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Today 

1. Long Run Economic Growth 
 
2. Recessions and Recoveries 
 
3. Monetary and Fiscal Policy Interventions 
 
4. Fiscal Policy Case 
 



US Economic Growth in Perspective  

Sources: Johnston and Williamson (2003), UN database, purchasing power parity (PPP) exchange rates 9 
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World Growth in Perspective 

Source: Jones (2011) 
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Growth in Long Run is Driven by Supply 

• Drivers of long run growth: Supply 
• Technological progress 
• Investment in capital stock 
• Increases in labor force participation 

 
• Sustained growth cannot be driven by demand 

• e.g., consumption merely reflects the increase in income 
 

• Policy may or may not affect long run growth 
• Monetary policy is neutral 
• Fiscal policy is not 
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Factor #1: Technological Progress 
(Most Important) 

Source: http://classes.dma.ucla.edu/Winter09/9-1/blog/b/ 



Driven by Invention and Innovation 
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Diffusion Improves Efficiency 
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Factor #2: Capital Accumulation 
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Countries that Invest More are Richer 

 



Higher Return to Investment in Poorer Countries 
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So Poorer Countries Can Grow Faster than Richer Ones 

GDP per capita relative to US 
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Poorer Regions Also Grow Faster within Countries 
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Factor #3: Labor Force Participation 

Labor Force Participation Rate in the US 

Source: Bureau of Labor Statistics 
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Reduction Reflects Changing Demographics 

Sources: Credit Suisse, The Economist 
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Differences Across Countries Reflect  
Regulation, Taxation, Culture 

Source: Vincent and Yared (2013) 
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1. Long Run Economic Growth 
 
2. Recessions and Recoveries 
 
3. Monetary and Fiscal Policy Interventions 
 
4. Fiscal Policy Case 
 



Growth and Business Cycles 
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Real GDP Growth 
(U.S. quarterly) 

Source: Bureau of Economic Analysis 



Capital 

Innovation 
and 

Technology 

Labor 

PRODUCTION OF  
 

GOODS AND SERVICES SUPPLY 

Consumption Investment 

Government 
Expenditure Net Exports 

DEMAND 

GDP: A Supply-Demand View 



28 

Fluctuations are Driven Primarily by Demand  

• Drivers of short run fluctuations: Demand 
• Household consumption  
• Business investment and residential construction 
• Government spending 
• Export demand (important in emerging economies) 

 
• Supply accommodates demand with employment adjustment 

• Eventually labor market adjusts back to fundamental 

 
• Monetary and fiscal policy can affect demand 
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How Employment Accommodates Demand: 
GDP Growth and Changes in Unemployment 

29 
Source: Bureau of Labor Statistics 
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Unemployment Rate Fluctuates around Natural Rate 

30 Source: Bureau of Labor Statistics 



Economy Eventually Adjusts back to Fundamental 

Trough 

Peak 



32 

Consumer Sentiments Can Push Demand 

32 



33 

Financial Stress Can Stifle Consumption and Investment 

33 



34 

Exchange Rate Fluctuations Impact Net Exports 
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Monetary Policy: Baby-Sitting Coop Example 

•150 couples exchanging baby-sitting services via coupons 
 

•Shortage of coupons leads to problems 
• Demand shock in the form of financial stress 
• People aware of coupon shortage are reluctant to use them 
• Fall in “GBP” (Gross Baby-sitting Product) 
• Baby-sitting coop fell into recession! 

 
•Baby-sitting price naturally declines to new level 

• Money shortage is eventually neutral and has no effect 
• Is there any way to prevent deflation? 
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Solution: Print More Coupons 
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Quantitative Easing 
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Expected Inflation is Contained 
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Principles for Optimal Monetary Policy 

• Goal: Keep inflation stable and unemployment near fundamental 
 

• Technique: Expand if there is slack. Contract if over-heated 
• Slack without expansion leads to high unemployment, low inflation 
• Over-heating without contraction to low unemployment, high inflation 

 
• Challenges:  

• Determining how much slack or over-heating there is can be difficult 
• Policies take time to become effectual 
• Requires a lot of central bank credibility. Otherwise too much inflation 

 



44 

Another Tool: Fiscal Policy 

American Recovery and Reinvestment Act of 2009 
 
 
 
 
 
 
 
 
 

 



The Fiscal Consequences of the Recession: 
Public Debt 

45 

In percent of GDP 

1. Includes cumulated deficit for 2008-12, debt-increasing equity participations in companies and the impact of GDP growth. 
2. Cumulated deficits correspond to mainland only. 
Source: OECD Economic Outlook 88 database. 
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Fiscal Policy Has Short and Long Run Consequences 

• Fiscal stimulus raises short run GDP by impacting demand 
• Reduction in taxes boosts consumption and investment 
• Increase in spending boosts government employment 
• Fiscal multiplier: $ increase in GDP from $1 increase in govt spending 

 
• Fiscal policy expansion affects long run GDP by changing supply 

• Crowding out effect: Higher interest rates discourage private investment 
• Expectation of higher future taxes stifles investment, employment, innovation 
• Government spending and infrastructure can improve business environment 

 
• Questions for policymakers  

• How much do we value the short run versus the long run? 
• What is the relative value of different types of policies for each horizon? 
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Disagreement over Value of Fiscal Stimulus 
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Disagreement over Size of Fiscal Multiplier 
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Source: Ramey (2011) 
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Long Run Debt Overhang 
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Tends to be Associated with Higher Interest Rates 

Source: Reinhart, Reinhart, and Rogoff (2012) 
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Interest Rate Impact Depends on the Demand for Bonds 
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Prospect of High Future Taxes Can Discourage 
Domestic Activity 
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Debt Overhang Can Also Lead to Policy Uncertainty 

Source: Baker, Bloom, and Davis (2013) 



Deeper Question About Optimal Long Run Size 
of Government 
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Takeaways from Today 

• Drivers of long run growth: Supply 
• Technological progress 
• Investment in capital stock 
• Increases in labor force participation 
 

• Drivers of short run fluctuations: Demand 
• Household consumption  
• Business investment and residential construction 
• Government spending 
• Export demand (important in emerging economies) 

 
• Policy interventions affect short run demand 

• Monetary policy is neutral in the long run 
• Fiscal policy has a long run impact 
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Today 

1. Long Run Economic Growth 
 
2. Recessions and Recoveries 
 
3. Monetary and Fiscal Policy Interventions 
 
4. Fiscal Policy Case 
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