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Monetary policy is examined in a model in which
prices and quantities are competitively determined,
information is imperfect, and expectations are formed
rationally. Monetary shocks matter for the business
cycle, but systematic monetary policy is typically in-
effective. [The SSCI® indicates that this paper has
been cited in more than 320 publications, making it
the most-cited paper published in this joumal.]
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The new dassical macroeconomics, some-
times referred to as “rational expectations mac-
roeconomics” or as the “equilibrium approach
tomaoecotmﬁu,” in the early 1970s.
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 Initiafly, the approach achieved notable suc-
cesses, especially with the work of R.E. Lucas,'2
T.l ent and N. Wallace, and my 1976
subject of this commentary. These
meodes implied that monetary disturbances can
have significant real effects because of imperfect
information about the quantity of money and
the general level of prices. In contrast, antici-
pated monetary changes, which include system-
atic monetary pollcles, do not matter because
they do not create informational confusions.

On an empirical level, there was evidence®s
that supported the theories. shocks
seemed to be important sources of business fluc-
tuations, and—as the theories predicted—there
was some indication that it was mainly the un-
anticipated or surprise parts of monetary
changes that mattered. The theories akso were
consistent with the observed absence of long-
term relations among real economic perfor-
mance and the growth rates of money and

Further investigations cast doubt on these suc-
cesses. The theories :{ on costs of observing
money and the general price level, but these
costsammbevuyla:ge.'l'hedmriuem
ter problems empirically in explaining the refa-
tions among monetary disturbances and real in-
terest rates, real wage rates, and consumer
expenditures. For these and other reasons, the
new dassical approach tumed out not to pro-
vide a full explanation for the role of money in
the business cyde. This failing may, however,
not be so serious because the empirical evidence
on the importance of ctuations also
tumed out to be overstated; that is, the chal
lenge of explaining the crudal role of money
was misdirected. Furthermore, the
original mission was not completed, some major
results were obtained; these indude the applica-
tion of equilibrium modeling to macroeconom-
ics, the use of rational expectations as part of
this modeling, and a revolution m analytical
methods for evaluating government policies.

More recently, the new classical approach has
attained successes in various areas of macroeco- .
nomics. These areas include theories of long-
term economic growth, models of business cy-
des that are driven by real (as opposed to
monetary) disturbances, such as oil shocks and
tax-rate changes, theories of fiscal policy, and

retical approaches to policy‘ZMma-

tion. These developments are in sur-

vey essays by some of the leading new classical

macroeconomists in a recent book.6 This second

tion of the new classical macroeconomics

been a triumph, though not exactly along the

lines of the monetary models that we thought
about back in the early 1970s.
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