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Abstract
These lectures notes contain:
• An introduction to the basic NK model: Its key features (the RBC model
with nominal rigidity and imperfect competition), properties and main policy
implications (price stability, inflation targeting).
• An evaluation of its empirical performance (rather poor: It has trouble generating inertia in output and inflation, plausible interest rate behavior, . . . ).
• A discussion and evaluation of extensions (the DSGE model) that have been
proposed in order to improve its performance: Real rigidities and various ad
hoc price setting schemes (backward indexation, myopia,..). They work better
empirically but are conceptually unsatisfactory (plus other problems).
• A presentation of alternative, competing models, such as the sticky information
model (which does not work either), or models with learning (which seem to
work better).
• A discussion of recent advances involving financial frictions and the recent
financial crisis-recession.
We conclude that the NK model may not have lived up to expectations.
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Course Outline
The New Keynesian (NK) model provides a theoretical framework for studying inflation
and the business cycle. It is nowadays the main vehicle for the analysis of monetary
policy.
Course objective: Discussion and evaluation of the NK model

Section 1:
Introduction to the RBC model
Main features and properties
Section 2:
A. Introduction to the baseline NK model
• What are its key features?
• What are its main properties?
• What are its main policy implications?
– What should the objectives of monetary policy be?
– How should policy be conducted in order to attain these objectives?

B. Evaluation of its theoretical underpinnings and its empirical performance
Should the model be taken seriously as a laboratory for the study of real world issues?
How satisfying are its assumptions and how well does it fit the data?
Section 3: Extensions of the basic NK model (the DSGE model)
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• Abandonment of rationality-rational expectations in price setting
– Myopic firms/agents
– Backward indexation
• Introduction of real rigidities

Evaluation of the extended NK (DSGE) model
How satisfying are its assumptions and how well does it fit the data?
Section 4: The main rival to the NK model: The sticky information model
• Key features and main properties.
• Empirical performance.
• Evaluation.
• Extensions.

Section 5:
Another rival: A model with signal extraction and learning.

Section 6:

Financial frictions and the business cycle.
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