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Lecture 21: New Keynesian M acr oeconomics

Lecture Outline:
- Introduction to New Keynesian macroeconomics:
Essential reading:
This Lecture Note
| ntroduction:

In the early 1980s, the Keynesian view of busimgsses was in trouble. The problem
was in the weakness in the theory. According toKkbgnesian view, fluctuations in
output arise largely from fluctuations in nominghjeegate demand. These changes in
demand have real effects because nominal wagesaces are rigid. But those
nominal rigidities were assumed rather than expl&inrhe problem is: why should
we assume that prices and wages are fixed in the glm when M the
interests of agents to eliminate the r|g|d|t|esytme % é’create’7 If wages,
m

for example, were set above the mar s could increase profits by

reducing wages. Thus % mﬂ arly @ %ﬂ\y economists turn away
S [

from Keyne and tow calletsowith flexible wages and
}L lecture notQ@Q\/ classical nemmmoomics (lecture 17-18) we
showed that with Rational Expectations and witltgfiexibility systematic policies
should not have any real effects. This result wiae a result of RBC theory that
assumes rational expectations and price flexibility
Obviously the result depends heavily on the assiampif price flexibility. New
Keynesian macroeconomists try to use the same whelthgy of new classical
macroeconomists and RBC theorists, meaning usingrofoundations and
incorporating the idea of Rational Expectations nmdels, but including some
nominal rigidities in order to show that policiemnchave real effects in the short-run.
Moreover since New Keynesian economists wants pda@x why prices and wages
may be sticky, in their model an important featiserepresented by imperfect
competition. For example firms in the economy amnmally in monopolistic
competition (meaning they can set prices).

There are two main ways in which nominal rigiditeee modelled:



