Real Business Cycles


Notes on Plosser and Mankiw








Introduction





Plosser argues that the dynamics of an “ideal system” should be analyzed before one resorts to market failures to explain business cycles.


The set-up of the RBC models follows from neoclassical growth theory in spirit. It is argued that technical change may be responsible for cycles as well as trends in macro variables.





Model Set-up





Assume 1 representative infinitely-lived agent (Crusoe).


The individual’s utility is a function of consumption and leisure over the infinite horizon.


Each agent uses capital and labor to produce output via a CRS production function.


The production function is subject to random shocks (assumed initially to 
