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OVERVIEW:

This half of Econ 526b covers models with heterogeneous agents, moving beyond standard “representative agent”
models used in macro.2 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.3

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., VARs) capture the deep parameters in a model
with lumpy microeconomic adjustment?

1Last 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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Theoretical work by Golosov-Lucas, Midrigan and others, and empirical work by Bils-Klenow, Nakamura-Steinsson
and others, led to a recent wave of research on pricing and non-convex adjustment costs. Nonetheless, important chal-
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recent wave of DSGE models. This is followed by a lecture on distributional dynamics, which are at the essence of
models with heterogeneity. Here we explore these dynamics in the context of models of inflation based on lumpy price
adjustment, but the insights we obtain are of interest in many other contexts. Next we turn to DSGE models. Finally,
we cover recent developments that combine incomplete information models with non-convex adjustment costs.
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LEAHY, J. AND T. WHITED (1996): “The Effects of Uncertainty on Investment: Some Stylized Facts,” J. of Money,
Credit and Banking, 28, 64–83.

GUISO, L. AND G. PARIGI (1999): “Investment and Demand Uncertainty,” Quarterly Journal of Economics, 114,
185–227.

∗∗BLOOM, N. BOND, S. AND J. VAN REENEN (2007): “Uncertainty and Investment Dynamics,” Review of Eco-
nomic Studies, 74, 391–415.

∗∗CABALLERO, R., E. ENGEL AND J. HALTIWANGER (1995): “Plant-Level Adjustments and Aggregate Investment
Dynamics”, Brookings Papers on Economic Activity, (2), 1–34.

∗∗CABALLERO, R. AND E. ENGEL (1999): “Explaining Investment Dynamics in US Manufacturing: A Generalized
(S,s) Approach,” Econometrica, 67 (4), 741–782.

COOPER, R. J. HALTIWANGER AND L. POWER (1999): “Machine Replacement and the Business. Cycle: Lumps
and Bumps”, American Economic Review, 1999, 89, 921–946.

ABEL, A. AND J. EBERLY (2003): “Investment and q with Fixed Costs: An Empirical Analysis,” mimeo, Wharton
and Northwestern.

5



∗∗BLOOM, N. (2007): “The Impact of Uncertainty Shocks,” Econometrica, May.

THOMAS, J. (2001): “Is Lumpy Investment Relevant for the Business Cycle?,” J. of Political Economy, 110, 508–34.

VERACIERTO, M. (2002): “Plant-Level Irreversible Investment and Equilibrium Business Cycles,” American Eco-
nomic Review, 02, 181–97.

∗∗KHAN, A. AND J. THOMAS (2008): “Idiosyncratic Shocks and the Role of Nonconvexities in Plant and Aggregate
Investment Dynamics,” Econometrica, 76, 395–436.

SIM, J. W. (2006): “Irreversible Investment and Option Values in Equilibrium Business Cycle Models”, mimeo.

BAYER, C. (2006): “Non-convex Factor Adjustments in a Two-Country Real Business Cycle Model”, mimeo.

∗∗BACHMANN, R. R. CABALLERO AND E. ENGEL: “Aggregate Implications of Lumpy Investment: New Evidence
and a DSGE Model”. Forthcomming in AEJ–Macroeconomics.

∗BLOOM, N., N. JAIMOVICH AND M. FLOETTATO (2009): “Real Uncertain Business Cycles,” mimeo.

∗GOURIO, F. AND L. RUDANKO (2011): “Customer Capital.” Mimeo.

∗∗HOPENHAYN, H. (1992): “Entry, Exit, and Firm Dynamics in Long Run Equilibrium,” Econometrica, 60, 1127–
1150.

( ∗ ∗)HOPENHAYN, H. AND R. ROGERSON (1993): “Job Turnover and Policy Evaluation: A General Equilibrium
Analysis,” J. of Political Economy, 101, 915-938.

HURST, E. AND B. PUGSLEY (2011): “Understanding Small Business Heterogeneity.” Mimeo.

∗SYVERSON, C. (2011): “What determines productivity,” J. of Economic Literature, 49(2) 329-365.

ALFARO, L., A. CHARLTON AND F. KANCZUK (2009): “Plant Size Distribution and Cross-Country Income Dif-
ferences,” NBER.

∗BARTELSMAN, E., J. HALTIWANGER AND S. SCARPETTA (2009): “Measuring and Analyzing Cross-Country
Differences in Firm Dynamics,” in Producer Dynammics: New Evidence from Micro Data, Ed., T. Dunne, J.B.
Jensen and M.B. Roberts, Chicago: Chicago University Press for NBER.

HOPENHAYN, H. AND A. NEUMEYER (2008): “Productivity and Distortions,” mimeo.

∗∗RESTUCCIA, D. AND R. ROGERSON (2008): “Policy Distortions and Aggregate Productivity with Heterogeneous
Establishments,” Review of Economic Dynamics, 11, 707-20.

∗∗HSIEH, C. AND P. KLENOW (2009): “Misallocation and Manufacturing TFP,” Quarterly Journal of Economics,
124 1403–1448.

∗FOSTER, L., J. HALTIWANGER, AND C. SYVERSON (2008): “Reallocation, Firm Turnover and Efficiency: Selec-
tion on Productivity or Profitability,” American Economic Review.

MIDRIGAN, V. AND D. XU (2009): “Accounting for Plant Level Misallocation,” Mimeo.

MIDRIGAN, V. AND D. XU (2010): “Finance and Misallocation: Evidence from plant level data,” NBER Working
Paper No. 15647.

V. Student Presentations
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