectations. and the present paper will assure that allpectations arc rational. 

ex-
But the neglected incentive at issue is. I shall argue, fatal to

the other pillar of the new classical macrocconomics. the contention that all mar­
kets cooltinuously clear. 

Most of the narrowly monetarist (as opposed to new classical) writing leaves
the impression that if only the quantity of money supply grew at a steady and pre­dictable rate under a non-discretionary monetary rule, there would be no serious 
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macroeconomic problems. This policy preoccupation with the money supply is notwell explained in terms of incentives. Who in the government or the central bank
has an incentive, when there is a discretionary monetary policy, to bring aboutdepression or recession? a

Experience suggests that incumbent politicians, at least.often lose their jobs in such situations. The appeal at this point to mistakes, ignor­ance, and repeatedly erroneous predictions is not only inconsistent with rational ex­
pectations, but also lacking ia microeconomic foundations. 

The inadequate explanation of adverse outcomes in Keynesian and even mone­tarist thinking is best illustrated by comparison with the theory of externalities, pub­lic goods, and (more generally) of collective action. Undesirable outcomes, such asexcessive pollution or the nonprovision of necessary public goods under laissezfaire. arc properly explained in microcconomic theory in terms of the incentives in­dividual decision-makers face. In a sufficiently large group, it will not be rationalfor an individual to curtail his pollution, or to make voluntary contributions to fi­nance the cleaning up of the environment, however much he values a pollution-free
environment. The individual in a sufficienily large group will get only a minusculeshare of the benefits of sshalever sacrifice he makes in the interest of a cleaner en­vironment. but will bear the %hole costs of that sacrifice. and accordingly has ancentive to cease making any contribution 

in­
to the public good of a clean environment

long before a Pareto-efficient level of environmental quality has been achieved. 
The Keynesian and monetarist explanations of undesirable social outcomes suchas depressions and insolunlarv unemplo~rment do not explain how anyone gained

from behavine in wa's %%hichcaused depressions and involuntary unen ployment inthe way the theor%of esternaliies. public goods. and collective action explains whyan individual %%ill often gain from ignoring the losses brought about b\ his pollu­lion. This paper argues that any r.all satisfactorv macroeconomic theor; must ex­plain who gains from behaving in ways that generate in\oluntarv unemploment
and underutiliztion of other rc,,ources. and then offers an approach to macroe o­nomics that explains such evils as the result of incentives confronting participants in
economics %%ith certain t~pes of institutions. 
I'ariaiions in the Nanural Rat of Uwmplbvnewt 

There are ob\iouslv different patterns of incentives across societies and historic­al periods. The economic institutions and policies. and therefore the pattern of in­centives, that prevailed in Great Britain or in thethe United States. for 'xample.1840's. are different in many obvious ways from those that prevail in these coun­tries today. The character of economic institutions and economic policies in Ger­
many just after national unification was completed in 1871. or in the early 1950's.are different in sone conspicuous wa.s from those in Germany today . The patternof economic institutions, policies, and incentives in Taiwan or Korea todav is great­ly different from those that exist in most of Western Europe or North Amcrica.Ilere are even sulstantial differences in economic institutions across the differentstales of the Unitcd States.' The differences in economic institutions and policies.and thus of patttcrns of incentives, that have just been referred to are. as I claim to 

S. M, uUr ()umrn. ""11i Soiahiii iI Fall Again: 'lb. Soinhha I.caide'r ;tiro I ulc,i'nt'lLonti ( rtlia."I 
•.-utherno IE,',unn. )suwurul. wi. 49 l April I'193). lp. .)17-32. 
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have shown elsewhere,. associated with significant differences in the success diffe.rent economies have in taking advantage of the opportunities for economic growth.and also differences in social structure and political life. If. as this paper argues,macroeconomic performance is also explained in large part by the pattern of incen­tives, then it should not be surprising if macroeconomic problems and performancewere also different in different countries, regions, and historical periods.The approach to macroeconomics outlined inshould this paper entails that therebe such differences in macroeconomic problems and performance over timeand space. It turns out that, if my theory is correct, the extent to which there areactors in the economic system with the capability and the incentive to generate idlecapacity and a depressed economy can vary considerably across societies and histor­ical periods. In particular, the number of actors who have the capability and incen­live to generate disequilibriin situations where markets will not clear, suchvoluntary unemployment, as in­can vary considerably from one time and place toanother. This implication of the theory offered

between here suggests tests that discriminatethe approach to macrocconomics that I propose and the established mac­roeconomic and monetary theories, for the established theories say little
or nothingabout how macroeconomic problems should differ across states, countries, or histor­ical periods. In the General Theory. Keynes had no hesitation in applying his theoryto the greatly different societies of Europe in mercantilistic times. Milon Friedmanemphasizes that inflation is "always and everywhere" a monetary phenomenon. andthe whole tenor of his writings suggest, that monetarism as a whole is applicable tocery society that uses money. 
The icentive to Trade in .. nv Dicqtihhriuo

It is instructive to begin the search for the incentiveprobhlems with the new 
to generate macroeconomic

equilibrium economics 
%,aysclear. Though 

and it, conclusion that markets al­many economists find the notion that markets are alwaysequilibrium inand that :ill unemployment is voluntary implausibleidea does have one if not bizarre, thisvery powerful argument in its favor. This is the argumentearlier that. if madea market is not in equilibrium, parties on both the selling and btinsides ot the market must be able to make themselves better off b%making transac­tions with one another. If the parties 
are
making a transaction, they will be 

aware of the gains they- could achieve bymotivaled by these gains toshould happen for a time to be 
make a deal. If the. 

unaware of these potential gains, then the% know ofno transactions 

accordingly 

that they would like to make that they haven't made. and they- are
in equilibrium until they obtain information aboutdlpptrtunities for mutual gain. 
the Linexploited

This is a most fundamental and powerful argumentand any adequate approach to macroeconotics must acconint odale it. The Keyne­sian and disequilibrium theories, and some of the early nonetarist %%ritings. do notaddress this argument and are it)that extent fundamentally unsatisfaclory.
I have claimed to show elsewhere that this argument makes it possible to define
'involuntary unemployment" 
 in a strict and precise way that is also broadly consis­tent with common language. The essence of this definition is evident w'hennote that a worker could not wele involuntarily unemployed if the worker placed a 
9. . iT,' Ri. t d Ihtle,' n $)IJIi. In,, Ni.' II:0',t'n:ind I.mtld n:Ill..¥7"1"Ch. 7. pp. I00.201. 

at.' t 'i.ni'. trc%%. t1182). 
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higher value on his or her time. when it is used for leisure or production at home,
than that time would be worth to any employer. Such a worker would not agree to 
take a job at a wage any employer could advantageously pay. Similarly, if a worker 
will accept work only if he is given a wage in excess of his marginal revenue pro­
duct to any employer, then the worker is asking for a gift rather than a job and is 
not involuntarily unemployed. There can be involuntary unemployment only if a 
worker without a job values his own time at less than that time would be worth to 
some employer ­ only in the area above the supply curve of labor, given by the 
marginal opportunity cost of labor, and the demand curve for labor given by points 
on the marginal revenue product of labor curves for firms." 

Whenever there is really involuntary unemployment, then, boti involuntarily
unemployed workers and employers will gain from making a deal that puts the un­
employed workers to work. It is possible. of course, that it could take some time 
for the workers and the employers to find each other, and that they woLId have to 
invest some time or other resources in search. But note that workers will have an 
incentive to devote full time to Joh search only if the discounted present value of 
the job they expect to find exceeds the opportunity cost of the time spent sear­
ching. In the absence of externalities or institutional arrangements that will be dealt 
with.later, workers will tend to use their time searching only if this is also the use
 
of their time that also maximizes social welfare. In these special conditions, invest­
ments in search are the most productive use of the worker's time. and thus should 
not be defined as involuntary unemploymcnt any more than investments in educa­
tion should. 

Though it does not offer any careful definition of involuntary unemployment. 
or even concede the possibility of insoluntary unemployment, the new equilibrium
macroeconomics has been built in large part upon the idea that. if there were a dis­
equilibrium in a market, that %%ould imply unrealized gains from trade. This. in 
combination with the assumption that expectations and investments in information 
through search are rational, is taken to imply that there can he no markets that are 
out of equilibrium and no involuntary unemployment. In essence. the new equilib­
rium macroeconomics, which has had more influence upon macroeconomists in the 
last decade than any other school of macroeconomic thoucht, is !argely inspired by
this question: "How can there be involuntary unemployment or disequilibrium in 
any market when this implies that all the parties concerned have an incentive to 
make deals that would end the disequilibrium?" 
Reversing the Question 

I propose that we should begin to reconstruct macroeconomics by reversing this
question.'2 Macroeconomic theory should. I submit, begin with the question. "Are 
there any actors who have the incentive and the capability ioblock mutually advan­
tageous transactions among potential buyers and sellers, akid thus to prevent n:iar-

It . When there i more thin tine ',ariabthe factor ,f production or tihe implicihon,%, the denilld ftor 
lah4,r i%not giv'n by ihe matrginal rio4nuc product of tal'horcurve, but it %ill A.way,% of [iXint%.o&l,,ist 
tin narginal revenue prtkJuct fl taihlir curves. 

12. I Irnthankful to Jiean.-('hri%li n .:mhilt ot the I. niwcrit. oii I .f ,'uai fm making it clkir it)ne that 
in. argum.'n! in ('h;0p'r 7 of I MtiON really 11%th' noA"'rc,.".r ,% IhL u.1,ultin" ipAi..d equlihriunl 
n1icWtflc ,nttanlt,.SeeL'I.dunbclt ', par['r. "NtMre tin ,alcur ()t%ttl'%Recelnt IHot&k SmLelC('ltllllt . 

tin hi% Ihe'iorySagi.atiim.­,l1 
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kets from achieving equilibrium and eliminating involuntary unemployment?"some times and places Atthere have obviously been recessions, and sometimes evensuch deep depressions as the great depression in the United States starting in 1929.At this time real income fell very substantially, and there was also virtually a con­sensus that involuntary unemployment was widespread. There was also, in the Un­ited States at this time, obvious dissatisfaction with the incumbent political lead­ership or political and economic system. The widespread beliefs that involuntaryunemployment occurs, at least et some times and places, along with the severity ofsome depressions and the frequency of recessions, suggests that it would be worth­while to ask whether there are ever any actors with an incentive to block themutually advantageous transactions that would eliminate any disequilibria and in­voluntary unemployment.
 
There is a 
growing literature in economics on "the growth of government"Much of this literature, and important political movements as well, claim thatgrowth of government is perhaps the most 

the 
serious economic problem of our time.In view of this. it is natural to ask whether politicians and government officials havean incentive to block mulually advantageous transactions. Are incentives to gener­ate unenr.ploymentl or poor economic performance generally, inherent in democra­tic electoral compelition? Or in the incentives facing leaders of government in other 

types of political systems?

There 
are certainly circumtances in which governmental leaders could haveincentive anto pursue inflationtry policies. An incumbent politiciL.n might find thepolitical cots of financing go ernmental spending through budget deficits and print­ing money lower, at least ir. a short run that might he decisive for the politician.than %ould explicit taxation. Thus a search for political incentives that would give

rise to inflation might well he fruitful.

By contrast, electoral competition hY irwlf does not 
give a politician an incen­tive to generate a recession or depression. If a politician were
advantageous transaction 

to block a mutually

Ibct\cen an involuntarily unemployed worker and a
potential cmploer, hc could %ell lose the votes of both. Even casual observation.
moreover, reveals that incumlcnt poliiical parties and presidcnts like to runelection on "peace for re­and prospcrily" :--cords. It is hard to imagine how.things were equal. an if otherincumhent party's chances of re-election would not liehelpedby better economic performancc. Even in dictatorial systems the dictator has an in­centive to make the economy of the country he controls work better. since this will
generate more lax receipts he can use ;ishe pleases and usually also reduce dissent.If incumbent polilical parties do not have an inherent incentive to block themutually advanlageous iransaclions that would insure full employmentl and equilib­rium in all markets, then who does'? I argued earlier that. though stick. nonopolyprices, unlike other sticky prices, were consistcie,t with the procyclical mnvement ofprices over the business cycle, monolilhic monopoly was not consistent wilh the dis-Cquilibria that aplpar to exist in certain situations and that are certainly needed torationalize a Keynesian underemployment equilibrium.Ca'llciie Actin 

Let us now examine monopoly power atlained through colleeive action. It %%illsimplify the cxpoition if we suppose that the colleclive action lakes the form of 



March 1991 A COLECfTIVE-CIIOICE AND MICROECONOMIC APPROACHTO MACROECONOMIC&: - 49 ­

collusion or certeization, though the argument also applies to the results of lob­
bying for those types of government intervention that are functionally equivalent to 
collusion or cartelization. The conditions that make collective action possible in 
cases where there are 'selective incentives" or small numbers, but net possible in 
other cases, will not be explained here because they are set out in The Logic of 
Collective Action."' The argument here builds upon the finding that collective action
is possible for some groups and not for others. In the example that will be offered,
it is assumed that the sellers in the market can organize for collective action but 
that the buyers cannot. 

Though collective action is much more likely if there is a small or oligopolistic
number of sellers, let us for ease of exposition suppose that we begin with a per­
fectly compc;itive market as shown in Figure 3a below. The supply curve is as al­
ways derived from the marginal cost curves of the firms or (if a labor market is at 
issue) from the opportunity cost at the margin of the workers' time, and indicates. 
of course, the amount that the firms or workers wish to sell at each price. If the
suppliers are able to obtain the monopoly price or wage that maximizes their joint
gains, they will obviously sell the amount given by the intersection of the industry
marginal revenue curve (shown in Figure 3b) with the marginal cos or supply 
curve, and charge price P,1. 

Note that this supracompetitive price, unlike those that result froin monolithic 
monopolv or monopolistic competition, does not clear the market: it leaves each 
onember of the group that engaged in collective action in disequilibriumn. Each sepa­
rate seller would obtain Pm from %ellinganother unit. and could provide this unit at a 
cost of only C,.' 4 The groups that eng:tged in collective action can protect the sup-

PC 

o Oc 

Figure 3a 

MCC S 

CI IPMR 

O Qm Oc 

Figurc 3h 
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utliHn quilihrium I.t'iIu s. Ih'ir m aIrgina~llL'ii%r owf' it 
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racompetitive price and their above-normal returns only by preventing others fromentering the market P.o undercut the price or replace them as scllers, so potential en­
trants are also put in a disequilibriwm position. We now have found the incentive that
brings about the absence of market clearing that is a universal and widely observed
attribute of sittiztions where there are involuntarily idle resources. It is the search for 
supra-competitive returns through collective action. 

I believe that this simple and straightforward explanation of the discquilibrium
character of depressions has heretofore been overlooked because the study of col­
lective action has never been considered part of macroeconomics. (The foregoing
argument requires that collective action b. possible for some groups with common
interests, but not for others. If all groups with common interests coul6 organize for
collective action, bilateral monopoly solutions and "core" allocations with efficientlevels of trade and employment could readily occur. But it has been demonstrated 
logically elsewhere that some groups shoitiJi be able to organize collective action
and that others should not. and a !arge empirical and experimental literature sup­
ports this theoretical presumption.) 
The hicentive to Generate Unemph).ment of Resources 

Note also how this argument relates to the new equilibrium economics and myreversal of the question it posed. The new equilibrium economics asked how in­
voluntary unemployment or disequilibrium could possibly occur when this implied
that both buyers and sellers could gain by engaging in transactions that ended the
involuntary unemployment or disequilibrium. We observed that involuntary unem­
plovment and disequilibrium appeared to be commonplace in some ,ocieties and
historical periods, and accordingly asked who had an incentive to Hock the mutual­
ly ad~antageous transactions that would insure equilibrium and full Cnlplo.mcnt.

The incentive that generates the macroeconomic problems f unutilized re­
.',urces is also now clear, it is the gains from noncompetitiv e prices and wages
obtained bb collective action ­ it is the gains in the rectangul;r areas such as P, -C,, times Q,,, in Figure 3b. All of those firms and wort.crs that obtain a supracorn­
petifive price or wage through collective action can obtain their gains if and onl% ifthey can block mutually advantageous transactions between buyers and those firms
 
or workers that would [profit from offering "\hat they have to sell at prices below

P,,,. There is an exactly analogous gain in the less 
common cases where collective
action obtains monopsony power, and this gain is also obtainable if and only if

mutually adJantageous transactions that 
 would have increased ouiput or emiploy­
inent a-c blocked. There is also an 
 incentive to seek gains through individual or
monolithic monopoly. and the achievement of such gains also violates the 
neces ary
conditions for Pwtrlo-effiriency. But individual monopoly or mnolson'i does itl 
generate in oluntary unemployment or disequilibrium and thus has no s.alience for
the macroeconomic problems that are under consideration here.

When. ats here. we follow the traditional microecnomic approach of finlding
the incentives that give rise to a, problem, we resolve the paradox of simultaneous 
inflation and unemployment. or slagflation. In a Keynesian mtodel. uncmploVlcnt
is due to too little aggregate demand and inflation is due to lot)o much aggregate de­
mand. The widespread occurrence in recent times of simultancous inflation and tin­employment therefore contradicts a Keynesian nodel in the most fundamenlal way. 



A COLLE(.TlVE-CHOICE AND MICROECONOMIC APPROACI
March 1991 TO MACROECONOMICS: 
 - 5]-

But the incentive to seek noncompetitive prices and wages is obviously not climin­
ated by inflation, so simultaneous inflation and unemployment is in no way incon­
sistent with the argument offered here. 
Unemployment and Idle Capacit) Without Any Lags or Stickiness 

It iEnow possible to deal with the claim, made earlier in this paper, that sticky 
prices or wages are not necessary for, and are sometimes not in any way implicated 
in, involuntary unemployment and disequilibrium. This is most obviously evident if 
we suppose that the collusion or cartel shown in Figure 3b sets quantity rather than 
price. It will still have to block mutually advantageous transactions that would bring 
equilibrium and full employment. The gains from collective action to obtain 
monopoly gains are still there even if there is no price or wage rigidity, and these 
gains can still be obtained only by blocking mutually advantageous transactions. If 
the cartel, collusion or lobby stipulated that it would sell quantity ()O,. and the de­
mand curve shifted randomly up or down. there wou!d he changing and perfectly 
flexible prices. but there could still be disequilibrium and involuntary unemploy­
ment. Thus sticky prices and wages are definitely not necessary for the macroecono. 
mic problem of involuntary unemplo~ment and underutilized capacity. 

HOW OPTIMIZATION CAN GENERATE STICKINESS 

It as argued at the outsct of thi, paper that those sticky prices and wages that 
are significantly implicated in macroeconomic problems are not due to random. 
coincidental, or ph.-,ical factors, bul are the results of the socio-cconomic process 
and should accordingl. he anal zed as endogenous parts of the macrocconomic 
problem. I claim to have shos\ n ckec%%hcrc that organizations and collusions ;.r 
collective action will nake dccision more slowly than individual firms, workers, or
 
consumers. 
 If the collective action in question is oligopolistic collusion or lobhving 
by small groups of firms, the group ma' be able to act collectively by a consensual 
agreement. The firms in an oligopolistic collusion may be able to bargain until the% 
get unanimous agrcnlent about how much each firm restricts output. But each firm 
will have an incentive to hold out for a larger share of the sales at the collusive 
price, which price will tend to a,,urc supra-normal profits. If. say. a small number 
of large firms in some indistrv are informally cooperating to lobby the government 
to get some special-interest legislation. they will again have to agree on exactly 
what to lobby for and how the costs of this lobbying are to be apportioned, and 
there %%illagain be conflicts of interests. Thus in general all groups small enough to 
act collectively by voluntary agreement (the -privileged" and "intermediate' groups 
analyzed in The Logic of Clh'cfive Action) %%'ill need to bargain until consensus is 
achieved. lhis can take a considerable amount of time and delay decisions. 

These problems of consensual bargaining can be avoided if by-laws prosiding 
for elections that allow decision-making without unanimous consent are adopted. 
Sufficiently large groups hav,: no alternative to such constitutional procedures. But 
these by-laws will in turn introduce delays of their own. There may need to lie a 

cote of the whole membership, or of the governing council or all of the local lead­
ers. before a strike can be called or a new collective bargaining agreement made. 

I5.RAIMN. pp. 5.3-59. 
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Sufficiently important changes may require waiting for annual meetings or even 
drawn out political struggles, or possibily even changes of leadership. Thus 
decision-making according to by-laws is also normally slower than decision-making 
by unorganizeo individuals and firms. 

The hardest problem for organization or collusion for collective action to deal 
with is the conflict of interest among members over the costs of the collective ac­
tion. There are not only the direct costs of organizational dues, lobbying costs, and 
so on, but often also the burdens and rewards of the noncompetitive prices that col­
lusion, cartelization, or lobbying seek to obtain. There is a serious conflict of in­
terest over who has to restrict output how much and about who gets how much of 
the sales at the supracompetitive price. In a labor cartel there is normally a conflict 
of interest about who gets laid off if the supra-competitive wage leads to lay-offs. 
Though there are reasons that have been explained elsewhere"' why some organiza­
tions for collective action will set quantities rather than prices, the conflicts of in­
terest that have just been mentioned will prompt most organizations to set prices 
rather than quantities. Though a monopoly price may. of course, be obtained by 
restricting quantities. this will normally require agreeing or a quota for each seller, 
and disputes over this threaten the cohesion of organizations for collective action. 
So in most cases a noncompetitive price will be set. and impersonal ruies or impar­
tial buyers will determine how th,: benefits of this noncompetitive price are shared. 
A seniority rule %killnormally determine ssho gets laid off if there is a cutback in 
demand, and the customcrs in industries with differentiated products may deter­
mine %shich firm sells how much at the cartel or collusive price. 

In societies where there has been little or no inflation, organizations for collec­
tive action will have had no reason to set prices in indexed or real terms. Even in 
stoicties that have had significant amounts of inflation but no hlperinflation. it will 
often be in the interest of such organizat ions to set at least part of their price or 
wage in nominal terms. This is partly because indexed contracts can make the parti­
cipants worse off than nominal contracts when there are real shocks (as Stanley Fis­
cier and others haive shown) and partly because of the tardiness and other im­
perfections of cost-of-living indexes. Thus. except in hyperinflationary societies. 
organizations for collective action %%ill nornally set prices, and set them partly or 
wholly in nominal terms. 

Thus we now have the subset of the subset of the set of sticky prices that are 
significantly involved in the macroccon,'nic problem of undcrutilized resources. It 
is only the subet of sticky prices that are also monopoly prices that can e sign­
ficant for macrocconomics, for only ihese are, as an earlier section of this paper 
showed, consistent witl the observed pattern over the blusiness ;ycle. Of these. only 
the further subset that are also disequilibrium prices airc significant for involuntary 
unemployment and the underutilization of other resources. and these prices and 
wagL in turn are only those that result from collective action. \Vhen, as ismost 
often ihe case., the (rganitations set prices rather than quantities and set prices at 
least partly in nominal terms, we get the sticky prices or wages that are significant 
for nacroccononici:S. 

"l'efact that most sticky prices are stuck too high rather than too low is not a 

It). ll)11. 
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coincidence, but a reflection of the far greater prevalence of collective action toachieve monopoly than monopsony. This greater prevalence of collective action tomonopolize than to monopsonize is in turn explained by the wider availability of"selective incentives" to sellers than to buyers and by the greater frequency of con­centration and small numbers among sellers than buyers. Since these asymmetries
have been analyzed elsewhere, they will not be discussed again here.

Yet price and wage stickiness or monetarist lags, it must be emphasized, are byno means necessary for the macroeconomic problem of underutilization of re­sources. The incentive to seek noncompetitive prices and wages is the real source ofthe problem, and it will lead to blocked transactions even when quantities ratherthan prices are set, and when there is monopsony no thanless when there ismonopoly. And when collective action does take the form of generating stickyprices and wages that give rise to the familiar business cycle pattern, this stickinessis essentially an incidental side effect of the incentive that gave rise to the problem.Theories of macroeconomics should accordingly begin with the motive or incentivethat is the heart of the problem rather than with one of the side effects it has in 
certain commonplace cases. 

THE GENERAL EQUIIIBRIUM CONTEXT
 
W\'hen the foregoing argument is put in 
a general equilibrium framework, it be­comes clear that the macroeconomic prohlems of involuntary unempl%.wment andunderutilized resources can vary greatly from one society and historical period toanother. If only a tin:, part of the society is subject to coalitions that engage in col­lective action, the resources that are blocked from making transactions in the fewsector. under the control of coalition% can move to the larger unorganized sectorand obtain returns that are only slightly lower than they would have earned hadthere been no distributional coalition%. But when, as is true now ill some societiessuch as Great Britain and the older and long-stable Northeastern and older Mid.dlcwestern parts of the United States. the diversity of organizations and coalitionsfor collective action is so great that large proportions of the economy are covered
by them., then such 
a large quantity of resources are blocked fron making transac­tions in the organized sectors that the), greatly depress rates of return in the un­organized sectors. This leads to what I have elsewhere called the "'selling apples on
street corners syndrome"; that is. 
 to serious involuntary underemplo.ment and toextra unemployment in queuing and searching for positions in the organized sector.This searching and queuing is not a socially opltinal investment in information, asjob search is in an economy free of organizations from collective action would be.but a competition for monopoly rents ;,nd governmental suhs'ioies.

In the interest of brevity. I shall not here set out the additional material neededto make the argument logically complete. I shall instead simtply apologize to thosereadcrs who have not read my books on The Rise anl lec'in ,\'u~aio. and TheLogic of (ioclh'tive Actin. and are therefore confronted here with -I paper that can­
not he fully comprehensible to them. 
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When Natural Rates of Unemployment are Unnaturally High
It may already be intuitively evident, though, why the theory in question pre­dicts that, in societies like the United States and Great Britain in the middle of the

nineteenth century, or Germany at about the time of national unification, or in
Taiwan and Korea since the 1960's, very litt!e involuntary unemployment or idlecapacity has been evident, even in periods of deflationary or disiinflationary shocks. 
In countries like Britain and the United States today, by contrast, the density oforganizations for collective action and the microeconomic policies they have lobbied
from government is so great that there are serious problems of unemployment and
undertilized capacity even when these economies are in aggregative equilibrium.
and very serious problems when there are even modest disinflationary shocks. 

One moral of the present argument, then. is that if the coalitional structure and
microeconomic policies are bad enough, there is no macroeconomic or monetary
policy than can put things right. Another moral is that macroeconomics, like mic­rocconomics, must go beyond Keynesian and monetarist formulas and analyze thestructure of the incentives. Macroeconomic evils, like other social and economic 
phenomena, would not persist unless thcy'brought gains to some. 

(Distinguished Professor of Economics. The University of Maryland) 


