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Abstract

This thesis addresses the role of imperfect competition in business cycles driven

by expectations and beliefs about the future state of the economy. It consists of

three self-contained papers.

The �rst paper examines the roles of composition of aggregate demand and taste

for variety in a real business cycle model with endogenous entries and exits of mo-

nopolistically competitive �rms. It �nds that taste for variety can alone make the

economy susceptible to endogenous (sunspot driven) business cycles. Importantly, in

light of recent research suggesting that aggregate markups in the U.S. are procycli-

cal, sunspot equilibria emerge with procyclical markups that are within empirically

plausible ranges.

The second paper considers aggregate markup variations in business cycles driven

by news about future total factor productivity. It shows that the addition of endoge-

nous countercyclical markups and investment adjustment costs allows the standard

one-sector real business cycle model to generate empirically supported expectations-

driven �uctuations. The simulated model reproduces the regular features of U.S.

aggregate �uctuations.

The third paper investigates the role of product variety e¤ects and variable

markups in expectations-driven business cycles. It demonstrates that taste for va-

riety and investment adjustment costs allow the otherwise canonical real business

cycle model to display quantitatively realistic �uctuations in response to news about

future total factor productivity. Moreover, the interaction between price-cost deci-

sions and �rm entry and exit allows such business cycles to occur for empirically

plausible levels of procyclical markups and variety e¤ects.
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