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THE FALL OF MACROECONOMICS

The Evolution of Macroeconomics:  Phase III

“Macroeconomics” born as a field during and because of the Great 
Depression

Idea that government could/should regulate the periodic ups and 
downs of the economy rose to prominence

John Maynard Keynes, The General Theory of Employment, 
Interest, and Money (1936)

Basic tenet:  various “rigidities” in many markets lead to “disequilibria” 
that can last a long time

Burns and Mitchell, Measuring Business Cycles (1946)
First systematic accounting of the co-movement of various aggregates

i.e., GDP, consumption, employment, inflation, unemployment rate, etc…

How to “model” (i.e., conceptually/rigorously/mathematically 
think about) business cycles?

Phase II:  The big macroeconometric models
Death knell spelled by the devastating Lucas Critique

Phase III:  Microeconomic foundations and DGE modeling
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THE REBIRTH OF MACROECONOMICS

The Evolution of Macroeconomics:  Phase III

Kydland and Prescott (1982), Long and Plosser (1983)
A dynamic general equilibrium (DGE) view of business cycles
A “real” business cycle (RBC)

TFP shocks the driving force, not policy shocks
Business cycles are efficient and “natural”…
…so macroeconomic policy aimed at stabilizing cycles is 
unimportant/misguided

An economic theory, not a statistical theory
Building blocks

Consumer preferences
Production technology
Interactions through markets (goods, labor, and financial markets)

The “alpha’s” are functions of policy variables (if policy variables 
present in the model)…
…thus immune to Lucas Critique

Modern macro view:  periodic ups and downs of macroeconomic 
activity driven fundamentally by (various and many) shocks
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PRINCIPLES OF RBC MACROECONOMICS

The Evolution of Macroeconomics:  Phase III

Basic Tenets
Markets operate (nearly) perfectly competitively
Price rigidities/inflexibilities are not very important – conceptual break 
from Keynesian principles
Model the economic interactions, not merely the statistical 
relationships – methodological break from Keynesian principles

Which types of shocks are the main driver of business cycles?
TFP shocks (not policy – another conceptual break from Keynesianism)

How to measure TFP?  As a “residual,” using the Cobb-Douglas 
production function 1output ( , )t t t t t t tA f k n A k nα α−= =

What’s “left over” after accounting for what we can account for
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PRINCIPLES OF RBC MACROECONOMICS

The Evolution of Macroeconomics:  Phase III

Basic Tenets
Markets operate (nearly) perfectly competitively
Price rigidities/inflexibilities are not very important – conceptual break 
from Keynesian principles
Model the economic interactions, not merely the statistical 
relationships – methodological break from Keynesian principles

Which types of shocks are the main driver of business cycles?
TFP shocks (not policy – another conceptual break from Keynesianism)

How to measure TFP?  As a “residual,” using the Cobb-Douglas 
production function 1output ( , )t t t t t t tA f k n A k nα α−= =

What’s “left over” after accounting for what we can account for

Period Output Capital Labor TFP

2004 12.0 16 9 1.0

2005 14.4 16 9 1.2

2006 19.2 16 16 1.2

2007 17.6 16 16 1.1

Suppose alpha = 
0.5 for simplicity

(U.S. economy:  
alpha ≈ 0.30)

Productivity improved between 2004 and 2005

Productivity stagnated between 2005 and 2006

Productivity declined between 2006 and 2007

EXAMPLE
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TFP SHOCKS

The Evolution of Macroeconomics:  Phase III

Shocks to TFP are persistent
Once At rises unexpectedly, TFP tends to stay elevated for multiple 
periods
Example:  If A2000 > A1999, then A2001 is likely to be higher than A1999 as 
well, but not as large as A2000

A slowly-dampening time-profile of TFP

time

The period 
of the 
shock

Gradual return to steady-state

steady-state TFP

Detrended TFP 
series (i.e., actual 
TFP displays 
long-run growth)
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PRINCIPLES OF RBC MACROECONOMICS

The Evolution of Macroeconomics:  Phase III

Shocks to TFP are persistent
Once At rises unexpectedly, TFP tends to stay elevated for multiple 
periods
Example:  If A2000 > A1999, then A2001 is likely to be higher than A1999 as 
well, but not as large as A2000

A slowly-dampening time-profile of TFP

RBC view
Persistent TFP shocks the driver of business cycles
NOT policy shocks

time

The period 
of the 
shock

Gradual return to steady-state

steady-state TFP

Detrended TFP 
series (i.e., actual 
TFP displays 
long-run growth)

Over two-thirds of 
business-cycle 
fluctuations driven by 
TFP shocks
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RBC MECHANISM:  AN EXAMPLE

The Evolution of Macroeconomics:  Phase III

Positive TFP shock occurs (i.e., TFP 
rises)

Effect on labor market: rise in At rise 
in MPNt shift in labor demand

Effect on capital demand: rise in At
rise in At+1 (because shocks are 
persistent) rise in MPKt+1 shift in 
capital demand

labor

real 
wage

D

rise in A

inv

r

investment demand 
function

rise in A
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RBC MECHANISM:  AN EXAMPLE

The Evolution of Macroeconomics:  Phase III

Positive TFP shock occurs (i.e., TFP 
rises)

Effect on labor market: rise in At rise 
in MPNt shift in labor demand

Effect on capital demand: rise in At
rise in At+1 (because shocks are 
persistent) rise in MPKt+1 shift in 
capital demand

labor

real 
wage

D

rise in A

inv

r

investment demand 
function

rise in A

S

S

Superimposing the supply sides of the 
labor and financial markets:

1.  Investment (one of the components 
of GDP) rises

2.  EQUILIBRIUM quantity of labor 
rises…

3.  Hence total output (i.e., GDP) rises 
(because both At and nt rise)

TFP shocks lead to fluctuations in GDP

What is TFP?  Could be…

1. Literally technology (better 
computers, etc.)

2. Better-educated workers

3. More open international trade

4. Financial market conditions

5. …
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UNDERSTANDING EQUILIBRIUM

Macro Fundamentals

Prices coordinate activity of suppliers and demanders (whether P, 
w, or r; basic idea same in any market)

Macro markets (suppose no taxes anywhere for simplicity)

D

S

equilibrium price

( , )
( , )

l t t
t

c t t

u c l w
u c l

=

1

'( ) 1
'( )

t
t

t

u c r
u cβ +

= +

Consumption-leisure 
optimality condition

Consumption-savings 
optimality condition

CONSUMERS



6

November 7, 2011 11

UNDERSTANDING EQUILIBRIUM

Macro Fundamentals

Prices coordinate activity of suppliers and demanders (whether P, 
w, or r; basic idea same in any market)

Macro markets (suppose no taxes anywhere for simplicity)

D

S

equilibrium price

( ( , ))t t t n t tw mpn A f k n= =

( ( , ))t t t k t tr mpk A f k n= =

Optimal labor demand

Optimal investment 
demand

FIRMS

November 7, 2011 12

UNDERSTANDING EQUILIBRIUM

Macro Fundamentals

Prices coordinate activity of suppliers and demanders (whether P, 
w, or r; basic idea same in any market)

Macro markets (suppose no taxes anywhere for simplicity)

Prices anonymously coordinate activity of suppliers and demanders

D

S

equilibrium price

( , )
( , )

l t t
t

c t t

u c l w
u c l

=

1

'( ) 1
'( )

t
t

t

u c r
u cβ +

= +

Consumption-leisure 
optimality condition

Consumption-savings 
optimality condition

CONSUMERS

( ( , ))t t t n t tw mpn A f k n= =

( ( , ))t t t k t tr mpk A f k n= =

Optimal labor demand

Optimal investment 
demand

FIRMS



7

November 7, 2011 13

UNDERSTANDING EQUILIBRIUM

Macro Fundamentals

Prices coordinate activity of suppliers and demanders (whether P, 
w, or r; basic idea same in any market)

Macro markets (suppose no taxes anywhere for simplicity)

Prices anonymously coordinate activity of suppliers and demanders
“Invisible hand” described by Adam Smith (Wealth of Nations, 1776)
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EQUILIBRIUM IN THE LABOR MARKET

EQUILIBRIUM IN THE CAPITAL MARKET
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UNDERSTANDING EQUILIBRIUM

Macro Fundamentals

Prices coordinate activity of suppliers and demanders (whether P, 
w, or r; basic idea same in any market)

Macro markets (suppose no taxes anywhere for simplicity)

Prices anonymously coordinate activity of suppliers and demanders
“Invisible hand” described by Adam Smith (Wealth of Nations, 1776)

Negative TFP shock labor demand and investment demand each 
shifts leftwards

Effects on factor prices:  real wages fall, real interest rates fall
Effects on factor input quantities:  lower employment, lower 
investment
Effect on GDP:  falls, due to fewer factors of production being used

D

S

equilibrium price
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WHERE IS MACROECONOMICS TODAY?

The Evolution of Macroeconomics:  Next?

Keynesian Macroeconomics
Ideology: Price rigidities/”sticky prices”
Policy stance: policy (fiscal and monetary) of crucial importance for 
macroeconomic performance
Methodology: econometric/statistical modeling

RBC Macroeconomics
Ideology: Prices are not rigid or “sticky”
Policy stance: policy (neither fiscal nor monetary) not very important 
for macroeconomic performance
Methodology: dynamic general equilibrium modeling
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RBC Macroeconomics
Ideology: Prices are not rigid or “sticky”
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for macroeconomic performance
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New Keynesian Macroeconomics
Ideology: Price rigidities/”sticky prices”
Policy stance: policy (fiscal and monetary) of crucial importance for 
macroeconomic performance
Methodology: dynamic general equilibrium modeling

A central issue in macroeconomics:  monetary neutrality?
Does monetary policy have any important effects on the real economy?

The enduring imprint of the RBC revolution

Empirical evidence still EXTREMELY mixed 
on this


