
Follow-up to exercise 3

Video clip (first 4 min of the 10-minute clip)

https://fraser.stlouisfed.org/title/annual-report-federal-

reserve-bank-st-louis-149/annual-report-2011-part-3-

682760
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Domestic Macroeconomy Concerns

Budget deficits and interest rates, 1995 and 2005

2Economist, “World economy: World traffic lights on the blink?”, 20 Aug 2005, p. 49-50.

1995: countries 

with big budget 

deficits paid 

higher real interest 

rate (higher risk) 

2005: There is no 

longer correlation 

between higher 

borrowing and 

real interest rates; 

US borrowing is 

being subsidized 

not punished



Domestic Macroeconomy Concerns

(G-T) and i-rates (2005, pre-crisis): K mkts seem to block global 

economic adjustment – reality defies basic theory 

• Financial and economic imbalances (-BOT)

⬧ Higher –BOT should signal higher real i-rates (↑ risk)

⬧ Real bond yields did not ↑ (↑ bond yields → ↓ Ddomestic)

• ↑C → ↑ P, but Pe were kept in check

• (G-T), i-rates, GDP growth: CB able to keep i < g 

⬧ Higher real rates → ↑ savings → ↑ potential growth (evidence mixed)

⬧ Fast growing US (high G-T) had real bond yields < low/no growth 

Japan

⬧ Euro area: same nominal i-rate across the area

⬧ Fast growing Spain/Greece had lower real i-rate than slow 

growth Germany

⬧ Convergence in yields reflects removal of E-rate risk with single 

currency, but risk of default still existed
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2015: breakdown in the relationship continues
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Dom macroeconomy targets – trilemma

Fixed vs flexible

MP independence vs dependence

K-mkt liberalization vs controls

Advantage / disadvantage of choice of MP targets

Fixed vs flexible E

MS growth rate

Inflation target

Nominal GDP
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Inflation / deflation

Problem with inflation

Trends and causes 

• MP and QE

• Covid-related

⬧ Global S-chain disruptions

⬧ Post-pandemic C, savings

⬧ Fiscal stimulus / subsidies

• Geopolitical tensions and war

• L mkt imbalances

⬧ Employment

⬧ Wage growth

⬧ W-P spirals? Maybe services

• Climate change
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Economist, “World economy: Inflation wars”, 8 Jul 2013, pp. 57-8. 



Deflation

• Problems with deflation

• Recent episodes

⬧ Japan 1991-2021: inflation avg = 0,35%; neg-i; no ↑i for 17 yrs

⬧ GFC - lessons from Japan; QE, bank bailouts, support to large firms

⬧ Pandemic: QE and fiscal stimulus

⬧ 2023: China - debt + unable to ↑C
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China’s accumulation of physical K 

underpinned by cheap land (for 

development), tax breaks and low-cost L.

Role of debt in the strategy:

• Preferential access to credit from the 

beginning (state banks to state firms)

• GFC slowed X-led growth and fiscal 

stimulus was a response.

    - Local officials ran up debt; 

    - Land was seized for development; 

    -Property boom and infrastructure I

2008-19: Debt ↑, 150% to 250% of GDP

Economist, “China’s future: The global centre”, Essay on China, 23 Feb 2019, pp. 43-8. 
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Business cycles, recession, and the “great moderation”

8
Economist, “The world economy: A strangely elastic expansion”, 13 Jul 2019, p. 20-2.

Before the GFC a “great moderation”: the economy had tamed the boom and bust of 

the business cycle. Lucas (2003) boasted that the “central problem of depression-

prevention has been resolved”. 

Longer expansions and shorter recessions



Jobless recovery: is tech changing the business cycle?

9Economist, “Free exchange: Diminished expectations”, 24 Jun 2017, p. 64

Until the 1980s, an ↑ 

prodvty growth was 

accompanied by a 

boom in the economy. 

Since 1990s, growth 

in prodvty came 

during recession and 

slowed during booms.  

Why?

Firms responded to a 

recession by 

eliminating routine 

jobs thru: 

reorganization,  

automation and 

outsourcing.

Domestic Macro Concerns, . . . continued
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Why are booms surviving for longer?

• Manu inventories used to predict recessions – firms planned 

production months in advance and any ↓D → ↓ manufacturing

⬧ Supply-chain mgmt has ↓ importance and size of inventories 

⬧ Manu share of GDP ↓ as services share ↑

• Blurring of manufacturing and services 

⬧ Services replaced goods in supply chain where equipment is 

provided on demand rather than purchased

⬧ Manu goods have services-intensive inputs (design, software 

engineering); actual production outsourced 

• Rise of services changes nature of I

⬧ Private non-residential I in US is 14% of GDP, the L-T trend

⬧ ↓ in plant and equipment; more in intellectual property

⬧ I in intellectual property is dominated by tech firms
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• Increased share of IP investment

11Economist, “The world economy: A strangely elastic expansion”, 13 Jul 2019, p. 20-2.



Debate revisited over MP and FP for macro objectives

Strengths / weaknesses related to

• E regime

• AD, AS and debt management

• Political decisions (picking winners/losers; election cycle)

Why did policy makers give up control over MP?

Central bank independence / loss of it?
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Employment (N)/unemployment (u) and inflation 

N, u, π, and the L mkt

Evolution in thinking, Phillips Curve (PC)
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Economist, “The rich world: Finding Phillips”, Special report on the World Economy, 12 Oct 2019, p. 4-6

Video link on inflation: https://youtu.be/8Enam9uNqb4

Domestic Macro Concerns, . . . continued
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• Trends in the relationship of U and W

14
Financial Times, “Times are good now, but the fragility is real”, 18 Apr 2018, p. 9.

The oddity:

1. Stable wage rates 

despite ↓ U 

and 

2. ↓W despite ↓U 

    (from 2016)



• Post-pandemic: PC back in fashion

⬧ US U = 3.6% in Jul 2023 same as when Fed ↑i in response to π

⬧ Debate involved how much U must ↑ for ↓π and π = πT

15

Economist, ”American prices: Of great interest”, 29 Jul 2023, p. 52; and “The US 

economy: Powell’s dilemma”, 15 Jul 2023, p. 59.
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Tighter L mkt, 

higher wages, 

more difficult to 

↓i



• Comparison of inflation and unempolyment rates,%
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Norway: a return to longer term averages. Unemployment is near its avg as inflation 

returns to its target.

Eurozone: inflation is at its target with a less tight L-mkt

US: inflation still above its target with L mkt tight but less so

UK: above inflation target and low unemployment

Norway Eurozone US UK

π U π U π U π U

2022 5,8 3,2 9,2 6,8 8,0 3,6 9,1 3,7

2023 5,5 3,6 6,4 6,5 4,1 3,6 7,3 4,0

2024 3,2 3,9 5,2 6,2 2,9 4,0 2,8 4,1

2025 2,6 4,1 2,0 6,2 2,7 4,2 3,8 4,7

2000-25 2,3 4,2 2,0 9,3 2,2 6,2 2,8 6,5



Labor market: structural change, employment and technology

Economist, ”Economics focus: Automatic reaction”, 9 Sep, 

2010 and “Bartleby: The Tech factor”, 16 Mar 2019, p. 59.

“Skills-biased tech” is a driver of wage 

inequality, mostly between rather than 

within firms.
 

Workers are sorted into two groups: 

those at high-wage firms (tech sector) 

and those at low-wage firms (retail). 

Outsourcing by large firms may also 

play a part (spinning off low-wage 

activities, e.g., cleaning, catering). 

Poliquin, C.W. (2018), “The effect of the 

Internet on Wages”, UCLA working paper;

Akerman, A, I. Gaarder and M. Mogstad (2015), 

“The Skill Complementarity of Broadband 

Internet”, Quarterly Journal of Economics;   

Song, J. et al. (2018), “Firming up Inequality”, 

Quarterly Journal of Economics.

Domestic Macro Concerns, . . . continued



Total factor prodvty (TFP)

18

Financial Times, “Waiting for a productivity resurgence”, M. Wolf, 13 Jun 2018, p. 9.

TFP: measure of 

output per unit of K, 

L – ability to produce 

more with given K, L

Domestic Macro Concerns, . . . continued



L prodvty: will IT → ↑ productivity as mechanization did? 

19
Financial Times, “Waiting for a productivity resurgence”, M. Wolf, 13 Jun 2018, p. 9.

How to measure 

prodvty when 

many IT- 

provided services 

are “free”?

Domestic Macro Concerns, . . . continued
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