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Bengt Assarsson, Fall 2013 

1. Organization of the course 
 10 lectures, 2 introductory lectures, 6-7 combined presentations/lectures, 1 finalizing lecture 

 by students: presentations, discussants 

 examination: 10 pages essay on relevant subject 

 compulsory attendance at lectures (max 2 times of absence) 

2. Outline & Literature 
This is a topics course intended to extend the basic intermediate macro course with some major later 

developments in theory and applications. In Uppsala we have given macroeconomics courses on the 

undergraduate level as: 

 introductory (Fregert and Jonung - Makroekonomi) 

 intermediate, Blanchard, O. (2003) 

 advanced, Carlin, W. and D. Soskice (2006) 

Recently, an advanced course on the graduate level was given: 

 advanced graduate monetary economics, Gali, J. (2008) 

In this course I will use the introductory chapters 1-3 in Gali, J. (2008) and a list of scientific papers 

almost all of which are downloadable on the web. Though not necessary, students are strongly 

recommended to buy the book by Gali. 

I. Introduction – From IS/LM/AD to the new Keynesian model 
The first lectures are used to repeat the IS/LM/AD model and to introduce the 3-equation model in 

which the LM curve is replaced by a monetary policy rule. This could be thought of as the Keynesian 

model “without microfoundations”. We then discuss how microfoundations can be introduced into 

the macro model, piecemeal as in the standard intermediate macro model or consistently as in the 

more coherent new Keynesian model. For the first lecture you could consult your intermediate 

textbook, such as Blanchard, O. (2003, Mankiw, N. G. (2003) or whatever similar text. Intermediate 

textbooks based on microfoundations throughout the text are Auerbach, A. J. and L. J. Kotlikoff 

(1998, Williamson, S. D. (2005).  For the 3-equation model, see Carlin, W. and D. Soskice (2005, 

Romer, D. (2000).  

For a more general discussion on microfoundations, see Chari, V. V. and P. J. Kehoe (2006, Colander, 

D., P. Howitt, A. Kirman, A. Leijonhufvud and P. Mehrling (2008, Kirman, A. P. (1992, Solow, R. (2008).  

II. The real business cycle model / new Keynesian model 
In the next block the new Keynesian model is described. The basic model is shown to have a form 

similar to the model “without microfoundations”. It is based on optimizing representative agents 

who use rational expectations and are forward-looking. The model has three equations: a dynamic IS 

curve, a Phillips curve and a monetary policy rule. 



Papers describing the new Keynesian model with sticky prices are Andres, J., J. D. Lopez-Salido and E. 

Nelson (2005, Blanchard, O. J. and N. Kiyotaki (1987, Casares, M. (2006, Dixon, H. D. and N. Rankin 

(1994, Kydland, F. E. and E. C. Prescott (1982, Lucas, R. E., Jr., O. F. Hamouda and J. C. R. Rowley 

(1997, Neiss, K. S. and E. Nelson (2003, (2005, Prescott, E. C. (1986).  

III. Sticky prices in theory and practice 
Keynesian models are based on sticky prices and/or wages. We ask whether prices actually are sticky 

and to what extent. Sticky prices are set by monopolistic firms. However, monopolistic firms by 

themselves do not explain business cycles. This is discussed in Blanchard, O. J. and N. Kiyotaki (1987), 

who also show that e.g. the presence of menu costs could generate cycles. Also, the papers by 

Ashley, R. A. and R. J. Verbrugge (2006, Basistha, A. and C. R. Nelson (2007, Batini, N., B. Jackson and 

S. Nickell (2005, Binyamini, A. (2007, Caballero, R. J. and E. M. R. A. Engel (2007, Coenen, G., A. T. 

Levin and K. Christoffel (2007, Dhyne, E., L. J. Alvarez, H. Le Bihan, G. Veronese, D. Dias, J. Hoffmann, 

N. Jonker, P. Lunnemann, F. Rumler and J. Vilmunen (2005, Fishman, A. and A. Simhon (2005, 

Klenow, P. J. and J. L. Willis (2007, Mankiw, N. G. and R. Reis (2002, Wang, P.-f. and Y. Wen (2006, 

Whelan, K. (2007) analyze price setting and the micro foundations behind sticky prices. In particular, 

the most popular model was developed by Calvo, G. A. (1983) who’s model is described in a 

simplified way by Carlin, W. and D. Soskice (2006).  

Empirical evidence on price stickiness is presented by Alvarez, L. J. (2006, Apel, M., R. Friberg and K. 

Hallsten (2005, Bils, M. and P. J. Klenow (2004, Dhyne, E., L. J. Alvarez, H. Le Bihan, G. Veronese, D. 

Dias, J. Hoffmann, N. Jonker, P. Lunnemann, F. Rumler and J. Vilmunen (2005).  

IV. Evaluating the new Keynesian model: The new Keynesian Phillips curve 
The new Keynesian model is examined in more detail. We look at the new Keynesian Phillips curve 

(NKPC). The basic model is based on firms in monopolistic competition, some of which are restricted 

not to optimize their prices in a given period, according to the Calvo model. The NKPC is based on 

forward-looking behavior. Alternatives are discussed, e.g. the hybrid version and the backward-

looking curve based on inattentive firms. 

Papers on the NKPC are Ashley, R. A. and R. J. Verbrugge (2006, Basistha, A. and C. R. Nelson (2007, 

Batini, N., B. Jackson and S. Nickell (2005, Binyamini, A. (2007, Cogley, T. and A. M. Sbordone (2006, 

Fanelli, L. (2008, Gali, J., M. Gertler and J. D. Lopez-Salido (2005, Henzel, S. and T. Wollmershauser 

(2006, Kuester, K., G. J. Muller and S. Stolting (2007, Leith, C. and J. Malley (2007, Mankiw, N. G. and 

R. Reis (2002, Rudd, J. and K. Whelan (2005, Rumler, F. (2006, Zhang, C., D. R. Osborn and D. H. Kim 

(2008). 

For a description of a new Keynesian DSGE model used in practice, see Adolfson, M., S. Laséen, J. 

Lindhé and M. Villani (2007), a model used in Sveriges Riksbank. 

V. Monetary policy 
We start by describing the basic Keynesian model with sticky prices and monetary policy with optimal 

and simple policy rules. We distinguish the cases of optimal and suboptimal steady states and 

whether equilibrium is unique or not. We then extend the analysis to include also sticky wages or 

sticky foreign prices (incomplete pass-through). When not only domestic prices are sticky the policy 

maker faces complicated tradeoffs.  



There is also a problem of defining a suitable target variable for central banks with inflation targets. 

We compare the actually used target variables, such as the consumer price index, to theoretically 

desirable measures. 

Modern monetary policy is based on forecasting of, particularly, inflation and output gap. We study 

the scope of such a policy and the forecasting performance of macroeconomic forecasting 

institutions like the Riksbank. Why was the present crisis completely unforeseen? 

The financial crisis of 2008 has started a development of macroeconomic theory and policy in which 

the relationships between financial and real conditions are analysed in more debt. Some of this is 

dealt with in Woodford, M. (2010, (2012) and in Buiter, W. H. (2008). See also the discussion in 

Svensson, L. E. O. (2012, (2012, (2012, (2013). 

 

References 
ADOLFSON, M., S. LASÉEN, J. LINDHÉ, and M. VILLANI (2007): "Ramses - a New General Equilibrium Model 

for Monetary Policy Analysis," Sveriges Riksbank Economic Review, 5-40. 
ALVAREZ, L. J. (2006): "Sticky Prices in the Euro Area: A Summary of New Micro-Evidence," Journal of 

the European Economic Association, 4, 575-584. 
ANDRES, J., J. D. LOPEZ-SALIDO, and E. NELSON (2005): "Sticky-Price Models and the Natural Rate 

Hypothesis," Journal of Monetary Economics, 52, 1025-1053. 
APEL, M., R. FRIBERG, and K. HALLSTEN (2005): "Microfoundations of Macroeconomic Price Adjustment: 

Survey Evidence from Swedish Firms," Journal of Money, Credit, and Banking, 37, 313-338. 
ASHLEY, R. A., and R. J. VERBRUGGE (2006): "Mis-Specification and Frequency Dependence in a New 

Keynesian Phillips Curve," Virginia Polytechnic Institute and State University, Department of 
Economics, Working Papers, 46 pages. 

AUERBACH, A. J., and L. J. KOTLIKOFF (1998): Macroeconomics - an Integrated Approach. London: MIT 
Press. 

BASISTHA, A., and C. R. NELSON (2007): "New Measures of the Output Gap Based on the Forward-
Looking New Keynesian Phillips Curve," Journal of Monetary Economics, 54, 498-511. 

BATINI, N., B. JACKSON, and S. NICKELL (2005): "An Open-Economy New Keynesian Phillips Curve for the 
U.K," Journal of Monetary Economics, 52, 1061-1071. 

BILS, M., and P. J. KLENOW (2004): "Some Evidence on the Importance of Sticky Prices," Journal of 
Political Economy, 112, 947-985. 

BINYAMINI, A. (2007): "Small Open Economy New Keynesian Phillips Curve: Derivation and Application 
to Israel," Israel Economic Review, 5, 67-92. 

BLANCHARD, O. (2003): Macroeconomics. Prentice Hall. 
BLANCHARD, O. J., and N. KIYOTAKI (1987): "Monopolistic Competition and the Effects of Aggregate 

Demand," American Economic Review, 77, 647-666. 
BUITER, W. H. (2008): "Housing Wealth Isn't Wealth," National Bureau of Economic Research, Inc, 

NBER Working Papers: 14204. 
CABALLERO, R. J., and E. M. R. A. ENGEL (2007): "Price Stickiness in Ss Models: New Interpretations of 

Old Results," Journal of Monetary Economics, 54, S100-121. 
CALVO, G. A. (1983): "Staggered Prices in a Utility-Maximizing Framework," Journal of Monetary 

Economics, 12, 383-398. 
CARLIN, W., and D. SOSKICE (2005): "The 3-Equation New Keynesian Model--a Graphical Exposition," 

B.E. Journals in Macroeconomics: Contributions to Macroeconomics, 5, 1-36. 
CARLIN, W., and D. SOSKICE (2006): Macroeconomics: Imperfections, Institutions, and Policies. Oxford: 

Oxford University Press. 



CASARES, M. (2006): "Time-to-Build, Monetary Shocks, and Aggregate Fluctuations," Journal of 
Monetary Economics, 53, 1161-1176. 

CHARI, V. V., and P. J. KEHOE (2006): "Modern Macroeconomics in Practice: How Theory Is Shaping 
Policy," Journal of Economic Perspectives, 20, 3-3. 

COENEN, G., A. T. LEVIN, and K. CHRISTOFFEL (2007): "Identifying the Influences of Nominal and Real 
Rigidities in Aggregate Price-Setting Behavior," Journal of Monetary Economics, 54, 2439-
2466. 

COGLEY, T., and A. M. SBORDONE (2006): "Trend Inflation and Inflation Persistence in the New 
Keynesian Phillips Curve," Federal Reserve Bank of New York, Staff Reports: 270. 

COLANDER, D., P. HOWITT, A. KIRMAN, A. LEIJONHUFVUD, and P. MEHRLING (2008): "Beyond Dsge Models: 
Toward an Empirically Based Macroeconomics," American Economic Review, 98, 236-240. 

DHYNE, E., L. J. ALVAREZ, H. LE BIHAN, G. VERONESE, D. DIAS, J. HOFFMANN, N. JONKER, P. LUNNEMANN, F. 
RUMLER, and J. VILMUNEN (2005): "Price Setting in the Euro Area: Some Stylized Facts from 
Individual Consumer Price Data," European Central Bank, Working Paper Series: 524, 50 
pages. 

DIXON, H. D., and N. RANKIN (1994): "Imperfect Competition and Macroeconomics: A Survey," Oxford 
Economic Papers, 46, 171-199. 

FANELLI, L. (2008): "Testing the New Keynesian Phillips Curve through Vector Autoregressive Models: 
Results from the Euro Area," Oxford Bulletin of Economics and Statistics, 70, 53-66. 

FISHMAN, A., and A. SIMHON (2005): "Can Small Menu Costs Explain Sticky Prices?," Economics Letters, 
87, 227-230. 

GALI, J. (2008): Monetary Policy, Inflation, and the Business Cycle. Princeton: Princeton University 
Press. 

GALI, J., M. GERTLER, and J. D. LOPEZ-SALIDO (2005): "Robustness of the Estimates of the Hybrid New 
Keynesian Phillips Curve," Journal of Monetary Economics, 52, 1107-1118. 

HENZEL, S., and T. WOLLMERSHAUSER (2006): "The New Keynesian Phillips Curve and the Role of 
Expectations: Evidence from the Ifo World Economic Survey," CESifo GmbH, CESifo Working 
Paper Series: CESifo Working Paper No. 1694. 

KIRMAN, A. P. (1992): "Whom or What Does the Representative Individual Represent?," Journal of 
Economic Perspectives, 6, 117-136. 

KLENOW, P. J., and J. L. WILLIS (2007): "Sticky Information and Sticky Prices," Journal of Monetary 
Economics, 54, S79-99. 

KUESTER, K., G. J. MULLER, and S. STOLTING (2007): "Is the New Keynesian Phillips Curve Flat?," European 
Central Bank, Working Paper Series: 809, 35 pages. 

KYDLAND, F. E., and E. C. PRESCOTT (1982): "Time to Build and Aggregate Fluctuations," Econometrica, 
50, 1345-1370. 

LEITH, C., and J. MALLEY (2007): "Estimated Open Economy New Keynesian Phillips Curves for the G7," 
Open Economies Review, 18, 405-426. 

LUCAS, R. E., JR., O. F. HAMOUDA, and J. C. R. ROWLEY (1997): "Econometric Policy Evaluation: A 
Critique," in The Reappraisal of Econometrics: Elgar Reference Collection. Foundations of 
Probability, Econometrics and Economic Games, vol. 9. 

Cheltenham, U.K. and Lyme, N.H.: 

Elgar; distributed by American International Distribution Corporation, Williston, Vt., 39-66. 
MANKIW, N. G. (2003): Macroeconomics. New York: Worth Publishers. 
MANKIW, N. G., and R. REIS (2002): "Sticky Information Versus Sticky Prices: A Proposal to Replace the 

New Keynesian Phillips Curve," Quarterly Journal of Economics, 117, 1295-1328. 
NEISS, K. S., and E. NELSON (2003): "The Real-Interest-Rate Gap as an Inflation Indicator," 

Macroeconomic Dynamics, 7, 239-262. 
NEISS, K. S., and E. NELSON (2005): "Inflation Dynamics, Marginal Cost, and the Output Gap: Evidence 

from Three Countries," Journal of Money, Credit, and Banking, 37, 1019-1045. 



PRESCOTT, E. C. (1986): "Theory Ahead of Business Cycle Measurement," Federal Reserve Bank of 
Minneapolis Quarterly Review, 10, 9-22. 

ROMER, D. (2000): "Keynesian Macroeconomics without the Lm Curve," Journal of Economic 
Perspectives, 14, 149-169. 

RUDD, J., and K. WHELAN (2005): "New Tests of the New-Keynesian Phillips Curve," Journal of 
Monetary Economics, 52, 1167-1181. 

RUMLER, F. (2006): "The New Keynesian Phillips Curve for Austria--an Extension for the Open 
Economy," Monetary Policy and the Economy, 55-69. 

SOLOW, R. (2008): "Modern Macroeconomics in Practice: How Theory Is Shaping Policy: Comments," 
Journal of Economic Perspectives, 22, 243-246. 

SVENSSON, L. E. O. (2012): "Central-Banking Challenges for the Riksbank: Monetary Policy, Financial-
Stability Policy and Asset Management," C.E.P.R. Discussion Papers, CEPR Discussion Papers: 
8789. 

SVENSSON, L. E. O. (2012): "Practical Monetary Policy: Examples from Sweden and the United States," 
National Bureau of Economic Research, Inc, NBER Working Papers: 17823. 

SVENSSON, L. E. O. (2012): "The Relation between Monetary Policy and Financial Policy," International 
Journal of Central Banking, 8, 293-95. 

SVENSSON, L. E. O. (2013): "The Possible Unemployment Cost of Average Inflation Below a Credible 
Target," National Bureau of Economic Research, Inc, NBER Working Papers: 19442. 

WANG, P.-F., and Y. WEN (2006): "Another Look at Sticky Prices and Output Persistence," Journal of 
Economic Dynamics and Control, 30, 2533-2552. 

WHELAN, K. (2007): "Staggered Price Contracts and Inflation Persistence: Some General Results," 
International Economic Review, 48, 111-145. 

WILLIAMSON, S. D. (2005): Macroeconomics. Pearson Addison Wesley. 
WOODFORD, M. (2010): "Financial Intermediation and Macroeconomic Analysis," Journal of Economic 

Perspectives, 24 4, 21-44. 
WOODFORD, M. (2012): "Inflation Targeting and Financial Stability," National Bureau of Economic 

Research, Inc, NBER Working Papers: 17967. 
ZHANG, C., D. R. OSBORN, and D. H. KIM (2008): "The New Keynesian Phillips Curve: From Sticky 

Inflation to Sticky Prices," Journal of Money, Credit, and Banking, 40, 667-699. 

 

 


