Chapter 24

24.1 The Adjustment Process

Potential Output and the Output Gap

Potential Output  total output the can be produced when all productive resources – land, labour, and capital – are fully employed

Variations in the output gap are determined solely by variations in actual GDP around a constant level of potential GDP

Factor Prices and the Output Gap

Key assumptions: 

1. When real GDP is above potential output, there will be pressure on factor prices to rise because of a higher than normal demand for factor inputs  
2. When real GDP is below potential output, there will be pressure on factor prices to fall because of a lower than normal demand for factor inputs

Output ABOVE potential, Y > Y*

· The boom that is associated with an inflationary gap generates a set of conditions – high profits for firms and excess demand for labour – that tends to cause wages (and other factor prices) to rise 

Output BELOW potential, Y < Y*

· The slump that is associated with a recessionary gap generates a set of conditions – low profits for firms and an excess supply of labour – that tends to cause wages (and other factor prices) to fall 


Downward Wage Stickiness: implies that the downward pressure on the price level and the downward shift of the AS curve are quiet weak (wages tend to fall more slowly than they would rise) 

· Booms can cause wages to rise rapidly; recessions usually cause wages to fall only slowly

The Phillips Curve: Negative relationship between unemployment and the rate of change in wages…wages tend to be fall in periods of high unemployment and rise in periods of low unemployment 

Potential Output as an Anchor 

Following an aggregate demand or supply shock, the short-run equilibrium level of output may be different from potential output. Any output gap is assumed to cause wages and other factor prices to adjust, eventually bringing the equilibrium level of output back to potential. In this model, therefore, the level of potential output acts like an “anchor” for the economy. 
24.2 Aggregate Demand and Supply Shocks 

Expansionary AD Shocks

The adjustment in wages and other factor prices eventually eliminates any boom caused by a demand shock; real GDP returns to its potential level

Contractionary AD Shocks 

Flexible Wages

Flexible wages that fall rapidly in the presence of a recessionary gap provide an automatic adjustment process that pushes the economy back quickly toward potential output 

Sticky Wages

If wages are downwardly sticky, the economy’s adjustment process is sluggish (AS curve shifts more slowly) and thus will not quickly eliminate a recessionary gap 
· A quick recovery requires a rightward shift of the AD curve…this often happens when private-sector demand revives but also raises the possibility that government stabilization policy can be used to accomplish such a rightward shift

Long-Run Equilibrium

The economy is in its long-run equilibrium when the intersection of the AD and AS curves occurs at Y*

The vertical line at Y* is sometimes called a long-run aggregate supply curve – the relationship between the price level and the amount of output supplied by firms after ALL factor prices have adjusted to output gaps 

· In the long run, real GDP is determined solely by Y*; the role of aggregate demand is only to determine the price level (AS curve eliminated) 

24.3 Fiscal Stabilization Policy

The Basic Theory of Fiscal Stabilization: reduction in tax rates or an increase in government purchases or transfers will shift the AD curve to the right, causing an increase in real GDP…an increase in tax rates or a decrease in government purchases or transfers will shift the AD curve to the left, causing a decrease in real GDP

How Fiscal Stabilization Works:

Closing a Recessionary Gap  

1. Economy’s Adjustment Process
· Normal way previously talked about 

2. Active Policy Choice
· Government can use expansionary fiscal policy to shift the AD curve to the right (reducing tax rates, increasing transfers, or increasing the level of government purchases
Advantages vs. Disadvantages for using Fiscal Policy 

Advantage: it may substantially shorten what might otherwise be a long recession
Disadvantage: may stimulate the economy just before private sector spending recovers on its own therefore, the economy may overshoot its potential output, and an inflationary gap may open up

Closing an Inflationary Gap

1. Economy’s Adjustment Process
· Normal way previously talked about 

2. Contractionary Fiscal Policy
· Shift AD curve to the left and close inflationary gap by increasing tax rates, reducing transfers, or reducing its level of purchases 

Advantages vs. Disadvantages for using Fiscal Policy 

Advantage: avoids inflation that would otherwise occur
Disadvantage: if private sector expenditures fall for some unrelated reason, the fiscal contraction may end up being too large and real GDP may be pushed below potential, thus opening up a recessionary gap 

Fiscal Policy and the Paradox of Thrift

Paradox of Thrift: What may be good for any individual when viewed in isolation ends up being undesirable for the economy as a whole 

· Paradox of Thrift – the idea that an increase in saving reduces the level of real GDP – is only true in the short run. In the long run, the path of real GDP is determined by the path of potential output. The increase in saving has the long-run effect of increasing investment and therefore increasing potential output 

Automatic Stabilizers: Elements of the tax-and-transfer system that reduces the responsiveness of real GDP to changes in autonomous expenditure 

The lower the net tax rate, the large is the simple multiplier and thus the LESS stable is real GDP in response to shocks to autonomous spending (larger shift in the AD curve and thus a larger total change in GDP 

Practical Limitations of Discretionary Fiscal Policy

Decision and Execution Lags

Decision Lags: The period of time between perceiving some problem and deciding what to do about it

Execution Lag: The time that it takes to put policies into place after a decision has been made



Temporary versus Permanent Tax Changes 

Changes in taxation that are known to be temporary are generally less effective that measures that are expected to be permanent. 

For most tax changes, the following general principle applies: 

The more closely household consumption expenditure is related to lifetime income rather than to current income, the smaller will be the effects on current consumption of tax changes that are known to be of short duration 

The Role of Discretionary Fiscal Policy

Fine Tuning: The attempt to maintain output at its potential level by means of frequent changes in fiscal or monetary policy 

Gross Tuning: The use of macroeconomic policy to stabilize the economy such that large deviations from potential output do not persist for extended periods of time 

Fiscal Policy and Growth

Increases in Government Purchases 

Fiscal expansion created by an increase in government purchases (G) will shift AD curve to the right and increase real GDP…as factor prices rise in response to inflationary output gap, output will return back to Y* but at a higher price level 

1. The level of Y* is unaffected by the increase in G

· Even if an increase in government purchases leaves the current level or potential output unchanged, the crowding out of private investment may reduce the future growth rate of potential output 
Rise in Ga MUST be equal to fall in Ca + Ia + NXa

2. The Increase in G Causes Y* to Rise

· If an increase in government purchases leads to an increase in potential output (or its growth rate), the negative effects from the crowding out of private investment will be reduced 

Reduction in Taxes

Reductions in tax rates generate a short-run demand stimulus and may also generate a longer-run increase in the level and growth rate of potential output 







Chapter 25

25.2 Accounting for Changes in GDP 

When studying long-run trends in GDP, economists focus on the change in potential output
When studying short-run fluctuations, economists focus on the change in the output gap 

 GDP Accounting: The Basic Principle

1. GDP = GDP 
2. Multiply right hand side of the equation by F/F (F is the economy’s total available stock of factors, such as land, labour, and capital
GDP = F x (GDP/F)
1. Next, multiply right-hand side by FE/FE, where FE is the number of the economy’s factors that are employed 
GDP = F x (FE/F) x (GDP/FE)

Components of the Equation: 

I. F is the economy’s factor supply; it is the total amount of all factors of production that the economy currently possesses 
II. FE/F is the factor utilization rate; it is the fraction of the total supply of factors that is actually employed at any time 
III. GDP/FE is a simple measure of productivity because it shows the amount of output (GDP) per unit of input employed (FE)

ANY change in GDP can be decomposed conceptually into a change in factor supply, in factor utilization, and a change in productivity 


The Long Run: Factor Supply 

· Two main factors of production – labour and capital – account for most of the change in the economy’s supply of factors 

1. LABOUR 
2. CAPITAL

[bookmark: _GoBack]Changes in the economy’s supply of labour and capital occur gradually, but over periods of many years their growth is considerable…As a result, changes in factor supply and important for explaining long-run changes in output but relatively unimportant for explaining short-run changes 


The Long Run: Productivity

The economy’s level of productivity grows only gradually from year to year but increases substantially over periods of many years. As a result, productivity growth is very important for explaining long-run changes in output and living standards but less important for explaining short-run changes

The Short Run: Factor Utilization

Low factor utilization rate = excess supply
High factor utilization rate = excess demand 

The factor utilization rate fluctuates in response to aggregate demand and aggregate supply shocks. Over time, however, the adjustment of factor prices tends to return the factor-utilization rate to the level consistent with full employment (VOLATILE OVER SHORT PERIODS OF TIME)

 After factor prices have fully adjusted, the factor utilization rate returns to its “normal” level and thus, changes in the factor utilization rate are NOT important for explaining long-run changes in GDP 

25.3 – Policy Implications 

When studying short-run fluctuations, economists focus on the deviations of actual output from potential output. When studying long-run growth, economists focus on changes in potential output

· Fiscal and monetary policies affect the short-run level of GDP because they alter the level of demand and thus the position of the AD curve…but unless they are able to affect the level of potential output, Y*, they will have NO long-run effect on GDP
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