Lecture Twenty-One:
Real Business Cycle Models
{Representative Agent, Supply-Side Shocks, Persistence Deviations from Full Employment}

New Classical Economics II
2
Based on economic principles
1.
Outgrowth or second generation of New Classical models
i.
Recall New Classical economists argued macro theories need be based on economic principles.

ii.
That is, macroeconomic theory must start with the premise of maximizing individuals/agents ( Microfoundations


iii.
And, rational maximizing agents will use all information available to them and use it intelligently ( Rational Expectations
2.
Real Business Cycle Models have similar features.


i.
Built on microfoundations and utilize a representative agent.


ii.
Economic agents (or, the representative agent) employ rational expectations.

ii.
Prices are assumed to be flexible, that is these are models of market-clearing.  In this sense, they are equilibrium models.
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Supply-side shocks and business cycles
1.
Real Business Cycle Theorists believe fluctuations are caused by optimizing agents responding from temporary (or lasting) variations in real opportunities.

i.
That is, supply-side shocks that alter the decisions of economic agents regarding trade-offs that determine production.


ii.
Temporary shocks have lasting effects if they cause economic agents to alter the amount of saving that goes to creating capital for the next period.


iii.
These shocks include: shocks to technology, changes in environmental conditions, changes in real prices of raw materials, and changes in tax rates.
2.
Consider the following model with a representative agent.


i.
The representative agent maximizes utility over current consumption and leisure: Ut=U(St, Ct, let).

ii.
In this decision, the representative agent knows her production function (governing how much C can be produced from given choices of N and le): Yt=ztF(Kt, Nt).  zt is a measure of technology.

iii.
The representative agent also knows that current income can be disposed of into current consumption or future consumption: Yt=Ct+St.

iv.
Given the representative agents choices, the capital stock grows according to Kt+1=St+(1-δ)Kt.  We see, going back to the classical model, the level of saving determines the level of investment.  δ is the rate of capital depreciation.

v.
Thus, output in the current period, Yt, and output in future periods, Yt+1, Yt+2, …, depend on decisions that the representative agent makes in the current period.


vi.
Thus, temporary (lasting short and finite number of periods) shocks can have lasting effects and drive the business cycle.

3.
Consider a one-period positive shock to technology.

i.
That is, suppose zt temporarily rises.

ii.
This results in an upward shift in the production function.  Yt=ztF(Kt, Nt) shifts up.


iii.
Knowing she is more productive per unit of labor, the representative agent will choose less leisure and more labor.


iv.
The combination of the technology shock and the added labor lead to a higher Yt than would have otherwise resulted. 


v.
Suppose, without the shock the economy would have produced Y0, the full employment level of output.


vi.
With the shock, Yt>Y0.


vii.
With more output, more is available for saving, thus, Kt>K0.


viii.
Now, in t+1, the technology shock is over, but the capital stock has grown more than it would have otherwise, thus, Yt+1>Y0.

4.
Role of Policy.


i.
If the business cycle is largely a supply-side phenomenon, then clearly there is no role for aggregate demand stabilization policies.


ii.
Monetary policy determines the price level (quantity theory) and should be focused on stable prices.  Especially considering the extent that price forecast errors add to instability in aggregate demand (some RBC theorists maintain this New Classical concern).


iii.
Fiscal policy operates through altering incentives on the supply-side with tax rates and should be aimed at minimizing distortions.

5.
Critiques


i.
Are technology shocks general or specific to one industry?


ii.
Does the empirical evidence show that workers are choosing to alter labor supply through the business cycle or the firms are altering labor demand?

































