HE MACROECONOMIC
UNCERTAINTY in times of
Covid pandemic is hard tomea-
sure. Economists and policy-
makers use the variable“output
gap” to capture the “slack” It is a deviation
between potential output and actual out-
put,whichisa standard representation ofa
“cycle”, The potential output is an unob-
served variable. Thereis anincreasing con-
cernabout the way we measure the poten-
tial output—decomposing the output into
trends and cycles. This is because the busi-
nesscyclealways is nota“cycle” Sometimes,
the“cycle is the trend’, as rightly argued by
IMF Chief economist Gita Gopinath in her
paperwith Mark Aguir (bit. ly/ 38vuOCe).
When the macroeconomic crises and
recessions tend to “permanently” push
down the levelofacountry’s GDP,itisinap-
propriate toassume that outputwillbounce
backto previouslevels. [tis argued that the
notion of outputgapisill-conceived andill-
measured.An IMF paperhighlightsthe sig-
nificance of hysteresis (the dependence of
economic path on history) inanalysing the
outputdynamicsin crisis (bit.ly/2 WC06S59).
InthebackdropofCovid-19 crisis,thereisa
renewed interest in "hysteresis” and busi-
ness cycles. The IMF paper argues that the
state of the economy and the level of GDP
are history-dependent (“hysteresis”). The
hysteresis has urgent relevance for design-
ing apt fiscal and monetary policies to
tacklelow demand duringa recession.
The persistence of sluggish growthand
weak macroeconomicrecovery have robbed
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Why is “output
gap” controversial?

There is a need to
factor in hysteresis,
especially for
emerging economies

the sleep of many economic policymakers
and academicians. For instance, in 2009,in
the EconomicReportof the US President for
2009, the Council of Economic Advisors
({CEA}have forecasteda fastrebound of eco-
nomic growth in the aftermath of global
financial recession. However, the macro
scholars have responded to CEA’s claim—
“recessions are followed by quick
rebounds"—with vehement blog debates.
(bit.ly/2KqYDNT). The debate was highly
technical and predominantly based on
whether the growth time series has unit-
roots. With the empirical evidenceof more
thana decade, we know now that recession
wasnot followed by quick growth rebound.
The researchers identified that the secular
fallin growth was due to the productivity
slowdown, legacies of debt crisis, chronic
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deficiency of demand,labour market chal-
lenges and decline in the equilibrium real
interest rates.

With zero lower bound on nominal
interest rates, the monetary policy has
proved inefficacious as a countercyclical
policy tool to reset the economy to pre-cri-
sis growth levels, The fiscal re-dominance
atthe same time,thoughdesirous,hasbeen
bound tothe fiscal austeritywaveandtight
fiscal rules. The world nations have missed
the chanceto resettheeconomyto the pre-
crisis levels through“fiscal re-dominance”.

The output gapis a crucial variable in
the macroeconomic policymaking, byboth
centralbanksandthe fiscal authorities. The
central banks base their inflation targeting
for setting the policy interest rate on the
deviationofinflationaryexpectations from
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its nominalanchor and a measure of the

outputgap to capture the “economicslack”.
Similarly,fiscal authorities measure "cycli-
cally-adjusted fiscal stance"to analyse pub-
licdebt sustainability.

In India, MoF has not used cydlically
neutral fiscal constructs for policymaking.
However, RBI’s inflation targeting is inclu-
sive of output gap estimations. The recur-
rence of forecasting errors in growth by
multilateralagencies, including IMFpoints
tothefact that weak economic recoverywas
not widely expected. This led to a rethink-
ingabout"output gap”itself.

A recent blogpost in VoxEU by IMF
economists pointed out that “the fre-
quency of output gap discussions is posi-
tively correlated with a country’s income
level: 66% of IMF staff reports covering

advanced economies mentioned the out-
putgap,versus 29% foremerging markets,
and only 5% for low-income countries. In
the latter, structural issues are often of
greater relevance”. (bit.ly/32h 86 0Zg). The
IMF scholars found a limited connection
between the size of theoutput gap and pol-
icy recommendations. They suggest cau-
tion in using output gap estimates for pol-
icymaking during the Covid- 19 recovery.
Ex-ante,a higheroutput gap is expected to
belinked with a tighter monetary policy
stance. However,analysing both levelsand
changes in outputgaps and policy advice,
they found only a slight positive link
between the level ofthe output gapand the
recommended tightening of monetary
policy, but avery limited trend for fiscal
policy and public debt management.
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Economic cycles are defined as a suc-
cession of crises that followed periods of
prosperity, though these peaks and
troughsdo notfollowa given frequency or
periodicity (bit.ly/ 3 9xQ2C).The assump-
tion that demand shocks haveonly atran-
sitory impact on the economy needs a
relook. Thepersistent effectsofrecessions
imply that “cycles” themselves affect the
trend. With the persistence of cyclicality,
the economy will not rebound to prior
trend and persistence can be seen as the
permanent“scars”left by the recession.In
a crisis, the output gap may be extremely
difficult to measure and more difficult to
interpret. Empirical evidence does not
support that demand shocks are transient.
Even demand shocks can have a perma-
nentimpact onoutput. There are no obvi-
ous silver bullets that add ress the pauci-
ties of output gap construction, however.
As argued by Romer (NBER, 2020)
(bitly{3pd7foi), the use of “confidence
intervals” when presenting output gap
results and emphasising on both upside
and downside risksin— Covid-19 induced
crisisand growth recovery—policy discus-
sions would be useful,

Though output gaps remain a popular
measure for capturing “slacks”, their rele-
vance forpolicymaking in Covid- 19crisisis
controversial due to the methodological
challengestoarriveatthe potentialoutput
Inthe context of emerging economies, the
business cycles and the level of economic
growth need a different interpretation

incorporating the“hysteresis”.



