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A brief run through “Surveying the damage”

- Why do we care about “aggregate supply” or “potential GDP”?

Has the Treasury got it right when reckoning that the long-term impact of
the crisis will be to cut the level of potential GDP by 5%?

Has the Treasury got it right in estimating that the financial crisis will have
no impact at all on the growth rate of potential GDP?

- Once the effects of the crisis have worked their way out of the system, can

the UK economy really grow 2%% per annum thereafter without hitting the
inflation buffers?

- We judge that the crisis has done more damage to the level of potential GDP

than the Treasury estimates, and that the potential growth rate is lower than
the 2009 Pre-Budget Report assumes.



Figure 1 - Why do we care about potential GDP?
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Source: Barclays Economics.

A ‘no-cost’ or ‘low-cost’ recession may
occur if demand has been permitted to
rise above aggregate supply, and needs
to be lowered again in order to avoid
inflation rising above target.

From the peak of the boom, at A,
demand falls back — often temporarily
below potential (or ‘trend’) GDP, to a
point like B.

Thereafter, recovery can lead to above-
trend growth for a while, returning the

economy to a sustainable position such
as C. From then on, it should be able to

expand at its old trend rate.



Figure 2 - Why do we care about potential GDP?

A stylised recession with constant long-run structural costs
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A second — more painful — possibility
occurs when potential GDP also takes a
leg down, say because capital gets
scrapped.

In an extreme form, potential may drop
almost as much as actual GDP during
the recession, as illustrated here.

If that happens, the economy can
resume growing at its old potential
growth rate, but there is a long-term
cost equal to the drop in the level of
potential GDP.

The Treasury assumes that this is what
has happened recently, with a drop in
aggregate supply of 5% from mid-2010
onwards.



Figure 3 - Why do we care about potential GDP?
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Source: Barclays Economics.



