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Abstract

This paper begins with the observation that the volatility of factor input growth is insufficient
to explain the volatility in the growth rate of output, and explores the empirical plausibility of the
hypothesis that this fact is due to the presence of productive externalities and increasing returns to
scale. We construct a quantitative equilibrium macroeconomic model which incorporates these
features, and allows for demand shocks operating at the level of the consumer. We employ the
method of Hall (1986) and Parkin (1988) to measure these demand shocks, and use these measured
disturbances to conduct stochastic simulations of the model. We find that the model with increasing
returns, when driven by measured demand shocks, generates time series which replicate the basic
stylized facts of U.S. business cycles, although with lower amplitude. However, in the absence of
increasing returns the measured demand shocks do not produce a characteristic business cycle
response. When preference shocks are combined with productivity shocks, we find that both the
increasing returns and the constant returns models correctly predict a weak correlation between hours
and wages, while the predictions of the increasing returns model provide the better overall match

with the data.



1. Introduction

Since the work of Solow [1957], economists have recognized that measured
growth in factor inputs is insufficient to explain output growth. Figure 1
plots annual output growth over the postwar period against annual growth in
total factor input (defined as growth in labor and capital weighted by factor
income shares). Factor input growth is positively correlated with output
growth, but fails to explain it in two important ways. First, the growth
rate of total input averaged only 2.45 percent per year over the postwar
period, while output grew at an average rate of 3.22 percent. Second, total
factor input growth is less volatile than output growth, with a standard
deviation of 1.75 percent for inputs, compared with 2.96 percent for output.

As a related matter, labor productivity is well-known to be procyclical.
Real business cycle theory explains this fact via procyclical movements in
total factor productivity; other explanations that have been advanced include
market power, increasing returns to scale and the existence of labor hoarding
(Hall [1987,1988] and Bernanke and Parkinson [19901). Further, a great deal
of recent theoretical research has stressed the potential role of external
economies in generating long—term economic growth (Romer [1986] and Lucas
[1988]). In addition, recent empirical research has suggested the existence
of external economies operating at the national level; see, for example, the
work of Caballero and Lyons [1989], [1990]. While the exact form of the
external economies is still a matter of active debate in the professiom, the
idea that such externalities may be potentially important for growth and
business cycles is well-entrenched. However, there has been no previous
investigation of the quantitative implications of externalities for the

character of business cycles.



2 As a

The goal of the present paper is to begin to fill this gap.!’
starting point, we employ a specification of technology in which the
production technology is constant returns to scale at the individual level,
but that the existence of productive externalities operating at the aggregate
level means that increasing returns operate at the level of the economy as a
whole. This specification has been previously used in theoretical work by
Romer [1986] on economic growth and by Murphy, Schleifer and Vishny [1989] on
business cycle. The empirical analyses of Caballero and Lyons [1989], [1990]
support the hypothesis that these "Marshallian externalities" exist.?

By incorporating productive externalities, this research represents a
major departure from standard "real business cycle" theory, which has so far
focused exclusively on models in which the preduction function exhibits
(individual and social) constant returns to scale. Until very recently, this
research program focused on studying the properties of business cycles driven
by exogenous shocks to productivity.4 In the Keynesian tradition, however,
business cycles were thought to be be generated primarily as a response to
demand shocks, interpreted in that tradition as shocks to consumers' saving
propensities at given levels of wealth and relative prices. More recently,
Mankiw, Rotemberg and Summers [1985] and Eichenbaum, Hansen, and Singleton
[1988] have shown that the Euler equations of the representative agent model
provide poor descriptions of the U.5. macroeconomy. 0One interpretation of
this finding is that there are large and persistent shocks to preferences
that are important at the aggregate level. Nevertheless, modern equilibrium
business cycle research has generally not concerned itself with the question
of whether demand shocks are capable of generating business cycles.®

The paper is organized as follows. Section 2 lays out our business cycle

model, in which a single parameter governs returns to scale. We also discuss



the method used to solve and simulate this economy when increasing returns
and productive extermalities are present. Section 3 is devoted to issues of
estimation and calibration. First, we discuss the estimation of the
parameter governing the extent of increasing returns. Second, we follow
Hall's [1986] and Parkin's [1988] suggestion that demand shocks can be
measured as residuals from the Euler equation governing efficient
consumption/leisure choice. We use this procedure to generate a time series
of demand shocks from the U.S. data, and estimate a stochastic process for
the demand shock. Finally, we briefly discuss our calibration of the
remaining components of the model, using parameters that are for the most
part standard. In Section 4, we study the dynamic response of our model to
demand shocks. Using the sequence of demand shocks generated from the data,
ve conduct a stochastic simulation of the increasing returns model. We find
that the simulated responses of output, consumption, investment, and labor
supply in the increasing returns model resemble actual U.S. aggregate data to
a surprising extent. However, when the same sequence of measured demand
shocks is fed through the constant returns real business cycle model, the
responses do not mimic actual business cycle phenomena. In particular, the
constant returns model does not produce the highly velatile behavior of
investment response that is typical of actual business cycles.

In section 5 we study the implications of combining preference shocks
with productivity shocks. Using standard production function measures of
productivity shocks, we estimate the parameters of stochastic processes for
productivity shocks under the alternative model structures (increasing
returns and constant returns). When driven by shocks to preferences and
technology, both the increasing returns and constant returns models generate

realistic business cycle behavior. However, the increasing model performs



better than the constant returns model along several dimensions. First, the
increasing returns model is better at explaining the level of output
volatility and the relative volatility of consumption and labor supply.
Second, the increasing returns model is more effective in reducing the
correlation between output and labor productivity (output per manhour) toward
the level observed in the data. Our most striking finding, however, is that
both models—when driven by the two shocks together—are capable of
generating the observed weak cyclical comovement between labor input and
measures of the return to labor (real wages and output per manhour).
Existing business cycle theories based on a single source of shocks have not
been able to generate empirically reasonable predictions for these labor
market variables. Further, Christiano and Eichenbaum's [1992] nulti-shock
real business cycle model cannot capture these "Dunlop-Tarshis" correlations
in the absence of significant measurement error in labor input. Section 7
concludes with a discussion of the paper's main results, and directions for

future research.

2. A Business Cycle Model with Increasing Returms

Our model departs in two important ways from the basic neoclassical
macroeconomic model.® First, we introduce productive externalities leading
to increasing returns to scale. Second, we alter preferences to allow for
shifts to the marginal utility of consumption. Although our quantitative
analysis incorporates growth in population and technology, for simplicity we
have transformed the model to eliminate growth in our presentation below.
This transformed model possesses a stable stationary state in the absence of
shocks to preferences or technology, so long as the returns to scale

parameter (defined below) is not too large. The value that we assign to this



parameter, based on our own and other researchers' empirical analyses, is
small enough so that there is a stable steady state in the model. That is,
the externality is not strong enough to generate endogencus growth, in

contrast to Romer [1986].

2.1 The Model
The building blocks of cur model are specifications of preferences,
technology, resource constraints, and accumulation equations for capital.
These are spelled out Below; we focus mainly on those aspects of this model
vhich differ from more standard equilibrium business cycle models.
Preferences. Each agent has preferences over consumption and leisure as
summarized by (la) and (1b):
g™
U= EO tz=:0 i u(Ct,Lt) (1a)
u(C,,L,) = log(C,—A) + 8§ log(v(L.)), (1b)

vhere consumption is Cys leisure is L_, with v(L) a positive and increasing

1
function; and At is a stochastic component of preferences that permits us to
analyze demand shifts. A positive inmovation to At represents a positive
demand shock, i.e., an increased urgency to consume. In our analysis below,
we set v(L) = L so that the labor supply elasticity is determined by the
stationary level of hours as in Prescott [1986] and Plosser [1989].

The stochastic preference term At is interpretable a demand shift in the
following specific sense. Consider the "Frisch" demand function for
consumption which describes date t consumption demand as a function of its

price Py and a measure of lifetime wealth, the multiplier (A) on the

intertemporal budget constraint.’ Under the preference specification (1),



that demand function is C_ = (Apt)_1 + At' Thus At can be interpreted as an

additive demand shift, holding fixed prices and the wealth measure.

Technology. We assume that an individual agent (a representative
worker—-producer) combines capital (Kt) and labor input (Nt) to produce output

according to:

N Y. (2)

In equation (2), F(Kt’Nt) is a constant returns to scale production function

g 8
of the Cobb-Douglas form, F(K,N) = K Ky N; A is a total factor productivity

shock; and I: is per capita output (!t) raised to the power ¢. Thus ¢
controls the magnitude of the external effect. Throughout, we use underbars
to denote endogenous variables which private individuals view as being beyond
their control. Thus, as is standard in competitive models, the
representative worker—producer is assumed to treat It as exogenous. Yet the
actions of all the (identical) agents taken together determine the per capita
capital stock Et’ labor input Et’ and output It‘ Thus, equilibrium output

is:
Y = [A.FR N7, (3)

vhere 7=1/(1-¢) indexes the extent of increasing returns.

Private and Social Marginal Products: In the presence of productive
externalities, it is necessary to distinguish between private and social
marginal product schedules. We continue to let underbars denote aggregate

quantities beyond the control of the individual. Given the production

g @
. . c e _ Ky, N €
function facing the individual, Yt = Ath Nt Xt’

product schedules for labor and capital are:

the private marginal



= € -

MPN, = 0, (Y /NOYS = 6.Y, /N, (4a)
— E —

MPK, = 0, (Y,/K)YS = .Y, /K, (4b)

where the latter equality reflects the fact that all agents will be producing
the same quantities and selecting the same input choices in equilibrium. The
social marginal product schedules for labor and capital are

SMPN, = 76, Y /N, (5a)

SMPK. = 70, Y, /K, , (5b)

which are higher at given values of X, and ¥, so long as 7>1. While the
levels of these schedules are different, the (constant) elasticities with
respect to capital, labor and techmology shocks are equal for private and
social marginal products. For example, the labor elasticity of the marginal
product of labor is nﬂN-—i in both cases.

Accumulation Technology. Capital evolves according to:

K., = [A-6DK_ + 1.1, (6)

where I, is gross investment (i.e. the amount of current output to be used in
next period's production) and ﬁx is the rate of depreciation of capital.
Government. The government imposes a tax on net output at the rate 7; it
uses the proceeds for expenditure on goods which do not yield utility
directly to individuals and which do not affect private marginal products on
the technology side. Government expenditure is assumed constant at the level
G. Variations in revenues associated with fluctuations in output are
retﬁned to private agents in the form of lump-sum transfers, T . Thus the

government's flow budget constraint is:

g+Tt5'rYt. (7



Resource Constraints. In each period, there are resource constraints on

goods and time:

Lt + Nt <1 (8)

C, + I+ G<Y, (9

Equation (9) need not hold for an individual agent, who may borrow and lend.

However, the aggregate resource constraint C_ + lt + G < must hold in

S X
equilibrium, and will also hold for each individual in our representative
agent economy. We therefore impose equation (9) as an equilibrium condition

in our analysis.

2.2 Analysis of Dynamic Equilibrium

The standard method of solving real business cycle models with constant
returns to scale technology and no government—imposed distortions is to solve
an associated planner's problem, and to reinterpret as competitive market
outcomes the planner's optimal decisions and the associated shadow prices. In
our setting, the presence of productive externalities makes that methodology
inapplicable. We therefore use an alternative, Euler-equation-based
approach. Within this "Euler equation" approach to finding suboptimal
dynamic equilibria, there are a variety of methods for approximating the

8 In this

equilibrium laws of motion for macroeconomic prices and quantities.
paper we employ the log-linear approximation methods of King, Plosser amd
Rebelo [1987], which produce certainty-equivalent decision rules describing
deviations from steady state values.’ The basic logic behind the
Euler—equation approach is as follows. In any competitive equilibrium

problem, individuals make privately-efficient decisions which are summarized

by first—order necessary conditions. In making these decisions, individuals



take as given fhe paths of per capita quantities. Next, aggregate
consistency conditions (resource constraints and rational expectations) are
imposed on the first—order conditions. This tvo-stage procedure generates
conditions that restrict the dynamic evolution of the economy, and describes
competitive equilibrium even in distorted economies.

Qur representative consumer makes consumption, leisure and investment
decisions in a manner that is privately efficient: he equates the marginal
utility of date t consumption to its opportunity cost; the marginal utility
of leisure to the value of foregone earnings; and the opportunity cost of
investment to its expected future return. Under certainty equivalence, these

conditions are:

D1U(Ct_at’Lt) = A (10)
= €
Dyu(C,~A L) = A (1-1)A DF (K, N )Yy (11)
6 —-—

vwhere At is the Lagrange multiplier attached to the flow budget constraint
(9), and is interpretable as the shadow value of private consumption at date
t. We use the notation Dlu(Ct,...) to represent the marginal utility of
consumption (the partial derivative of utility with respect to its first
argument), and we use corresponding notation for other marginal utilities and
marginal products throughout the paper. By combining these efficiency
conditions with the macroeconomic equilibrium conditions, (6)—(9) and the
production function (2), we obtain a dynamic system that can be solved to
trace out the response of the economy to shifts in At or At'

The log-linear system that we obtain describes the evolution of a vector

-

of state variables, s_ = [K At’ At]ﬂ where the circumflex denctes the

t t’

proportionate deviation from the stationary level for capital and

-~

productivity, K = log(K, /K) and it = log(A /A). For the demand shock,
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deviations are computed relative to stationary consumption. The state vector

evolves according to s, = M s + {t, vhere {t = [0, a_, d ] is a vector

-1 t

containing the innovations to technology and demand, and where the matrix ¥

is given by

H4 Tga TRA
M= 0 Py 0
o 0o Pa

The coefficients in this matrix determine the evolution of the economy's state

variables. Specifically, Py and pA'determine the persistence of exogenous

shocks; and the implied reduced form for capital is Kt+1 =y Kt + Mg At +

TR A At' Hence determines the speed of transition—path dynamics. The

impulse responses of capital and other variables to an inmovation in ¢ are
jointly determined by the exogenous propagation mechanisms of the model
(parameterized by Py and pK) and the endogenous propagation mechanism
(governed by pi).

The remainder of the model's variables are simply functions of the state
variables. Letting Z = [C. N, Y W r, ....] be the vector of these
variables, the model implies that z, = Hst vith particular numerical values
for the elements of the matrix II. For example, consumption is governed by
: ~ = . . 1 A 3 : " "
the relation Ct Tok Kt + oA A, + ToA At' With this "state space" system

in hand, it is direct to compute the stochastic simulations, population

moments, and impulse responses discussed in the paper.

3. Estimation and Calibration
In order to obtain quantitative predictions from our model, we must
assign numerical values to the parameters of the model. This investigation

has introduced tvo new elements into the quantitative business cycle
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literature—increasing returns and preference shocks—and we consequently
must address the question of how to parameterize the model along these
dimensions. We consider each in turn, and conclude this section with a brief

discussion of the calibration of the remaining parameters of the model.

3.1 Measuring the returns—to—scale parameter

An estimate of the returns—to-scale parameter 7 can readily be obtained
from a regression of output growth, N,t " 1°g(Yt/Yt—1)’ on input growth,
Tz, = [f log(K. /K, ;) + O, log(N /N, ,)}. TIf there are no random variations
in technology, £t=0 for all t, then ve can estimate 7 consistently with least
squares. Table 1 presents statistics on this regression and others to be
discussed below. In this regression equation, the OLS point estimate of 7 is
1.45, corresponding to a value of ¢ of about 1/3.

If there are technology shocks, however, these will induce movements in
factor inputs, so that the required orthogonality condition for comsistency
of the least—squares estimator is not satisfied. Thus an instrumental
variables estimator of 7 must be constructed. We experimented with some
measures of public expenditure as instruments. First, we employed three
military spending measures as.suggested by the work of Hall [1987], [1988].
With these instruments, we obtain an estimate of 7 equal to 1.81. However,
the poor performance of the first stage regression made us concerned about
the precision of this estimate. We therefore explored two other sets of
instruments: (i) two measures of defense compensation with an associated
estimate of 7 equal to 1.53, and (ii) total nondefense purchases, implying an
estimate of 7 equal to 1.10. In all three instrumental variables regressions

there is only minor explanatory power in the first stage regression.
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Caballero and Lyons [1989] estimate aggregate and industry-level
equations that are similar to ours, and conclude that there are significant
economies of scale that are external from the industry point of view, but
internal to the U.S. as a vhole. They experienced similar problems in
obtaining good instruments, and alsc experimented with a variety of methods
of estimation. Using our notation, the externality parameter preferred by
Caballero and Lyons is 7=1.3. Based on our results and those of Caballero
and Lyons, we set 7=1.3 (corresponding to a value of ¢ of about .23) in
studying the quantitative implications of the increasing returns model in

section 4 below.

3.2 Measuring preference shocks

This paper focuses on the effects on the macroeconomy of shocks to
preferences, in contrast to the supply shifts (technology shocks) normally
stressed in real business cycle theory. Although technology shocks are not
directly observable in the macroeconomic data, "observations" on the
technology variable are routinely constructed as residuals from a specified
production function. That is, conditional on a particular model,
unobservable technology shocks become measurable. In a similar spirit, Hall
[1986] and Parkin [1988] have suggested a method of isolating preference
shocks as residuals from Euler equations. Using this procedure, the marginal
conditions from the utility function relate the unobserved preference shift
to observable variables in a manner analogous to that employed by Solow to
measure shifts to technology.!

In our model, the requirement that the marginal rate of substitution
between leisure and consumption equals the real wage provides a

straightforvard method of identifying preference shifts, as follows:
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cﬂrF>

v 1 N Nt - N
v log(C.) - log(w,) + | N (13)

where C and N denote the steady state levels of consumption and labor
supply. !

To construct this measure of preference shocks, we need empirical
measures of consumption, labor supply, and the real wage rate. The details
of the data we used can be found in the Appendix. Our measure of consumption
includes expenditure on services and nondurable consumption goods, and
excludes purchases of consumer durables. QOur labor supply measure is
computed as per capita hours multiplied by the labor force. We measure the
returns to labor as compensation per employee hour (see the Appendix for the
details of the data used).

Table 2 reports the statistical properties of our measure of the
stochastic process for the preference shock. We found that a first—order
autoregression (in logarithms), including a constant and a time trend,
described the preference shock quite well. The preference shock is highly
persistent, with an autoregressive coefficient of .97. We will use this
estimated persistence parameter and the estimated innovation variance in

computing the responses of our model to preference shocks.

3.3 (Other parameters

In addition to the returns—to-scale parameter and the stochastic process
for the demand shocks, we must specify values for the standard parameters of
preferences and technology. Many of the values ve have assigned are standard
in the real business cycle literature. Three that are somewhat less standard

are as follows. First, we have set the depreciation rate of capital at 6
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per year. Second, the combined rate of exogenmous growth due to population
growth and exogenous technical change is equal to 3.6} per year. Third, we
have set the steady state income tax rate at its current average level of
30%, and steady state government expenditure at its post—war average level of
20% of GNP. With these modifications, the model generates a realistic steady
state investment-to—output ratio (about 16%). Table 3 presents a complete
list of the parameter values, and also provides a convenient review of

notation.

4. Dynamic Properties of the Model

In this section, we investigate the properties of macroeconomic time
series generated by our model economy with productive externalities and
increasing returns when driven by solely preference shocks. By comparing the
responses of this model to the standard, constant returns to scale model, we
can learn about the role of increasing returns and productive externalities
in determining the response of the economy to this type of shock. As
shorthand, we denote by IR the model with increasing returns and productive
externalities, and we use CR to denote the model with constant returns to
scale and no externalities.

Two related methods are used to evaluate the models' responses to
preference shocks. First, wve generate a sequence of preference shocks from
the data using equation (13). Next, we conduct stochastic simulations of the
models, by feeding this sequence of shocks through the model and computing
the response of output, consumption, etc. We then examine whether the two
models' responses to these shocks resembles U.5. business cycles, by looking
of plots of actual and simulated time series. The second approach to model

evaluation is familiar from the real business cycle literature, and involves
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informal comparison of selected moments generated from the model to the

corresponding moments from U.S. time series.

4.1 Stochastic simulation

Figure 2 plots the time series for the preference shift variable, At’
computed from U.S. time series using equation (13), and our
compensation-based measure of the real wage. For comparison, we have also
plotted real output output (real GNP) over the same period. Both time series
have been filtered using the Hodrick-Prescott [1980] (HP) filter in order to

render them stationary.!?

We see from this figure the persistence of the
preference shocks, and their tendency to covary positively with movements in
output (the correlation between these two series is .61).

Figure 3 plots the response of the increasing returns economy when driven
by the preference shock time series computed from the data. For comparison,
actual U.S. time series are plotted as well (again, both the model-generated
time series and the data have been HP-filtered). For all variables—output,
consumption, investment, and labor input—we find that the model's responses
move closely with the data, but with a tendency toward lower amplitude. Thus
the IR model does produce a characteristic business cycle response when
driven by demand shocks, if a business cycle is defined in the following,
fairly conventional way. First, there is positive comovement of output,
investment, consumption, and labor input over the cycle. Second, each of
these variables exhibits persistent deviations from their trend values in
response to shocks (i.e., business cycles are protracted events). Third,

there is a characteristic pattern of relative volatility in the macro

aggregates: consumption is less volatile than output; and investment is
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substantially more volatile than.output. More statistical detail is provided
in Table 4, discussed below.

We seek to isolate the role played by productive extermalities and
increasing returns in generating these business cycle phenomena. To do this,
we feed the same series of demand shocks into the CR model {(7=1) that were
used to construct Figure 3. The resulting series are plotted in Figure 4.
Beginning with output ve see that cyclic volatility is lower in the CR model
compared with the IR model (see Figure 3), although the CR model does
generate an output time series that is highly correlated with the data.
Second, looking at consumption and labor input, we see that the CR model
predicts behavior that roughly resembles the data in terms of volatility.
However, when we turn to investment, we see that the CR model driven by
preference shocks fails to reproduce two of the central features of actual
business cycles: the high volatility of investment and its strong positive
comovement with output and consumption.

Table 4 presents the statistical moments of the U.S. data and the
corresponding model moments. (In all cases, the moments are for HP-filtered
time series.) For each of the models, three sets of statistics are reported:
first, population moments which summarize the large-sample implications of
the model; second, sample moments for the stochastic simulations plotted in
Figures 3 and 4; and third, correlations between the simulated time series
plotted in Figures 3 and 4 and the corresponding U.S. time series.

Beginning with cyclic volatility, we find that the (population) standard
deviation of output in the IR model is about 54% as large as the standard
deviation of output in the data. By comparison, the volatility in the CR
model is substantially smaller. In terms of the standard deviation of

output, the CR model generates about one-half the volatility of the IR model.
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Both the IR model and the CR model, when driven by demand shocks alone,
generate consumption volatility statistics that match well with the data.
However, because these models generate output volatility that is low relative
to the data, the relative volatility statistics for consumption are too
large. In fact, the CR model predicts that consumption is about
one—and—one—half times as volatile as output, which is clearly inconsistent
with the data.

As noted above, it is investment behavior which most sharply
differentiates the response of the two models. The IR model predicts
investment movements which are about 2.75 times as volatile as output
movements, compared with 3.15 in the data. The level of investment
volatility is low, as is the level of output volatility. But recall that we
are not trying to explain all the movement in macro aggregates with demand
shocks. Rather, we are investigating whether demand shocks produce a
characteristic business cycle response in the increasing-returns economy.

Our interpretation of these statistics and simulations is that the IR economy
does generate business cycles in response to preference shocks. The CR
model, on the other hand, does very badly in terms of the investment
response. First, the investment response is very weak—investment is only
.01 times as volatile as output in the model. But even worse: invesiment is
strongly negatively correlated with output! (The reasons for this are developed more
fully in the next section.)

Finally, with respect to labor market variables, we observe that the
volatility of labor input is higher in the IR model than in the CR model, and
is not too far from the level of volatility found in the data. That is, the

IR model can explain nearly all of the cyclic fluctuation in labor as a
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response to preference shocks alone. This phenomenon is discussed more fully
in Section 5 below.

Both the CR model and the IR model predict strong, negative correlations
betveen wages and output when driven by preference shocks alone (because our
production function is Cobb-Douglas, the wage rate, which equals the marginal
product of labor, also equals the average product of labor, reported as y/N
in the Table). Further, both models predict strong negative comovement of
vages and labor input. Both set of predictions are strongly at variance with

the facts.

4.2 Impulse responses to an innovation in demand

Additional insight into the dynamic properties of the IR model is
provided by tracing out the impulse response to a demand shock. We consider
a shock to preferences that would raise consumption by one percent of its
steady state level on impact if we held fixed all prices faced by the
representative consumer. As noted above, our estimates are that shifts in
demand are assumed to be highly persistent: with pA=.97, slightly over one
half of the original demand shift will be present after twenty quarters.
Figure 5 shows the dynamic response of prices and quantities to the demand
shift in the IR model; for comparison, we also plot the responses of the CR
model.

Impact Effects: At date t=1, when the imnovation to demand takes place, the
effects of the demand shock on output are much larger in the IR model than in
the CR model: output increases by .64) of its steady state level in the
former, and only .33% in the latter. This increased respomse can be traced
to two sources. First, a given increase in labor input simply yields more

output under increasing returns (with 7=1.3, the impact output response via






