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Model 6

New Classical/Real Business Cycles

(A version of Mankiw Ch 19 pp. 529-537)

1. AGGREGATE DEMAND - Same as in Model 4 – derived from IS and LM curves

AD = a - b*t0 + e + [(d+n)/h]*(M/P) + g + G




1 - b*(1-t1) + [(d+n)/h]*k + m

2. Production Function - Same as in Model 4 


Y = F(Ld, K, Tech, RM)

Labor Market
3. Labor Demand 

Ld = LD(W/P, K, Tech, RM) as in Model 4 

4. Labor Supply

Ls = LS(W/P,P/Pe,r)  - misperceptions and




    


intertemporal substitution
5. Market Stopping Point
Ld = Ls

Goods Market Equilibrium

6. Equilibrium

Y = AD

Price Expectations
7.
Naive Expectations
Pe = P(-1) 

Or
Rational Expectations
Pe =  P + 

with  ~ N(0,2)
(Price expectations = the model's prediction of price) 

Money Market

8.  Money Market

r = (k/h)*Y – (1/h)*(M/P)

AGGREGATE SUPPLY
Y = AS(P/Pe,K,Tech,RM) which might be represented as





Y = Yp(K,Tech, RM) + γ*(P-Pe) + S – where S is a random










variable with mean = 0

Endogenous Variables


Exogenous Variables
AD,P,Ld,Ls,W,Y,Pe,r


t0,t1,e,M,g,G,K,Tech,RM, P(-1) – if Naïve expectations
