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“at a practical level, a common view of macroeconomics is now pervasive in policy-research 

projects at universities and central banks around the world … It differs from past views, and it 

explains the growth and fluctuations of the modern economy; it can thus be said to represent a 

modern view of macroeconomics”. 

Taylor (2000:90) 

 

New Consensus Macroeconomics (NCM) embodies the rudiments of neo-liberalist orthodoxy 

within a simple macroeconomic modelling framework. Influenced by neoclassical synthesis, 

academics and policymakers jointly developed the first formal macroeconomic models in the 

early 1960s (Fontana, 2009). Initially, large structural models dominated the policy realm 

such as the MPS used by the Federal Reserve Board from the late 1960s. Though these larger 

models were considered laborious by academics and became increasingly outdated as 

theoretical and empirical advancements continued (Sims, 1980, 2002). Despite this, the Lucas 

critique (Lucas, 1976) perhaps had the most profound impact on these large formal models, 

attacking their ad hoc structure, arguing that modern formal models require ‘rigor’, that is, 

should be optimal, have micro-foundations and based on rational expectations (Fontana, 

2009). For Taylor (1997) the shift from adaptive expectations to rational expectations 

represents the paradigm shift between the traditional large structural models and the modern 

small formal macroeconomic models. The NCM model is often described as the most 

successful small formal macroeconomic model to arise from the Lucas critique and 

econometric criticisms of the earlier approaches (Fontana, 2009). Similar to earlier models, 

NCM characterises a joint effort by academics and policymakers, although is commonly 

termed the ‘new neoclassical consensus model’ given its theoretical connections to new-

Keynesian economics and real business cycle theory (Fontana, 2009). 

 

The closed economy NCM model is based on a three equation system, namely an IS-type 

curve, a Phillips curve and a monetary policy rule. Respectively, the equations show the 

dynamics of the output gap (1), inflation rate (2) and the short-term policy rate (3). Drawing 

on Fontana (2009) the closed economy NCM model is expressed below.
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 See Arestis and Sawyer (2008) for an open economy NCM model. 
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Akin to the traditional IS curve, equation (1) links the real interest rate ��� � ��������� to 

the level of output and employment. However, unlike the neoclassical synthesis derived IS 

function, equation (1) “is derived from intertemporal optimization of a utility function, which 

reflects optimal consumption smoothing”, thereby responds to the Lucas critique by 

incorporating more rigorous micro-foundations (Fontana, 2009:8). Equation (1) also contains 

lagged and expected values and relates the real interest rate specifically to the output gap 

�� � ���. The Phillips curve (2) shows that inflation is determined by lagged inflation, 

expected inflation, the current output gap, and a stochastic shock component ��� (i.e. cost-

push inflation). Thus equation (2) is more similar to the new-Classical version than the 

original Phillips curve (see Phillips, 1958). Equation (3) represents a simple monetary policy 

rule (such as a Taylors rule) which has replaced the LM curve used in earlier neoclassical 

synthesis models, when central banks targeted monetary aggregates rather than the short-term 

interest rate. Romer (2000:154) asserts “[t]he main change is that [the NCM] replaces the 

assumption that the central banks targets the money supply with an assumption that it follows 

a simple interest rate rule”. Equation (3) also embodies Wicksell’s (1898) notion of a natural 

rate of interest ��∗�, which equates savings and investment at full employment. In this vein, 

the loanable fund theory is also incorporated within the NCM model (Kriesler and Lavoie, 

2005). 

 

While concessions are made for the long-standing (post-Keynesian) view that the money 

supply is endogenous (i.e. demand-led) within the NCM model, the theoretical structure 

continues to be heavily tied to the neoclassical synthesis models of the 1960’s and monetarist 

ideologies. The only other ‘new’ components of the NCM model are the integration of key 

new-Keynesian economic principles. For example, individual agents exhibit optimising 

behaviour in the presence of market failures, such as incomplete markets, imperfect 

competition and asymmetric information (Fontana, 2009). Additionally, “market failures 

generate transitory price and wage stickiness, which, in turn, give support to the view that in 

the short-run, the aggregate supply responds to changes in aggregate demand” (Fontana, 

2009:7). The role of aggregate demand is merely transitory, and does not determine the 

equilibrium within the NCM model. In the long-run the Phillips curve (i.e. the aggregate 
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supply component) is vertical, hence long-run neutrality of money is assumed (Kriesler and 

Lavoie, 2005; Arestis and Sawyer, 2008). That is, in the short-run tight monetary policy will, 

ceteris paribus, lead to higher real interest rates and reduced economic growth as the central 

bank attempts to realign actual inflation with its target rate (Lavoie, 2006). However in the 

long-run (as assumed within monetarism), monetary policy will only affect the inflation rate, 

not long-run growth and output (Dalziel, 2002). For this reason the neo-liberals view 

monetary policy as the most effective means of achieving low and stable inflation in the long-

run, which in turn is thought to be conducive to economic stability, growth and efficient 

markets (see Lavoie, 2006; Blanchard and Gali, 2007; Arestis and Sawyer, 2008; Fontana, 

2009; Blanchard et al. 2010). The NCM model achieves its short- and long-run goals of 

output stabilisation and price stability via the aggregate demand and inflation expectations 

channels which are initiated by an exogenous change in the short-term nominal interest rate.  

 

The criticisms of NCM generally reflect its proximity to monetarist principles (see Friedman, 

1977). For example Posen (2008) questions the dominance of rational expectations within the 

NCM model, while Blanchard (2008) argues that the model does not offer an adequate 

analysis of the underlying credit and financial markets, the labour market and the goods 

market. Others contend that the model is largely irrelevant in a volatile economic context, 

namely one exhibiting unstable inflation, financial crisis and economic recession (see 

Goodhart, 2005; Buiter, 2008). Further criticism is targeted at the efficacy of monetary 

policy, such as its unemployment bias, the distributional impacts of interest rate changes, and 

the financial instability and speculation instilled from continual policy rate changes (see 

Minsky, 1982; Wray, 2008). However for the purposes of this discourse and the current 

context, the most pertinent criticism is the absence of a key role for fiscal policy, a view 

which has been forcefully argued by post-Keynesians such as Lavoie (2002, 2006), 

Setterfield (2003), Kriesler and Lavoie (2005), Arestis and Sawyer (2003, 2006) and Fontana 

(2009). The relegation of fiscal policy within the NCM framework echoes the neo-liberal 

paradigm shift and the theoretical foundations upon which the consensus is derived. The 

ostensible failure of neoclassical synthesis and Keynesian economics to grasp the events of 

the 1970s stagflation period gave rise to monetarism, supply-side and new-Classical 

economics. These schools of thought largely reject discretionary fiscal intervention. The 

primacy of monetary policy over fiscal policy is maintained by reference to Ricardian 

equivalence theory (see Barro, 1974, 1989), whereby government spending fails to have an 

overall effect on aggregate demand since the non-government sectors’ response offsets the 
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initial stimulus. However the theory is highly contentious and fiercely disputed with 

particular reference to its underlying assumptions (see Hemming et al. 2002; Arestis and 

Sawyer, 2003, 2006; Blinder 2004). Additionally, reference is often made to crowding-out 

and loanable funds theory (see Bernheim, 1989), which suggests that a casual relationship 

between government deficits and debt, and higher long-term interest rates subsequently 

reduces the level of private investment. Finally, NCM proponents contend that fiscal policy 

suffers from long lead-lag times due to excessive bureaucracy in the political process. 

However monetary policy is also known for its outside lags, that is the time taken for the 

implemented policy to affect the economy, often estimated to be 18-24 months (Fontana, 

2009). 

 

A consequence of the GFC has been the substantial easing of monetary policy within most 

advanced economies, where in many cases the policy rate has reached the zero nominal 

bound (e.g. U.S., Japan and U.K.). Subsequently monetary authorities have limited capacity 

for further easing in an attempt to stimulate economic activity. Under such conditions the 

NCM model fails to offer a solution, since the catalyst (policy rate) for the operation of the 

aggregate demand and inflation expectations transmission channel is bounded. Thus, fiscal 

policy has more or less become a policy option of last resort for policymakers. However, 

considering that the NCM primarily operates via an aggregate demand transmission channel, 

fiscal policy would offer a more direct and effective mechanism to influence economic 

activity (Kriesler and Lavoie, 2005; Fontana, 2009). This is because a sovereign government 

retains ultimate (and unbounded) discretion over government expenditure and taxation which 

can both directly and indirectly affect aggregate demand. Unlike monetary policy, fiscal 

policy does not rely on indirect transmission via the long-term interest rate and subsequently 

interest-sensitive consumption and investment components of aggregate demand, both of 

which are likely to be weak during a recession (see Clark, 1979; Blanchard; 1986; Chirinko, 

1993). While fiscal policy seemingly offers a more direct mechanism than monetary policy, 

policymakers have remained wedded to the neo-liberal ideology which assigns fiscal policy 

to concerns of fiscal sustainability rather than reducing unemployment. 

 

 

 

 

 



5 

References 

Arestis, P. and Sawyer, M. (2003). ‘Reinventing Fiscal Policy’. Journal of Post Keynesian 

Economics, 26(1):3-25.  

Arestis, P. and Sawyer, M. (2006). ‘Fiscal Policy Matters’. Public Finance/Finance 

Publiques, 54(3-4):133-135. 

Barro, R.J. (1974). ‘Are Government Bonds Net Wealth?’ Journal of Political Economy, 

82:1095-1117.  

Barro, R.J. (1989). ‘The Ricardian Approach to Budget Deficits’. The Journal of Economic 

Perspectives, 3(2):37-54. 

Bernheim, B.D. (1989). ‘A Neoclassical Perspective on Budget Deficits’. The Journal of 

Economic Perspectives, 3(2):55-72. 

Blanchard, O.J. (1986). ‘Empirical Structural Evidence on Wages, Prices and Employment in 

the U.S.’ NBER Working Paper No. 2044, Cambridge, Massachusetts.   

Blanchard, O., and Gali, J. (2007) ‘Real wage rigidities and the New Keynesian Model’. 

Journal of Money, Credit, and Banking, 39(1):36-65.  

Blanchard, O.J. (2008). ‘The State of Macro’. National Bureau of Economic Research, 

Working Paper No. 14259. Cambridge, MA. 

Blanchard, O., Dell’Ariccia, G. and Mauro, P. (2010) ‘Rethinking Macroeconomic Policy’. 

IMF Staff Position Note SPN/10/03, Washington: International Monetary Fund. 

Buiter, W.H. (2008). ‘Central Banks and Financial Crisis’. Paper presented at the Federal 

Reserve Bank of Kansas City’s Symposium on Maintaining Stability in a Changing 

Financial System. Jackson Hole, Wyoming.  

Chirinko, R.S. (1993). ‘Business Fixed Investment Spending: Modeling Strategies, Empirical 

Results and Policy Implications.’ Journal of Economic Literature, 31:1875-1911. 

Clark, P.K. (1979). ‘Investment in the 1970s: Theory, Performance and Prediction.’ 

Brookings Papers on Economic Activity, 1:73-124, Brookings Institution.  

Dalziel, P. (2002). ‘The Triumph of Keynes: What Now for Monetary Policy Research?’ 

Journal of Post Keynesian Economics, 24(4):511-527. 

Fontana, G. (2009). ‘Whither New Consensus Macroeconomics? The Role of Government 

and Fiscal Policy in Modern Macroeconomics’. The Levy Economics Institute of Bard 

College, Working Paper No.563.  

Friedman, M. (1977). ‘Nobel Lecture: Inflation and Unemployment’. Journal of Political 

Economy, 85(3):451-472. 

Goodhart, C.A.E. (2005). ‘The Foundations of Macroeconomics: Theoretical Rigour verses 

Empirical Realism’. Paper presented at the Conference on the History of Macroeconomics. 

Lauvain-la-Neuve, Belgium, January.  

Hemming, R., Kell, M. and Mahfouz, S. (2002). ‘The Effectiveness of Fiscal Policy in 

Stimulating Economic Activity: A Review of the Literature’. IMF Working Paper No. 

02/208. Washington DC. 

Kriesler, P. and Lavoie, M. (2005). ‘The New View on Monetary Policy: The New 

Consensus and Its Post-Keynesian Critique’. Presented at the 3
rd

 Australian Society of 



6 

Heterodox Economists conference at the University of New South Wales in Sydney, 

December 2004. 

Lavoie, M. (2002). ‘A Post-Keynesian Alternative to the New Consensus on Monetary 

Policy’. Paper prepared for the ADEK Conference at the Université de Bourgogne. Dijon, 

France, November. 

Lavoie, M. (2006). ‘A Post-Keynesian Admentment to the New Consensus on Monetary 

Policy’. Metroeconomica, 57(2):165-192.  

Lucas, R. (1976). ‘Econometric Policy Evaluation: A Critique’. Carnegie-Rochester 

Conference Series on Public Policy, 1(1):19-46. 

Minsky, H.P. (1982). Can ‘It’ Happen Again? Armonk, NY: M.E. Sharpe.  

Posen, A. (2008). ‘The Future of Inflation Targeting’. Challenge, 51(4):5-22.  

Romer, D. (2000). ‘Keynesian Macroeconomics without the LM Curve’. Journal of 

Economic Perspectives, 14(2):149-169. 

Setterfield, M. (2003). ‘Central Bank Behaviour and the Stability of Macroeconomic 

Equilibrium: A Critical Examination of the New Consensus. Presented at the Post-

Keynesian Conference in Ottawa, September, 2003. 

Sims, C. (1980). ‘Macroeconomics and Reality’. Econometrica, 48(1):1-48.  

Sims, C. (2002). ‘The Role of Models and Probabilities in the Monetary Policy Process’. 

Paper prepared for the Fall meeting of the Brookings Panel on Economic Activity. 

Taylor, J.B. (1997). ‘Econometric Models and the Monetary Policy Process: A Comment’. 

Carnegie-Rochester Conference Series on Public Policy, 47(1):39-42. 

Taylor, J.B. (2000). ‘Teaching Modern Macroeconomics at the Principles Level’. American 

Economic Review, 90(2):90-94. 

Wicksell, K. (1898). Interest and Prices. Macmillian, 1936. 

Wray, R. (2008). ‘Lessons from the Subprime Meltdown’. Challenge, 51(2):40-68. 

 

 

 

 

 

 

 


