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Growth Potential- Definition

,How much output can the
economy produce under
conditions of full
employment?” (Okun)



Growth Potential —Definition

Limitations by labor supply, capital
stock, energy and other input factors

Sustainability
Inflation
Deflation



Output Gap

» Difference between Actual Output
and Potential Output

e Measures the state of the Business
Cycle



Output Gap

Properties

Stationarity (1)

Mean Reversal to Zero

Over the Normal Cycle



Implications

e If the output gap Is closed and
unemployment prevalils, it is
Interpreted as structural

e Long spells of unemployment then are
always structural

 Then only structural reforms can help
rather than demand policies



Theoretical Interpretations

Neo Classical Approaches: No Output
Gap

New Classical Approaches: A
Stochastic Gap

Monetarism : Short Term Gap
New Keynesianism: Short Term Gap

Keynesianism, Post Keynesianism:
Long Term Gap



Political Implications

e Fiscal Policy (Structural Deficit)

 Monetary Policy (Reference Value for
Money Growth, Inflation Dangers
through Business Cycle)



Methods of Measurement

o Statistical Methods (EU-Commission,
OECD)

o Structural Methods (EU-Commission,
ECB, OECD, IMF)



Statistical Methods

e Trend

* Filter with assumptions on normal
cycle length

e Vector Auto Regression (VAR)



Structural Methods

 Production Functions
 Production Functions with Filter

o Structural Vector Autoregression
(SVAR)
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Results :Germany
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France
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Italy
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Japan
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USA
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Conclusion (I)

The usual concept of potential Is
basically a New Keynesian Approach

he usual concept of potential is not
compatible with Neo Classical,
Keynesian or Post Keynesian
approaches

The results are not very reliable

nere Is a tendency for overrating the
structural effects
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Conclusion (II)

e Uncertainty on results could cause

wrong policy decisions In either
direction

e QOverrated structural Effects could lead
to a biased policy approach

e |ack of inflation effect Is at the root of
many problems
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