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Two Approaches

We can summarize theories of business cycles by their view of
functioning of the economy's markets.

The real business cycle theory (RBC) postulates that the
economy's markets clear continuously; prices are fully

exible and do not a�ect the real variables (monetary
neutrality).

New Keynesian theory emphasizes the price and/or wage
stickiness in the short run. Thus, 
uctuations are caused
by the stickiness of the prices/wages, and nominal
monetary shocks can be transmitted to the changes in the
real variables.
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Implications: RBC

The economy's 
uctuations re
ect its e�cient responses to
real technological supply shocks. In terms of production
function
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those shocks are realizations of the Zt process.

The natural rate of unemployment is 
uctuating since At is

uctuating.

Fiscal/monetry policies are largely ine�ective.



Figure 19.1  Growth in Output and the Solow Residual
Mankiw: Macroeconomics, Sixth Edition
Copyright © 2007 by Worth Publishers
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Implications: New Keynesian Theories

Aggregate 
uctuations are caused by demand shocks.

Aggregate demand is identi�ed from the IS{LM model.
Need to build micro-foundations for the aggregate supply
and the sources of stickiness.
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RBC

The parable of Robinson Crusoe. Why?

Since there is no money and all of the shocks are real. E.g.:

Population of �sh in the nearby waters suddenly rises.

Weather shocks.

Attacks by natives.

Changes in C, I, L (labor and, therefore, leisure), and Y are
e�cient responses to the (real) shocks.
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Ex.: storm (temporary shock). At #, MPL and current wages
#, cut current working hours (more leisure now), C #, I # (since
want to smooth consumption over time).

Ex.: a big school of �sh in the nearby waters (temporary
shock). At ", MPL and current wages ", increase working time
and cut leisure time, C ", I " (since want to smooth
consumption over time).



Chapter 18/19

RBC Model: The Intertemporal Substitution
of Labor

The intertemporal substitution of labor|the willingness to
reallocate work over time|should be substantial. Not true in
micro data.

The incentive to reallocate labor between di�erent periods is
guided by the intertemporal relative wage: W1�(1+r)

W2
.

Thus, shocks that cause r to increase or make W1 temporarily
high, increase work e�ort in period 1, and decrease the �rst
period amount of leisure.
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RBC Model: the Importance of Tech. Shocks

Shocks to At are the main ingredient of RBC models, and the
main source of the models' aggregate 
uctuations.

Opponents: are recessions the periods of the technological
regress? Also, technological shocks are not well measured, and
in reality they are less pro-cyclical than the Solow residual.

Proponents: adverse shocks to the `technology' (Solow residual)
should be interpreted broadly. E.g., strict regulations, weather
shocks, shocks to prices of raw materials (e.g., oil price shocks).
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Money Neutrality

Is money neutral in the short run? To answer the question,
need exogenous shocks to money supply in order to establish
the causality between money and output.

Hard to �nd really exogenous shocks...
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In the data: changes in money supply correlate with the
changes in money supply.

(Real shocks)) �M ; �Y (( Real shocks) (RBC)

�M ) (nominal frictions: sticky wages/prices)) �Y
(Keynes./Monetar.)

To prove that M ) Y (that is, money causes output) need to
�nd an exogenous variation in M , that is, the variation not

a�ected by the news of future productivity or by current real
shocks.
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Measurement of the TFP

Suppose Y = AK�L1��. Then,
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Inputs are utilized with di�erent intensity over the business
cycle. Consider Y = AK� (uL)1��, where u is the utilization

rate of L. Then,
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The TFP measure will become less procyclical when �u
u
> 0

during expansions and �u
u
< 0 during recessions.
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New Keynesian Theories

Rationalize the stickiness of prices and wages.

1 Menu costs

2 Recessions as coordination failures

3 Staggering of wages and prices: individual wages and prices
change frequently but at di�erent points in time, and so
aggregate prices and wages adjust sluggishly.



Chapter 18/19

Is There a Consensus on Key Macroeconomic
Issues?

1 In the long run, the economy's technology and availability
of the factors of production determines the well-being of its
citizens.

2 In the short run, aggregate demand determines the amount
of goods and services the economy produces, and the
well-being of its citizens.

3 In the long run, the rate of money growth determines the
rate of in
ation, but it does not a�ect the (natural) rate of
unemployment.

4 In the short run, policymakers face a tradeo� between
in
ation and unemployment.
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Consensus on Policy Issues?

1 How to promote growth in the natural (trend) level of
output?

2 Stabilizing potential of discretionary �scal policy is at best
limited and the role of �scal policy lies embedded in
automatic stabilizers (problem 1, set 5; Snowdon and Vane,
2005: handout).

3 Shift of focus towards monetary policy as the main tool of
stabilization policy (Snowdon and Vane, 2005; Goodfriend
and King, 1997).

4 Stabilization policy is viewed as a game theoretic problem:
policy a�ects expectations and therefore outcomes. Issues
of policymakers' credibility are important.

5 Is government budget de�cit a problem?
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