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Competitive Equilibrium 
Business Cycles 

In this chapter we explore the idea that macroeconomic fluctuations can for 
the most part be explained by the dynamic effects of shocks in a competitive 
economy. This line of inquiry is recent.' For most of the twentieth century, 
especially since the Great Depression, most macroeconomists have looked 
upon the sharp fluctuations in output and unemployment as prima faae 
evidence of major market imperfections and explored what these irnperfec- 
tions may be. In the last 15 years, however, some have argued that this is 
a misguided research strategy, since macroeconomic fluctuations can be 
explained without invoking imperfections. The first statement, that fluctua- 
tions can be explained as the realization through time of the set of trans- 
actions agreed upon in a complete market Arrow-Debreu economy, was pre- 
sented by Black (1982). In a series of papers Prescott (1986, for example) has 
explored this idea further, by examining the dynamic effects of productivity 
shocks on the competitive equilibrium allocation, to conclude: "Economists 
have long been puzzled by the observations that, during peacetime, industrial 
market economies display recurrent, large fluctuations in output and em- 
ployment over relatively short time periods.. . . These observations should 
not be puzzling, for they are what standard economic theory predicts." 

As will become clear, we do not believe that the line of research that 
we present in this first chapter on aggregate fluctuations is likely to 
provide a satisfactory explanation of fluctuations. Nevertheless, this chapter 
is important for two reasons. The first is that it is a logical starting point to 
the study of fluctuations. To see why one may want to explore the role of 
imperfections in fluctuations, it is essential to understand what the dynamic 
effects of shocks would be in a competitive economy. The second is that 
productivity shocks, even if they do not account for all or even for most 
fluctuations, may nevertheless play a more important role in fluctuations 
than has been emphasized until now. 

The chapter has three sections. In section 7.1 we extend the representative 
agent dynamic models of chapters 2 and 3 to allow for productivity shocks 
and uncertainty. Our emphasis in this section is on the dynamics of output 
and its components when productivity is random. We do not strive for 
generality, preferring where possible to obtain closed-form solutions that 
illustrate both the approach and the basic dynamic mechanisms at work. 

In section 7.2 we relax the assumption of constant employment and 
examine the mechanisms that may be capable of generating the comove- 
ments in output and employment that characterize actual fluctuations. The 
challenge is to explain how technological shocks can generate persistent 
movements not only in output but also in employment. We indicate why 
we do not think that the challenge is met or is likely to be met by that 
approach to business cycles. 

In the h a 1  section we explore the implications of decentralized markets 
for the dynamic effects of shocks on the economy. We analyze first a simple 
model of search to show how the heterogeneity of workers and jobs in the 
labor market modifies the effects of productivity shocks on employment, 
wages, and output. We then extend the model to allow for imperfect 
information about the realizations of current shocks and for two different 
types of shocks, real and monetary, an approach to fluctuations first explored 
by Lucas. Imperfect information modifies the dynamic effects of real shocks. 
It also implies a potential effect of monetary shocks which would not be 
present under perfect information. We conclude with an assessment of the 
competitive equilibrium appr~ach .~  

7.1 Productivity Shocks, Consumption, and Capital Accumulation 

When studying the dynamics of capital accumulation in the models of 
chapters 2 and 3, we made counterfactual assumptions of certainty and 
perfect foresight. This was a necessary first step, but we now recognize 
the presence of uncertainty. The economy is constantly affected by the 
introduction of new technologies, by changes in tastes for specific koods, 
by changes in government policy, and so on. Most of these changes are 
neither perfectly predictable nor perfectly predicted by individuals and firms. 
The pgsence of uncertainty affects the behavior of agents. The shocks 
themselves lead them to constantly revise their optimal plans. 

In this section we focus mostly on the dynamic effects of one type of 
shock, shocks to productivity. We concentrate on two main issues. First, 
we examine whether the propagation mechanism tends to amplify or to 












