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Economics 604

MACRODYNAMICS: COMPETING PERSPECTIVES

The basic problem of macrodynamics is to provide a cohesive understanding for the way in which key
macro variables (output, employment, price levels, capital stocks,...) move together over time. At present
there is no consensus among macroeconomists concerning which paradigm best explains the movement in key
macro variables for decentralized market economies. Consequently, it is not surprising to see major policy
disagreements persist concerning which macro variables government should attempt to control in order to
achieve price stability, growth, and high employment.

Econ 604 will examine a spectrum of competing paradigms for macrodynamics in an attempt to un-
derstand the fundamental agreements and disagreements that underly current research in growth, business
cycles, and coordination issues. Part I of the course will focus on key paradigms that are currently being used
to study the sources of economic growth: standard neoclassical descriptive and optimal growth models; over-
lapping generations models; and endogenous growth models. Part II will focus on alternative approaches to
business cycle theory. Part III will focus on coordination issues arising in dynamic macroeconomic systems:

for example, time inconsistency; adaptation and learning; and self-organization and emergent behavior.

Prerequisites: Economics 602

Lecture Meeting Time and Place: MW, xxxxx, xxxxxxxxxxxxx; Discussion Section (Moderated by

the T.A.): F XXXXXXXXXX, XXXXXXXXXXXXXX.

Grading: Grades will be determined on the basis of one midterm exam (100 points), one final exam (100
points), and various graded exercises (approximately 60 points). Class discussion will count for extra credit

in case of a borderline grade.

Recommended Overview Texts: Kevin D. Hoover, The New Classical Macroeconomics, Basil Blackwell,
c. 1988, reprinted in paperback in 1991, 1992 (ISBN 0-631-17263-7); and Steven M. Sheffrin, The Making of
Economic Policy, Basil Blackwell, ¢. 1989, reprinted in paperback 1991 (ISBN 1-55786-294-X).

Reading Assignments: Required readings will be assigned from a variety of journal articles, monographs,

and books. All required readings have been placed on closed reserve in the Econ/Soc Reading Room (Third



Floor, Heady Hall), together with a selection of recommended readings. The books placed on closed reserve
for Econ 604 are listed below.

Books Placed on Closed Reserve for Econ 604

R. G. D. Allen, Macro Theory, Macmillan, N.Y., 1968 (paperback).
R. Barro and X. Sala-i-Martin, Fconomic Growth, McGraw-Hill, Inc., 1995. [ISBN 0-07-003697-7]
O. Blanchard and S. Fischer, Lectures on Macroeconomics, MIT Press, 1989.

G. Feiwel, ed., Issues in Contemporary Macroeconomics and Distribution, SUNY Press, N.Y., 1985
(paperback).

D. Gale, Money: In Equilibrium, Cambridge U Press, Cambridge, 1982.

D. Harris, Capital Accumulation and Income Distribution, Stanford U Press, Stanford, 1978.
T. Havrilesky, Modern Concepts in Macroeconomics, Harlan Davidson, Illinois, 1985.

K. Hoover, The New Classical Macro, Oxford University Press, Oxford, 1988.

J. Kareken and N. Wallace, eds., Models of Monetary Economies Federal Reserve Bank of Minneapolis,
Minneapolis, 1980.

J. M. Keynes, The General Theory of Employment, Interest, and Money, Harcourt, Brace and World,
Inc., 1965.

A. Klamer, Conversations With Economists, Rowman and Allenheld, New Jersey, 1983.
R. E. Lucas, Jr., Studies in Business Cycle Theory, MIT Press, 1987.

N. Gregory Mankiw and D. Romer, eds., New Keynesian Economics, Volumes 1 and 2, MIT Press,
Cambridge, 1991.

G. McCandless, Jr., with N. Wallace, Introduction to Dynamic Macro Theory: An QOuverlapping Gen-
erations Approach, Harvard University Press, Cambridge, MA, 1991.

W. Peterson, Income, Employment, and Economic Growth, W. W. Norton, Seventh Edition, 1992.
R. Ramanathan, Introduction to the Theory of Economic Growth, Springer-Verlag, New York, 1982.
D. Romer, Advanced Macroeconomics, McGraw-Hill, 1996.

S. Sheffrin, The Making of Economic Policy, Basil Blackwell, 1989.

TOPICS AND READINGS



PLEASE NOTE: The syllabus contains many more topics than can be covered in a one semester
course (or perhaps a lifetime). The exact selection of topics to be covered in Econ 604 will depend on the
backgrounds and interests of the students.

For those topics that are selected for coverage, double-starred readings are required readings and
single-starred readings are highly recommended readings that complement the required readings by
providing a more general contextual overview of the literature and that may be useful for understanding
class lectures and for answering exercise and exam questions. [Some of the single-starred readings may be
assigned as required discussion section readings as the course proceeds.] Other supplemental (un-starred)
readings are also listed for students wishing more specialized and detailed coverage. Additional required and
recommended readings may be added at a later time.

All required readings are on closed reserve in the Reading Room (Third Floor, Heady Hall 368). When
book chapters are required, generally the books themselves will be on closed reserve rather than individual
chapters. When journal articles are required, it will generally be the articles that are on closed reserve rather

than the journal issues in which they appear.

PART ONE: MAJOR PARADIGMS FOR MACRO GROWTH
I. INTRODUCTION

A. Background and Overview
** R. Barro and X. Sala-i-Martin, Economic Growth, McGraw-Hill, 1995, Chapter 1: Introduc-
tion, pp. 1-13, CLOSED RESERVE.

** N. Gregory Mankiw, “A Quick Refresher Course in Macroeconomics,” Journal of Economic
Literature 28 (December 1990), 1645-1660, CLOSED RESERVE.

** Review Time Series Data Hand-Outs from Econ 602
* 0. Blanchard and S. Fischer, Chapter 1 (pp. 1-36), CLOSED RESERVE.

* J. H. Stock and M. W. Watson, “Variable Trends in Economic Time Series,” Journal of Eco-
nomic Perspectives 2 (Sept. 1988), 147-174. CLOSED RESERVE

* W. Peterson, op. cit. , Chapters on Growth, Business Cycles, and Forecasting, Intermediate-
Level Review, CLOSED RESERVE.

* “What Have We Learned from Recent Empirical Growth Research?,” Symposium with com-
ments by R. Hall and C. Jones, X. Sala-i-Martin, J. Sachs and A. Warner, The American
Economic Review: Papers and Proceedings 87 (May 1997). CLOSED RESERVE.

B. Construction and Analysis of Macrodynamic Models

** Hand-Outs (Structure of Macrodynamic Models; Seven Basic Steps for Analyzing a Macro-
dynamic Model; The Concept of the “Basic Causal Differential System”)

** D. Harris, Chapter 1 (pp. 3-24), CLOSED RESERVE.

** R. Ramanathan, Chapter 1 (pp. 1-4), CLOSED RESERVE.

Other Suggested Readings:



W. Carl Biven, Who Killed John Maynard Keynes: Conflicts in the Evolution of Economic
Policy, Irwin, IL, 1989.

O. Blanchard and S. Fischer, Chapter 10:Some Useful Models (pp. 505-565) and Chapter
11:Monetary and Fiscal Policy Issues (pp. 566-629). [Advanced but interesting overview
of state-of-the-art macro]

M. Blaug, Economic Theory in Retrospect, Cambridge University Press, latest edition.

A. Chiang, Elements of Dynamic Optimization, N.Y., 1992.

George R. Feiwel, ed., Arrow and the Ascent of Modern Economic Theory, New York Uni-
versity Press, N.Y., 1987.

G. R. Feiwel, ed., The Economics of Imperfect Competition and Employment: Joan Robinson
and Beyond, New York University Press, N.Y., 1989.

M. I. Kamien and N. L. Schwartz, Dynamic Optimization: The Calculus of Variations and
Optimal Control in Economics and Management, 2nd Edition, North Holland, 1993.

M. Rukstad, Macroeconomic Decision-Making in the World Economy, Third Edition, Dryden
Press, New York, 1992. [Harvard Business School case studies of major economic events
such as the Great Depression, the Bush/Reagan deficits, the European monetary union,
the third world debt crisis, etc.]

A. Takayama, Analytical Methods in Economics, N.Y., 1994.

L. Taylor, Income Distribution, Inflation, and Growth: Lectures on Structuralist Macro Eco-
nomic Theory, MIT Press, Cambridge, MA, 1991. [Emphasizes the need to construct
models appropriate to specific institutions, constraints, and practices found in particular

developing economies...historically specific models of the development process.|
S. J. Turnovsky, Methods of Macroeconomic Dynamics, The MIT Press, Cambridge, MA,
1995.

II. NEOCLASSICAL AGGREGATE GROWTH MODELS

A. Introduction
** D. Harris, Chapter 2 (pp. 25-48), CLOSED RESERVE.
** W. Peterson, Chapter on Growth. CLOSED RESERVE
* R. Solow, “Growth Theory and After,” American Economic Review 78 (June 1988), 307-317,
CLOSED RESERVE.

B. A Simple Fore-Runner of the Solow-Swan Descriptive Growth Model

** In-Class Exercise
* R. G. D. Allen, Chapter 1l (pp. 197-211), CLOSED RESERVE.
* R. Ramanathan, Chapter 2 (pp. 5-17) and Chapter 3 (pp. 18-31), CLOSED RESERVE.

C. Neoclassical Descriptive Growth Models



** Hand-Outs (The Basic Solow-Swan Descriptive Growth Model; Notes on Differential Equa-

tions; Summary: Solow-Swan Model Equations; An Illustrative Two-Sector Descriptive Growth
Model)

Barro and Sala-i-Martin, Chapter 1:Growth Models with Exogenous Savings Rate (the Solow-
Swan Model), pp. 14-58, CLOSED RESERVE.

Romer, Chapter 1:The Solow Growth Model, pp. 5-37, CLOSED RESERVE.

* R. Ramanathan, Chapter 3:Basic Neoclassical Growth Models, pp. 32-72, CLOSED RESERVE.
* D. Harris, Chapter 9:The Neoclassical Approach, pp. 212-230, CLOSED RESERVE.

* Ramanathan, Chapter 10: Two-Sector Growth Models (pp. 272-295), CLOSED RESERVE.

E. Drandakis, “Factor Substitution in the Two-Sector Growth Model,” Review of Economic
Studies 30 (1963), 217-228.

*

*

. Neoclassical Optimal Growth Models

** Hand-Outs (The Basic Optimal Growth Model; Critique of Neoclassical Growth Models.)

* Barro and Sala-i-Martin, Chapter 2:Growth Models with Consumer Optimization (the Ramsey
Model), pp. 59-95, CLOSED RESERVE.

* Romer, Chapter 2:Behind the Solow Model-Infinite Horizon and Overlapping Generations Mod-
els, pp. 38-72, CLOSED RESERVE.

* R. Ramanathan, Chapter 9:Optimal Growth (pp. 254-272), CLOSED RESERVE.

Other Suggested Readings:

R. G. D. Allen, Chapter 11 (pp. 211-215), Chapter 13 (pp. 236-258), and Chapter 14
(pp. 259-274), CLOSED RESERVE.

E. Burmeister, Capital Theory and Dynamics, Cambridge University Press, Cambridge,
1980.

A. C. Chiang, Elements of Dynamic Optimization, McGraw-Hill, N.Y., 1993.

G. Gandolfo, Economic Dynamics: Methods and Models, North-Holland, 1980.

J. Gray, “Dynamic Instability in Rational Expectations Models: An Attempt to Clar-
ify,” International Economic Review 25 (Feb 1984), 93-122. [Explores conditions
under which the popular procedure of focusing only on stable solutions for dynamic
macroeconomic rational expectations models can be justified. Also provides economic
motivation for transversality conditions.]

R. G. King, C. I. Plosser, and S. T. Rebelo, “Production, Growth, and Business Cycles:
I. The Basic Neoclassical Model,” Journal of Monetary Economics 21 (March/May
1988), 195-232.

R. G. King and S. Rebelo, “Public Policy and Economic Growth: Developing Neoclassical
Implications,” Journal of Political Economy 98 (1990), S126-S150.

Policies for Long-Run Economic Growth: A Symposium sponsored by the Federal Reserve
Bank of Kansas City , August 1992, edited collection of articles by A. Greenspan, M.



Darby, C. Plosser, N. G. Mankiw, L. Summers, R. Barro, and S. Fischer, among
others.

E. Prescott, “Robert M. Solow’s Neoclassical Growth Model: An Influential Contribution
to Economics,” Scandinavian Journal of Economics 90 (1988), 7-12.

R. Solow, Growth Theory, Oxford University Press, Oxford, 1970.

N. Stokey and R. E. Lucas, Jr., Recursive Methods in Economic Dynamics, Harvard
University Press, 1989.

A. Takayama, Mathematical Economics, Cambridge U Press, Cambridge, 1985, Chapter
5.

III. THE OVERLAPPING GENERATIONS ECONOMY

A. Introduction

** Hand-Out (The Basic Pure Exchange OG Economy)

* G. Becker, “Family Economics and Macro Behavior,” American Economic Review 78 (March
1988), 1-13 (Presidential Address), CLOSED RESERVE.

Other Suggested Readings:

A. Auerbach, J. Gokhale, and L. Kotlikoff, “Generational Accounting: A Meaningful
Way to Evaluate Fiscal Policy,” Journal of Economic Perspectives 8 (Winter 1994),
73-94. [Critiqued by R. Haveman, “Should Generational Accounts Replace Public
Budgets and Deficits?,” Ibid., 95-111.]

David Gale, “Pure Exchange Equilibrium of Dynamic Economic Models”, Journal of
Economic Theory 6 (1973), 12-36. [Famous paper that first rigorously demonstrated
the failure of the first welfare theorem for the overlapping generations model.]

J. Geanakoplos and H. M. Polemarchakis, “Overlapping Generations,” in Handbook of
Mathematical Economics, Vol. IV (1991), 1899-1960. [Technical introduction to the
math econ literature using OG models.]

G. McCandless, with N. Wallace, Introduction to Dynamic Macroeconomic Theory: An
Overlapping Generations Approach, Harvard University Press, Cambridge, MA, 1991.
[Middle-brow theoretical treatment of the OG model.] CLOSED RESERVE.

M. Pingle and L. Tesfatsion, “Walras’ Law in Overlapping Generations Economies,” ISU
Economic Report No. 34, revised October 1997.

P. Samuelson, “An Exact Consumption-Loan Model of Interest With or Without the So-
cial Contrivance of Money,” Journal of Political Economy 66 (1958), 467-482. [Semi-
nal paper that first introduced the overlapping generations model.]

M. Shubik, “Society, Land, Love, or Money: A Strategic Model of How to Glue the
Generations Together,” Journal of Economic Behavior and Organization 2 (1981),
359-385. [An interesting discussion of the intergenerational equity and efficiency issues
raised by the OG model, but watch out for an unusually large number of typographical

errors.|



B. Government Fiscal Policy in OG Economies

** Hand-Out (Government Intervention in Pure Exchange OG Economies)

** P. Orazem and L. Tesfatsion, “Macrodynamic Implications of Income Transfer Policies for
Human Capital Investment and School Effort” (with P. Orazem), Journal of Economic Growth
2 (November 1997), 305-329. CLOSED RESERVE.

* K. Hoover, The New Classical Macroeconomics, op. cit., Chapter 7: “The Limits of Policy:
Micro Models,” (pp. 138-163). [An OG exposition of Ricardian equivalence.] CLOSED
RESERVE.

* Romer, Chapter 2:Behind the Solow Model — Infinite Horizon and OG Models, pp. 72-88 (the
Diamond OG Model), CLOSED RESERVE.

O. Blanchard and S. Fischer, op. cit., Chapter 4 (pp. 154-212), CLOSED RESERVE.

Douglas Gale, Money: In Equilibrium, Chapters 4-7 plus Bibliographical Notes (pp. 337-340),
CLOSED RESERVE.

Symposium on social security, Journal of Economic Perspectives 10 (Summer 1996). Articles
by E. Gramlich (“Different Approaches for Dealing with Social Security,” pp. 55-66) and P.
Diamond (“Proposals to Restructure Social Security,” pp. 67-88).

Other Suggested Readings:

R. Barro, “Are Government Bonds Net Wealth?,” Journal of Political Economy 82 (1974),
1095-1117. [Seminal Paper on Ricardian Equivalence].

B. Douglas Bernheim and Kyle Bagwell, “Is Everything Neutral?,” Journal of Political
Economy 96 (April 1988), 308-338. [Ricardian Equivalence Critiqued]

O. Blanchard and S. Fischer, Chapter 3 (pp. 91-114) and Chapter 5 (especially pp.
226-232). CLOSED RESERVE.

P. Diamond, “National Debt in a Neoclassical Growth Model,” American Economic Re-
view 55 (1965), 1126-1150.

Douglas Gale, Money: In Disequilibrium, Cambridge U Press, Cambridge, 1983, Chapter
2 (pp. 51-83) plus Bibliographical Notes (pp. 351-352).

T. M. Havrilesky, Modern Concepts in Macroeconomics, Part III, Chapters 10-19 (pp.205-
342), CLOSED RESERVE.

J. J. Seater, “Ricardian Equivalence,” Journal of Economic Literature 31 (March 1993),
142-190.

L. Tesfatsion, “Welfare Implications of Net Social Security Wealth,” Journal of Public
Economics 24 (1984), 1-27.

J. Tirole, “Asset Bubbles and Overlapping Generations: A Synthesis,” Econometrica 53
(1985), 1499-1528. [NOTE: This is the corrected reprint of an earlier version of the
paper appearing in Econometrica 53 (1985) which had sections deleted due to printer

error.]



C. Intermediation and Financial Institutions in OG Economies

* K. Hoover, The New Classical Macroeconomics, op. cit., Chapter 5: “The New Monetary
Economics,” (pp. 87-110). [What constitutes an adequate integration of monetary and value
theory?] CLOSED RESERVE.

* K. Hoover, The New Classical Macroeconomics, op. cit., Chapter 6: “Formal Models of Mone-
tary Economies,” (pp. 111-137). [OG investigations of the role of fiat money both as a store
of value and as a medium of exchange.] CLOSED RESERVE.

* D. Cass and K. Shell, “In Defense of a Basic Approach,” pp. 251-260 in Models of Monetary
Economies, ed. by J. H. Kareken and N. Wallace, Federal Reserve Bank of Minneapolis,
Minnesota, 1980. CLOSED RESERVE

* M. Pingle and L. Tesfatsion, “Active Intermediation in a Monetary Overlapping Generations
Model,” Journal of Economic Dynamics and Control, to appear. CLOSED RESERVE.

Other Suggested Readings:

Y. Balasko, “Extrinsic Uncertainty Revisited,” Journal of Fconomic Theory 31 (1983),
203-210.

D. Cass and K. Shell, “Do Sunspots Matter?,” Journal of Political Economy 91 (1983),
193-227.

Douglas Gale, Money: In Equilibrium, Chapter 4 (pp. 163-181), plus Bibliographical
Notes (pp. 337-338), CLOSED RESERVE.

J.-M. Grandmont, Money and Value: A Reconsideration of Classical and Neoclassical
Monetary Theories, Cambridge University Press, Cambridge, 1983.

I. Hansson and C. Stuart, “Malthusian Selection of Preferences,” American Economic
Review 80 (June 1990), 529-544.

J. Kareken and N. Wallace, eds., Models of Monetary Economies, Federal Reserve Bank
of Minneapolis, January 1980.

M. Pingle and L. Tesfatsion, “Overlapping Generations, Intermediation, and the First
Welfare Theorem,” Journal of Economic Behavior and Organization 15 (1991), 325-
345.

M. Pingle and L. Tesfatsion, “Active Intermediation in Overlapping Generations Economies
with Production and Unsecured Debt,” Macroeconomic Dynamics, to appear.

Symposium on Bubbles, Journal of Economic Perspectives 4 (1990), pp. 13-101.

IV. ENDOGENOUS GROWTH MODELS

A. Introductions to the Literature

** (. Plosser, “The Search for Growth,” pp. 57-86 in Policies for Long-Run Economic Growth,
A Symposium Sponsored by the Federal Reserve Bank of Kansas City, August 1992, followed
by “Commentary,” pp. 87-92, by N. Gregory Mankiw. CLOSED RESERVE.

* P. Romer, “The Origins of Endogenous Growth,” Journal of Economic Perspectives 8 (Winter
1994), 3-22. CLOSED RESERVE.



* Barro and Sala-i-Martin, Chapter 4:0One-Sector Models of Endogenous Growth, pp. 140-170,
CLOSED RESERVE.

* Romer, Chapter 3:Beyond the Solow Model — New Growth Theory, pp. 95-145, CLOSED
RESERVE.

H. Pack, “Endogenous Growth Theory: Intellectual Appeal and Empirical Shortcomings,” Jour-
nal of Economic Perspectives 8 (Winter 1994), 55-72.

E. W. Tallman and P. Wang, “Human Capital Investment and Economic Growth: New Routes
in Theory Address Old Questions,” Economic Review, Federal Reserve Bank of Atlanta, Vol.
77, September/October, 1992.

B. Research Stressing Human Capital and Innovation
* G. M. Grossman and E. Helpman, “Endogenous Innovation in the Theory of Growth,” Journal
of Economic Perspectives 8 (Winter 1994), 23-44. CLOSED RESERVE.
** R. E. Lucas, Jr., “Making a Miracle,” Econometrica 61 (1993), 251-272, CLOSED RESERVE.

P. Aghion and P. Howitt, “A Model of Growth Through Creative Destruction,” Fconometrica
60 (March 1992), 322-352. [Treats the case of cost-reducing innovations.]

Barro and Sala-i-Martin, Chapter 5:Two-Sector Models of Endogenous Growth, pp. 171-211,
CLOSED RESERVE. [A detailed technical discussion of Lucas, “On the Mechanics... ”
(JME,1988), a precursor to Lucas, “Making a Miracle” (Econometrica, 1993).]

G. Grossman and E. Helpman, Innovation and Growth in the Global Economy, MIT Press, 1991.
R. E. Lucas, Jr., “On the Mechanics of Economic Development,” Journal of Monetary Economics
22 (1988), 3-42.
C. Research Stressing Income Distribution

* S. Durlauf, “Spillovers, Stratification, and Inequality,” FEuropean Economic Review 38 (1994),
836—845.

D. Research Stressing Endogenous Fertility
G. Becker, K. Murphy, and R. Tamura, “Human Capital, Fertility, and Economic Growth,”
Journal of Political Economy 98:5 (October 1990, Part 2), pp. 12-37.

G. Becker, Human Capital: A Theoretical and Empirical Analysis with Special Reference to
Education, 3rd Edition, University of Wisconsin Press, 1993.

Other Suggested Readings:

O. Blanchard and S. Fischer, Chapter 2 (pp. 37-47), CLOSED RESERVE.

N. G. Mankiw, D. Romer, and D. Weil, “A Contribution to the Empirics of Economic
Growth,” Quarterly Journal of Economics 107 (May 1992), 71-102.

R. J. Olsen, “Fertility and the Size of the U.S. Labor Force,” Journal of Economic Literature
32 (March 94), 60-100.

P. Romer, “Increasing Returns and Long-Run Growth,” Journal of Political Economy 94
(1986), 1002-1037.



R. Solow, “Perspectives on Growth Theory,” Journal of Economic Perspectives 8 (Winter
1994), 45-54.

R. Summers and A. Heston, “The Penn World Table (Mark 5: An Expanded Set of In-
ternational Comparisons, 1950-1988.” Quarterly Journal of Economics 106 (May 1991),
327-368. [Compilation of comparative national-accounts data, used to run international
cross-section regressions with the average growth-rates of different countries as depen-
dent variables and various politico-economic factors as regressor variables; critiqued by
R. Levine and S. Zervos, “A Sensitivity Analysis of Cross-Country Growth Regressions,”
American Economic Review 82 (September 1992), 942-963.]

PART TWO: THEORIES OF THE BUSINESS CYCLE

I. AN OVERVIEW OF COMPETING BUSINESS CYCLE THEORIES

* W. Peterson, Chapter on Business Cycles and Forecasting, CLOSED RESERVE.

** V. Zarnowitz, “Recent Work on Business Cycles in Historical Perspective: A Review of Theories
and Evidence,” Journal of Economic Literature 23 (June 1985), 523-580, CLOSED RESERVE.

* Abel and Bernanke, Macroeconomics, Chapter 9: Business Cycles (pp. 289-315), op cit., CLOSED
RESERVE.

* Ramanathan, Chapter 3 (pp. 56-72), CLOSED RESERVE.

V. Zarnowitz, Business Cycles: Theory, History, Indicators, and Forecasting, University of Chicago
Press, 1992 (paperback edition, 1996).

Other Suggested Readings:

B. Bergstrom and A. Vredin, Measuring and Interpreting Business Cycles, Oxford University
Press, 1994.

S. P. Das, New Perspectives on Business Cycles: An Analysis of Inequality and Heterogeneity,
Elgar, Aldershot, U.K., 1993.

R. J. Gordon, The American Business Cycle , University of Chicago Press, Chicago, 1986.

C. W. J. Granger, “Modelling Nonlinear Relationships Between Extended-Memory Vari-
ables,” Econometrica 63 (March, 1995), 265-279.

A. W. Mullineux, Business Cycles and Financial Crises, University of Michigan Press, Ann
Arbor, 1990.

C. R. Nelson and C. I. Plosser, “Trends and Random Walks in Macroeconomic Time Series,”
Journal of Monetary Economics 22 (1982), 129-162.

J. H. Stock and M. Watson, eds., Business Cycles, Indicators, and Forecasting, University
of Chicago Press, 1993.

II. EQUILIBRIUM BUSINESS CYCLE THEORIES

10



A. Overview

** K. Hoover, The New Classical Macroeconomics , Basil Blackwell, 1988, Chapter 3: Market
Clearing Models of the Business Cycle (pp. 38-61), CLOSED RESERVE.

* Abel and Bernanke, Macroeconomics, Chapter 11: Classical Business Cycle Analysis (pp. 354—
395), op cit., CLOSED RESERVE.

K. Kim, Fquilibrium Business Cycle Theory in Historical Perspective, Cambridge University

Press, Cambridge, 1988.
A. Kramer, Conversations With Economists, Rowman and Allanheld, 1983, CLOSED RESERVE.

B. Monetary Equilibrium Business Cycle Theory: The Lucas Viewpoint

** R. E. Lucas, Jr., “Understanding Business Cycles,” Reading No. 10 in Lucas (ed.), Studies in
Business-Cycle Theory, CLOSED RESERVE.

** R.E. Lucas, Jr., “Methods and Problems in Business cycle Theory,” Reading No. 14 in Lucas
(ed.), Studies in Business-Cycle theory, CLOSED RESERVE.

* 0. Blanchard and S. Fischer, op. cit., Chapter 7 (pp. 356-371), CLOSED RESERVE

R. E. Lucas, Jr., and T. Sargent, “After Keynesian Macroeconomics,” Reading No. 7 (pp. 166-
180) in T'. M. Havrilesky, Modern Concepts in Macroeconomics, op. cit., CLOSED RESERVE.

K. Hoover, The New Classical Macroeconomics, op. cit., Chapter 9: Two Types of Monetarism?
(pp. 213-230). [Attempts to clarify the relation between the monetarism of Milton Friedman
and the role of money as perceived by Lucas and other new classical macroeconomists.]
CLOSED RESERVE.

K. Hoover, The New Classical Macroeconomics, op. cit., Chapter 10: An Austrian Revival?
(pp- 231-257). [Challenges attempts by some to identify the philosophical underpinnings of
new classical macro with the Austrian School of Hayek and Von Mises; argues, e.g., that the
latter would reject the rational expectations treatment of uncertainty.] CLOSED RESERVE.

R. E. Lucas, Jr., “An Equilibrium Model of the Business Cycle,” Journal of Political Economy

83 (1975), 1113-1144, Reading No. 9 in Lucas, Studies in Business Cycle Theory, op. cit.

R. E. Lucas, Jr., Models of Business Cycles, Basil Blackwell, New York, N.Y., 1987 [Yrjo Jahns-

son Lecture].

R. E. Lucas, Jr., and T. Sargent, Rational Expectations and Econometric Practice, University of

Minnesota Press, Minneapolis, 1981.
C. Real Equilibrium Business Cycle Theory

** E. Prescott, “Theory Ahead of Business Cycle Measurement,” pp. 9-22 in Quarterly Review,
Federal Reserve Bank of Minneapolis, Fall 1986, followed by commentary and rebuttal, pp.
23-33, by L. Summers and E. Prescott. [Presentation of the basic Kydland-Prescott real
business cycle model.] CLOSED RESERVE

** Romer, Chapter 4:Real Business Cycle Theory, pp. 146-194. [Detailed technical discussion of
versions of the basic Kydland-Prescott real bc model.] CLOSED RESERVE

11



W. Stadler, “Real Business Cycles,” Journal of Economic Literature 32 (December 1994),

1750-1783. [A detailed thoughtful critical assessment of recent contributions to the real
business cycle literature.] CLOSED RESERVE

* A. Blanchard and S. Fischer, op. cit., Chapter 7: Competitive Equilibrium Business Cycles, pp.

320-355. [Detailed examination of the possible role of intertemporal substitution and income
effects in the propagation of shock terms in equilibrium business cycle models.] CLOSED
RESERVE

* G. N. Mankiw, “Real Business Cycles: A New Keynesian Perspective,” Journal of Economic
Perspectives 3 (Summer 1989), 79-90, CLOSED RESERVE.

* C. I Plosser, “Understanding Real Business Cycles,” Journal of Economic Perspectives 3 (Sum-
mer 1989), 51-77, CLOSED RESERVE.

S. Sheffrin, “The Challenge of Real Business Cycle Theory,” Chapter 3 (pp. 51-81) in S. Sheffrin,
The Making of Economic Policy, CLOSED RESERVE.

T. Cogley and J. M. Nason “Effects of the Hodrick-Prescott filter on trend and difference sta-
tionary time series,” Journal of Economic Dynamics and Control 19 (1995), 253-278. [The

authors claim that the Hodrick-Prescott (1980) filter used to remove trends in univariate se-

ries (particularly in real be studies) can generate business cycle periodicities and comovement

even if none are present in the original data.]

Other Suggested Readings:

R.
R.
T.

Barro, Money, Expectations, and Business Cycles, Academic Press, New York, 1981.
Barro, Modern Business Cycle Theory, Harvard University Press, Cambridge, 1989.
Cooley, ed., Frontiers of Business Cycle Research, Princeton University Press, Prince-

ton, N.J.; 1995. [Collection of real business cycle papers.]

. Frydman and E. S. Phelps, eds., Individual Forecasting and Aggregate Outcomes:

Rational Fxpectations Eramined, Cambridge University Press, Cambridge, 1983.

. Kirman, “Whom or What Does the Representative Individual Represent?,” Journal

of Economic Perspectives 6 (Spring 1992), 117-136. [A critique of the assumption
commonly made in real business cycle and other new classical macro studies that
the consumer and producer sectors of an economy consist of a single “representative”

consumer and a single “representative” producer.]

. Sargent, Dynamic Macroeconomic Theory, Harvard University Press, Cambridge,

1987.

. Sargent, Macroeconomic Theory, Academic Press, New York, Second Edition, 1987,

Chapters V and VIII.

III. THE NEW-KEYNESIAN APPROACH TO BUSINESS CYCLE THEORY

** Romer, Chapter 5:Traditional Keynesian Theories of Fluctuations, pp. 195-240, and Chapter 6:Mi-
croeconomic Foundations of Incomplete Nominal Adjustment, pp. 241-308, CLOSED RESERVE.

* Abel and Bernanke, Macroeconomics, Chapter 12: Keynesian: The Macroeconomics of Price and
Wage Rigidity (pp. 396—441), op cit., CLOSED RESERVE.
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* 0. Blanchard and S. Fischer, op. cit., Chapter 9 (pp. 426-504), CLOSED RESERVE
* B. Greenwald, J. E. Stiglitz, and A. Weiss, “Informational Imperfections in the Capital Market and

Macroeconomic Fluctuations,” American Economic Review, Papers and Proceedings 74 (1984),
194-199, CLOSED RESERVE.

S. Sheffrin, “A New Keynesian Economics?,” Chapter 5 (pp. 113-137) in S. Sheffrin, The Making of
Economic Policy, op. cit., CLOSED RESERVE.

O. Blanchard and S. Fischer, op. cit., Chapter 8 (pp. 372-426), CLOSED RESERVE

E. S. Phelps, Structural Slumps: The Modern Equilibrium Theory of Unemployment, Interest, and
Assets, Harvard University Press, Cambridge, 1994.

M. Woodford, “Structural Slumps,” Journal of Economic Literature 32 (December 1994), 1784-1815.
[A summary and assessment of E. Phelps’ new book of the same title (see above), which presents a
systematic analysis of the determinants of aggregate employment and economic activity, with new

microeconomic models of labor market and product market imperfections placed center stage.]

Other Suggested Readings:

G. Akerlof, An Economic Theorist’s Book of Tales, Cambridge University Press, 1990.

G. Akerlof and J. Yellen, “A Near Rational Model of the Business Cycle With Wage and
Price Inertia,” Quarterly Journal of Economics (1985), 832-838.

B. Bernanke and M. Gertler, “Financial Fragility and Economic Performance,” Quarterly
Journal of Economics 105 (Feb, 1990), pp. 87-114.

0. J. Blanchard, “A Traditional Interpretation of Macroeconomic Fluctuations,” American
Economic Review 79 (1989), 1146-1164.

A. Blinder and L. Macinni, “Taking Stock: A Critical Assessment of Recent Research on
Inventories,” Journal of Economic Perspectives 5 (Winter, 1991), pp. 73-96.

R. Gordon, “What is New-Keynesian Economics?,” Journal of Economic Literature 28
(September, 1990), 1115-1171.

R. E. Hall, “Market Structure and Macroeconomic Fluctuations,” Chapter 15, pp. 387-424,
in N. G. Mankiw and D. Romer (eds.), New Keynesian Economics, Vol. 1: Imperfect
Competition and Sticky Prices, MIT Press Readings in Economics, Cambridge, MA,
1991.

R. G. Hubbard, Information, Capital Markets, and Investments, University of Chicago Press,
Chicago, 1990.

M. T. Kiley, “Endogenous Price Stickiness and Business Cycle Persistence,” Finance and
Economics Discussion Paper No. 96-23, Division of Research and Statistics, Federal Re-
serve Board, Washington, D.C. [Presents a business cycle model with imperfect informa-
tion and price stickiness. Nominal shocks function as business cycle impulses and sticky
prices act to propogate the real effects of nominal shocks over time.]

S. Rosen, “Implicit Contracts: A Survey,” Journal of Economic Literature, Vol. 23 (1985),
1144-1175.
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J. E. Stiglitz, “Capital Markets and Economic Fluctuations in Capitalist Economies,” Furo-
pean Economic Review 36.2/3 (1992), 269-306.

L. Summers, Understanding Unemployment, MIT Press, Cambridge, 1990.

S. Williamson, “Recent Developments in Modelling Financial Intermediation,” Quarterly
Review, Federal Reserve Bank of Minneapolis, Summer 1987. [Illustrates how a business
cycle might arise in an economy buffeted by technological shocks in which credit markets
are characterized by asymmetric information. Williamson’s model is an equilibrium model
with real shocks and a financial propagation mechanism and represents a bridge between

real b.c. theory and new Keynesian b.c. theory.]
IV. ENDOGENOUSLY GENERATED BUSINESS CYCLES

W. Baumol and J. Benhabib, “Chaos: Significance, Mechanism, and Economic Applications,” Journal
of Economic Perspectives 3 (1989), 77-105.

Boldrin, M., and M. Woodford, “Equilibrium Models Displaying Endogenous Fluctations and Chaos:
A Survey,” Journal of Monetary Economics 25 (1990), 189-222.

J.-M. Grandmont, “On Endogenous Competitive Business Cycles,” Econometrica 53 (1985), 995-1045.
[Endogenous cycling in OG models]

M. Pingle and L. Tesfatsion, “Active Intermediation in a Monetary Overlapping Generations Econ-
omy,” Journal of Economic Dynamics and Control, to appear. CLOSED RESERVE.

Other Suggested Readings:

W. A. Barnett and Ping Chen, “The Aggregation-Theoretic Monetary Aggregates are Chaotic
and Have Strange Attractors: An Econometric Application of Mathematical Chaos,” in
Dynamic Econometric Modelling, ed. by W. A. Barnett, E. Berndt, and H. White, Cam-
bridge U Press, Cambridge, 1987.

J. Benhabib, ed., Cycles and Chaos in Economic Equilibrium, Princeton University Press,
1992.

M. Boldrin and R. J. Deneckere, “Sources of Complex Dynamics in Two-Sector Growth
Models,” Journal of Economic Dynamics and Control 14 (1990), 627-653.

W. A. Brock, “Causality, Chaos, Explanation, and Prediction in Economics,” Chapter 10
(pp. 230-279) in Beyond Belief , edited by John Casti and Anders Karlquist, CRC Press,
Boston, 1991.

W. A. Brock and C. L. Sayers, “Is the Business Cycle Characterized by Deterministic Chaos,”
Journal of Monetary Economics 22 (1988), 71-90.

R. Day, Complex Economic Dynamics, Vol. 1: An Introduction to Dynamical Systems and
Market Mechanisms, MIT Press, 1994.

J. Gleick, Chaos, Penguin Books, N.Y., 1987. (NOTE: This popular science book gives a
fascinating heuristic (i.e., intuitive rather than rigorous) introduction to chaos that ties

together research from a broad array of disciplines.)
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PART THREE: COORDINATION ISSUES IN DYNAMIC MACROECONOMIES

I. TIME INCONSISTENCY, CREDIBILITY, AND REPUTATION

A. The Basic Problem of Time-Inconsistent Government Policy

O. Blanchard and S. Fischer, op. cit., Chapter 11 (pp. 566-629), CLOSED RESERVE.

S. Fischer, “Dynamic Inconsistency, Cooperation, and the Benevolent Dissembling Government,”
Journal of Economic Dynamics and Control 2 (1980), 93-107.

L. Tesfatsion, “Time Inconsistency of Benevolent Government Economies,” Journal of Public

Economics 31 (1986), 25-52.

B. The General Problem of Credible Government Commitments in Macrodynamic Economies

Douglas Gale, Money: In Equilibrium , Chapter 3 (pp. 93-135) plus Bibliographical Notes (p.
337), CLOSED RESERVE.

A. Blinder, “Issues in the Coordination of Monetary and Fiscal Policy,” Chapter 19 (pp. 330-342)
in T. Havrilesky, op. cit., CLOSED RESERVE.

Romer, Chapter 9:Inflation and Monetary Policy, pp. 388-438, CLOSED RESERVE.

T. C. Schelling, “Establishing Credibility: Strategic Considerations,” American Economic As-
sociation, Papers and Proceedings 72 (May 1982), 77-80.

J. B. Taylor, “Establishing Credibility: A Rational Expectations Viewpoint,” American FEco-
nomic Association, Papers and Proceedings 72 (May 1982), 81-85.

C. Reputational Equilibria for Macrodynamic Economies

R. J. Barro and D. B. Gordon, “Rules, Discretion, and Reputation in a Model of Monetary
Policy,” Journal of Monetary Economics 12 (1983), 101-121.

D. Backus and J. Driffill, “Inflation and Reputation,” American Economic Review 75 (June
1985), 530-538.

Other Suggested Readings:

D. Backus and J. Driffill, “Rational Expectations and Policy Credibility Following a
Change in Regime,” Review of Economic Studies 52 (1985), 211-221.

D. Backus and J. Driffill, “Credibility and Commitment in Economic Policy,” Queen’s
University Discussion Paper No. 602, March 1985.

D. Currie and Paul Levine, Rules, Reputation, and Macroeconomic Policy Coordination,
Cambridge University Press, Cambridge, 1993.

D. Kreps and R. Wilson, “Reputation and Imperfect Information,” Journal of Economic
Theory 27 (1982), 253-279.

Persson, T. and G. Tabellini, Macroeconomic Policy, Credibility, and Politics, Harwood,
London, 1990.
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Persson, T. and G. Tabellini, Monetary and Fiscal Policy, Vol. 1: Credibility, and Vol. 2:
Politics, MIT Press, 1994.

II. SELF-ORGANIZATION IN DECENTRALIZED MARKET ECONOMIES

A. Adaptation, Learning, and Innovation in Socio-Economic Systems

* L. Tesfatsion, “How Economists Can Get Alife,” pp. 533-564 in W. Brian Arthur, Steven

U.

Durlauf, and David Lane (eds.), The Economy as a Complex Fvolving System, II, Volume
XXVII, Addison-Wesley, 1997. [Presents a summary overview of the basic artificial life (al-
ife) paradigm, stressing aspects especially relevant for the study of decentralized market
economies.] CLOSED RESERVE.

. Epstein and R. Axtell, Growing Artificial Societies: Social Science from the Bottom up, MIT

Press, Cambridge, 1996.

. Krugman, The Self-Organizing Economy, Blackwell Publishers, 1996. [Combining strands

from many disciplines, from location theory to biology, presents a view of how an economy

structures itself in space and time.]

. McFadzean and L. Tesfatsion, “A C++ Platform for the Evolution of Trade Networks,” ISU

Economic Report No. 39, December 1996, to appear in Computational Economics, Special
Issue on Programming Languages. [Presents an agent-based computational framework for

studying the formation and evolution of trade networks in decentralized market economies.]

. Nelson, “Recent Evolutionary Theorizing About Economic Change,” Journal of Economic

Literature 33 (1995), 48-90.
Witt, Fvolutionary Economics, Edward Elgar, London, 1993.

Other Suggested Readings:

J. Arifovic, “Genetic Algorithm Learning and the Cobweb Model,” Journal of Economic
Dynamics and Control 18 (1994), 3-28.

W. Brian Arthur, “On Designing Economic Agents that Behave Like Human Agents,”
Journal of Evolutionary Economics 3 (1993), 1-22. [Calibrating models of human
learning to natural and experimental data.]

W. Brian Arthur, “Self-Reinforcing Mechanisms in Economics,” pages 9-27 in P. W.
Anderson et al., op. cit. [The role of increasing returns and other positive feedback
mechanisms in socio-economic systems, leading to path-dependent outcomes.]

L. Blume and D. Easley, “Learning to be Rational,” Journal of Economic Theory 26
(1982), 340-351.

S. Bowles and H. Gintis, “The Revenge of Homo Economicus: Contested Exchange and
the Revival of Political Economy,” Journal of Economic Perspectives 7 (Winter 1993),
83-102, followed by comments by O. E. Williamson (pp. 103-108) and J. Stiglitz (pp.
109-114).

M. Bray, “Learning, Estimation and the Stability of Rational Expectations,” Journal of
Economic Theory 26 (1982), 318-319.
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J. Foster, Fvolutionary Macroeconomics, Unwin-Hyman, Boston, 1989. [A thoughtful
critique of past and current macro analysis, and a proposed framework for evolutionary
macro foundations allowing for time-varying structure.]

J. Hirshleifer, Economic Behavior in Adversity, The University of Chicago Press, Chicago,
1987. [Especially Part II: Cooperation and Conflict]

J. H. Holland, “The Global Economy as an Adaptive Process,” pages 117-124 in P. W.
Anderson, K. J. Arrow, and D. Pines, eds., The Economy as an Evolving Complex
System, Santa Fe Institute, 1988.

J. Holland and J. Miller, “Artificial Adaptive Agents in Economic Theory,” American
Economic Review Papers and Proceedings 81 (1991), 365-370. [Stresses need for en-
dogenous learning and learning-to-learn mechanisms in socio-economic modelling as
opposed to rational expectations assumptions.]

S. Levy, Artificial Life, Vintage Books, 1993. [An engaging introduction to the new field
of artificial life. If you have any interest at all in the simulation of socio-economic
systems, you should definitely give this book a read.]

B. Lipman, “How to Decide How to Decide to...:-Modelling Limited Rationality,” FEcono-
metrica 59 (1991), pp. 1105-1125.

R. Marimon, E. McGrattan, and T. J. Sargent, “Money as a Medium of Exchange in an
Economy with Artificially Intelligent Agents,” Journal of Economic Dynamics and
Control 14 (1990), 329-373.

S. Moss and J. Rae, eds. Artificial Intelligence and Economic Analysis, Edward Elgar,
Vermont, 1992.

A. Schotter, The Economic Theory of Social Institutions Cambridge University Press,
Cambridge, 1981.

E. Ullman-Margalit, The Emergence of Norms, Oxford University Press, New York, 1978.

N. Vriend, “Self-Organization of Markets: An Example of a Computational Approach,”
Journal of Computational Economics 8 (1995), 205-231.

B. Evolutionary Game Modelling of Socio-Economic Systems

* L. Tesfatsion, “A Trade Network Game with Endogenous Partner Selection,” pp. 249-269 in H.
M. Amman, B. Rustem, and A. B. Whinston (eds.), Advances in Computational Economics,
Kluwer Academic Publishers, 1997. [Develops a trade network game (TNG) for studying the
interplay between evolutionary game dynamics and preferential partner selection in decen-
tralized markets.] CLOSED RESERVE.

D. Hofstadter, “Computer Tournaments of the Prisoner’s Dilemma Suggest How Cooperation
Evolves,” Scientific American (May 1983), 16-26; and “The Calculus of Cooperation is Tested
Through a Lottery,” Scientific American (June 1983), 18-28.

R. Selten, “Evolution, Learning, and Economic Behavior,” Games and Economic Behavior 3
(1991), pp. 3-24. [Socratic discussion among an economist, a Bayesian, a population ge-
neticist, a naturalist, and an experimentalist concerning the role of learning and evolution in

economic processes. |
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Symposium on Evolutionary Modelling, Journal of Economic Theory 57 (August 1992).

Other Suggested Readings:

D.

K.

D.

Ashlock, M. Smucker, A. Stanley, and L. Tesfatsion, “Preferential Partner Selection
in an Evolutionary Study of Prisoner’s Dilemma,” BioSystems 37, Issues No. 1-2,
(1996), 99-125.

. Axelrod, The Evolution of Cooperation, Basic Books, N.Y., 1984. [Key study moti-

vating much of the work on socio-economic systems currently under way at the Santa

Fe Institute in Santa Fe, New Mexico.]

. Binmore, “Modelling Rational Players, Part 1,” Economics and Philosophy 3 (1987),

179-214, and “Modelling Rational Players, Part II,” Economics and Philosophy 4
(1988), 9-55. [Critical discussion of the strong informational assumptions imposed in
traditional game theory in an attempt to explain directly, at the level of the individual,
which of several equally plausible Nash equilibria a player will play.]
Binmore and L. Samuelson, “Evolutionary Stability in Repeated Games Played by
Finite Automata,” Journal of Economic Theory 57 (1992), 278-305.

Friedman, “Evolutionary Games in Economics,” Econometrica 59 (1991), 637-666.

David M. Kreps, Game Theory and Economic Modelling, Clarendon Press, Oxford, 1991.

G.

[Basic game theory tools, illustrated graphically and by numerous examples, and the
questions that these tools can and cannot answer.]

Mailath, “Introduction: Symposium on Evolutionary Game Theory,” Journal of Eco-
nomic Theory 57 (1992), 259-277.

William Poundstone, Prisoner’s Dilemma: John von Neumann, Game Theory, and the

Puzzle of the Bomb, Double-Day, N.Y., c. 1992. [Intertwines the development of
game theory, illustrated by clear insightful examples, with the biography of one of its

founders, John von Neumann.]

. Robson, “Efficiency in Evolutionary Games: Darwin, Nash, and the Secret Hand-

shake,” Journal of Theoretical Biology 144 (1990), 379-396.

. Sargent, Bounded Rationality in Macroeconomics, Oxford University Press, New York,

1993.

. Sigmund, Games of Life, Oxford University Press, N.Y., 1993.
. A. Stanley, D. Ashlock, and L. Tesfatsion, “Iterated Prisoner’s Dilemma with Choice

and Refusal of Partners,” pp. 131-175 in C. Langton, Artificial Life III, Vol. 16,
Santa Fe Institute Studies in the Sciences of Complexity, Addison-Wesley, Redwood,
CA, 1994. [How sensitive are evolutionary game outcomes to a change in the matching

mechanism by which game partners are determined?]

J. B. Van Huyck, R. C. Battalio, and R. O. Beil, “Tacit Coordination Games, Strategic

Uncertainty, and Coordination Failure,” American Economic Review (March 1990),
234-248. [See also V. Crawford, “An ‘Evolutionary’ Interpretation of Van Huyck,
Battalio, and Beil’s Experimental Results on Coordination,” Games and Economic
Behavior 3 (1991), 25-59.]
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