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OVERVIEW:

This half of Econ 526b covers models with heterogeneous agents, moving beyond standard “representative agent”
models used in macro.> We focus on models that consider the aggregation of infrequent and lumpy microeconomic
behavior, with applications to aggregate dynamics of inflation, investment, employment, consumer durable, money
demand and inventories.

ASSIGNMENTS AND EVALUATION FOR THIS HALF:

1. Each student will present one paper related to the material covered in the course.

2. There will be two or three problem sets, but no exam. No consultations among students are allowed when
solving the problem sets.

3. Students will write a referee report on a recent papers.

4. A term paper on a topic of your choice related to those discussed in class (only one term paper is required for
both halves of Econ 526b).

CONTENTS AND READINGS:

There will be handouts for most lectures. Readings marked ** will be covered in detail in class, readings marked
* won’t be covered in detail but are important, so you will benefit from reading (some/most) of them. The remaining
references (unstarred) are included for completeness. Most of the readings with ** and * will be posted on the course
site. Readings appear roughly in the order they will be covered.

I. Introduction and Motivation

Classic aggregation and the representative agent paradigm. Evidence on infrequent and lumpy adjustment, and on
non-convex adjustment costs, for prices, capital, durables, employment, money holdings. Calvo pricing model with
heterogeneous price-setters. To what extent can linear models (e.g., VARSs) capture the deep parameters in a model
with lumpy microeconomic adjustment?

ILast revised: January 13, 2013.

2 While the emphasis varies, many of the tools and themes are common with the material covered by Krusell in 525a.

3The techniques we study are also useful to study other problems where heterogeneous agents play a central role, such as the dynamics of the
wealth distribution.
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II. Microeconomic Policies

Optimal policies with non-convex adjustment costs. We will cover both classic results (fixed adjustment costs or
fixed + proportional), stochastic adjustment costs and recent papers that combine non-convex adjustment costs with
costs of acquiring information.
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II1. Prices
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and others, led to a recent wave of research on pricing and non-convex adjustment costs. Nonetheless, important chal-
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we cover recent developments that combine incomplete information models with non-convex adjustment costs.
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IV. Factor Markets

Investment is arguably the area in macroeconomics where models incorporating lumpy adjustment and hetero-
geneity have had the highest payoff in terms of improving the ability of dynamic macroeconomic models to match
the data. We first review partial equilibrium investment models with lumpy adjustment. In particular, we study the
cautionary effect of uncertainty, increasing hazards and time-varying impulse response functions, uncertainty shocks
and an application to 9/11. Next we turn to DSGE models with lumpy capital adjustment, discussing how to define and
approximate the equilibrium. Finally, we cover recent work linking the firm/plant size distribution to inefficient allo-
cation of resources, with quantifiable implications for aggregate productivity. This literature still is at the stage where
assumptions are stronger and models simpler than they need to be if the conclusions are to guide economic policy. But
this line of research holds lots of potential. From a policy perspective, disentangling the extent to which suboptimal
allocation reflects regulations and other distortions, and to what an extent it is due to real costs of adjusting factors of
production across firms, is of paramount importance and ties in nicely with the material covered in the course.
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