
Tbe Economy in Perspective 

Potentialpl-oblems . . . Has the economy been 
expanding beyond its potential, threatening to 
boost inflation? Or has the level of econonlic 
activity only now reached its potential? Can it 
grow at rates of 3% or Inore in real terms be- 
fore inflation begins to drift up? 

The Commerce Department recently an- 
nounced that real GDP rose 2.25% during the 
last four quarters, a pace consistent with n~ost  
analysts' estimates of the growth rate for poten- 
tial GDI? The Labor Department followed with 
a report that the nation's unemployment rate 
held steady at 5.2% in October, a figure at or 
below conventional estimates for full employ- 
ment. No wonder speculation about inflation's 
future course remains intense. 

The concept of potential output (or full eru- 
ployment in the labor ~narliet) has a long, check- 
ered history in n~acroeconomics. Early Keynes- 
ians aclvancecl the idea, arguing that since 
inflation would result from resource utilization 
above potential, and cleflation would arise from 
underutilization, governments should use mone- 
tary and fiscal policies to keep the level of actual 
economic activity equal to its potential. 

Keynesian econornists in the 1960s thought 
that potential output changecl very slomrly, and 
that its value could be closely pinpointecl. 
I<ennecly-Johnson era policymalters also be- 
lievecl that inflation and unemployment, which 
they regarclecl as inversely related, coulcl be 
tradecl off against one another in a preclictable 
way through the use of elernand-management 
stmtegies. Against the bacliclrop of the Great De- 
pression, an event that created public fear of 
wiclespreacl unenlployment, the Keynesians' 
faith in full ernployrnent is unclerstanclable; how- 
ever, in view of the accelerating inflation of the 
late 1760s ancl the poor economic perfornlance 
of the 1770s, their confidence seems misplaced. 

By the early 1970s, many econo~nists em- 
braced a more sophisticatecl ~~ersion of potential 
output, callecl the natural rate concept. Milton 
Friedman, among others, theorizecl that actual 
unelnploynlent would ala-ays gravitate towarcl a 
"natural rate" of unemployment. The actual and 
natural rates woulcl equalize only when inflation 
nlatchecl the rate that people had already incor- 
poratecl into their wage- anel price-setting plans 
(that is, expected inflation). Natural-rate aclvo- 
cates emphasizecl that clemand-management 
policies shoulcl not be usecl to holcl unemploy- 
ment permanently below the natural rate, since 
this strategy m~oulcl resc~lt in escalating inflation. 
Policymakers coulcl, however, attenlpt to keep 
unemployrnent at the natural rate ancl accept the 
prevailing pace of inflation. 

Aclvocates also reasonecl that the natural rate 
of unemploy~nent could fluctuate both slowly- 

through changes in the con~position of the labor 
force, for example-ancl quickly-through 
changes in tax policy, unemployment compen- 
sation benefits, nlininlunl wage laws, and other 
factors affecting labor supply. Proponents of 
this logic urged policymakers to be more cau- 
tious in estinlating economic potential and less 
ambitious in their objectives. Nevertheless, the 
practice of using demancl-management policies 
to guide the economy along a path of full re- 
source ~~tilization persisteel throughout the 
1970s. And, although the intellectual basis for 
taking greater care in policy design and imple- 
nlentation had been established, macroeco- 
nomic performance was dismal. 

Have we learned from our experiences? Many 
economists have abancloned potential output as 
a conceptual guide for policymakers. Some 
think the idea itself is banltl~ipt, depencling as it 
does on being able to quantify the supply and 
procluctivity of lancl, labor, ancl capital in some 
idealized state of econonlic activity. Others ac- 
cept the concept, but m~orry about not being 
able to aclequately estiinate potential output or 
current and future econonlic conclitions. These 
factors combine to rnalie an "output gap" frame- 
work problematic for policynlakers who try to 
lteep real econonlic activity on any predeter- 
mined path, including that of full employruent. 

Despite these shortcomings, many econo- 
nlists still cherish the ambition of closing the 
output gap. This is partly because politicians 
ancl the public have been conclitioned for 
decades to think that econonlic policy tools- 
principally those of monetary policy-shoulcl 
be continually geared towarcl keeping aggre- 
gate clernancl high. Ironically, although econo- 
mists realize that monetary policy can be used 
to stinlulate aggregate demand, nlost of the evi- 
ctence suggests that these effects are short lived. 
Conten~porary nlacroeconornic theorists teach 
that nlonetary policy does not affect the econ- 
only's level of potential output ancl cannot be 
relied on to lteep output mo\~ing along a precle- 
termineel path. Monetary policy can be used 
systen~atically for only one purpose-to deter- 
mine the price level. Indeed, a low inflation en- 
vironluent is nlonetary policy's best contribution 
to better econo~nic conctitions. 

Closing the output gap remains a popular as- 
piration because people want to believe it can 
be clone. Even though history has shown repeat- 
edly that estinlates of potential output are unreli- 
able, when the nest generation of econornists 
and policymalters arrive on the scene they in- 
evitably push-or get pushed-to create infla- 
tion. Unfortunately, our nation's ability to learn 
that fill1 elnploynlent is no guide for macroeco- 
nonlic policy has fallen far short of its potential. 
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