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Trends and Cycles in Macroeconomic Activity 
 

Overview 

 

• How the gap between actual GDP and potential GDP is a key measure of the 

economy’s performance in the short run. 

• How costly fluctuations in economic activity can be. 

• The relationship between output and inflation. 

• A simple version of a short-run economic model that will help us understand these 

patterns. 

• The long-run model is a guide to how the economy behaves on average. At any given 

time, the economy is unlikely to exactly equal the long-run average. 

 

The long-run model determines potential output and long-run inflation. 

The short-run model determines current output and current inflation. 

 

 

Potential output 
 

The amount the economy would produce if all inputs were utilized at their long-run 

sustainable levels.  

 

In the short-run model: 

 

• The current level of output and the current inflation rate are endogenous. 

• Current output may deviate from potential output because of economic shocks. 

• We assume that the long run is a given. 

• Potential output and the long-run inflation rate are exogenous (having an external 

cause) 

 

 

Trends and Fluctuations 
 

Output is equal to the long-run trend plus short run fluctuations. The long-run trend is 

potential output. The short-run fluctuations are the percentage change of deviations from 

potential GDP. 

 

 



Short-run Fluctuation: 

The difference in actual and potential output, expressed as a percentage of potential 

output. Referred to as “detrended output” or short-run output. 

 

 
 

 
 

Short-Run Output in the United States: 

Fluctuations in U.S. GDP: 

 

• Are relatively hard to see when graphed over a long period of time. 

• Have mostly been between plus or minus 4 percent since 1950. 

 

The Great Depression was the large negative gap of the 1930s when actual output was well 

below potential. 

 

 
 

A recession: 

 

– Begins when actual output falls below potential, and short-run output becomes negative. 

– Ends when short-run output starts to rise and become less negative. 

 



During a recession, output is usually below potential for approximately two years and during 

that time there are job losses. 

 

 
 

 

Short-run Output in Australia: 

 

 
 



 
 

 

 

Measuring Potential Output 

 

There is no directly observable measure of potential output in an economy. Ways to 

measure potential output: 

 

• Assume a perfectly smooth trend passes through quarterly movements of real GDP. 

• Take averages of the surrounding actual GDP numbers. 

• Apply Hodrick-Prescott filter to the data calculate the trend component. 

• For more ways see Canova (1998) 

 

 

The Inflation Rate: 

The rate of inflation typically peaks at the start of a recession and falls during the recession.  

 

 

 
 

 

 

 

  

FIGURE: Australian Actual 
and Trend Real GDP (Black 
line Actual; Blue line 
Trend, Shaded regions 
denote Classical Cycle)  
 



The Short-Run Model 
 

Short-run model features: 

 

• Open economy exists where global booms and recessions impact the local economy. 

• The economy will exhibit long-run growth and fluctuations. 

• Central Bank manages monetary policy to smooth fluctuations. 

 

The short-run model is based on three premises: 

 

1. The economy is constantly being hit by shocks:  

Factors that cause fluctuations in output or inflation. 

 

2. Monetary and fiscal policies affect output: 

Policymakers may be able to neutralize shocks to the economy. 

 

3. There is a dynamic trade-off between output and inflation: 

The Phillips curve is the dynamic trade-off between output and inflation. 

 

 

 

A Graph of the Short-Run Model  
 

The Phillips curve traditionally measures the relationship between a change in inflation and 

the unemployment rate. In this course we analyse the effects of short run output on 

inflation. The Phillips Curve shows: 

 

• A boom increases inflation.  

• A recession decreases inflation. 

 

In our models, when short run output is greater than zero, there is a boom and when below 

zero, there is a recession. 

 

A positive relationship between the change in inflation and short-run output. When an 

economy is booming, all firms are producing above potential. To maintain this, the firms 

must raise wages and perhaps delay maintenance on machines. Firms must raise prices 

above the prevailing inflation rate. 

 

 

 

 

 

 

 

Works in a “cycle”:  
1. Firms raise prices, the inflation rate increases;  
2. Less demand for products;  
3. Firms cut costs and lay off workers;  
4. Inflation rate falls back down to previous levels. 



FIGURE: Change in 
Inflation and Cyclical 
Real GDP for Australia 

 

      
 

 

The Empirical Fit of the Phillips Curve: 

Empirically, the slope is approximately one fourth. Meaning: if output exceeds potential by 

4 percent, the inflation rate increases one percentage point. 

 

 

 
 

  

  



Okun’s Law: Output and Unemployment 
 

Okun’s Law determines the link between short run output and the unemployment rate.  The 

fact that this law is present allows us to consider the relationship between unemployment 

and inflation or the short run output and inflation. 

 

Natural Rate of Unemployment: 

The rate of unemployment that prevails in the long run. It is made up of structural and 

frictional 

Unemployment. 

 

Cyclical Unemployment: 

The difference between current unemployment and the natural rate of unemployment. 

Fluctuations are due to the phases of the business cycle.  

 

 
 

 

Okun’s Law: The difference between the actual unemployment rate and the natural rate of 

unemployment is equal to negative one-half times short run output:  

 

 

 

 

As displayed in the graph to the right, there is a tight relationship between cyclical 

unemployment and short run output according to Okun’s Law. 

 

 

 

Recent Developments in The Macroeconomy 



What shocks to the macroeconomy have caused the global financial crisis? 

 

• Housing prices 

• Global saving glut 

• Subprime lending and rise in interest rates 

• Previous financial turmoil 

• Oil prices 

 

 

House Prices in the U.S. 

 

Housing prices tripled between 1996 and 2006. “Housing bubble”→ between mid-2006 and 

February 2009, housing prices plummeted by 31.6 percent. The bubble “burst.” A big 

contributor was the rise in subprime mortgages in the US, providing loans at variably low 

interest rates. As the short term interest rate increased, many subprime mortgages 

defaulted, exposing the global financial system to toxic assets.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

The Australian experience was more moderate with house prices showing only a very 

moderate decline. 

 

 
 

  



Mortgages were used to buy homes from 2000 to 2006 in the US. 

 

• Low interest rates - global savings glut and low federal funds rate 

• Many borrowers were “subprime” with poor credit records high debt-to-income 

ratios 

 

 

Global Saving Glut: 

Capital markets in advanced countries were awash in additional saving in search of good 

investment opportunities. This demand for investments contributed to rising asset markets 

in the U.S. including the stock market and housing market. 

 

 
 

 

Subprime Lending and the Rise in Interest Rates: 

Between 2004 and 2006, the Fed raised its interest rate from 1.25% to 5.25%. Higher 

interest rates (>teaser) for subprime debtors. 

 

By August 2007, 16% of subprime ARMs were in default and this led to a downward spiral of 

the housing market. 

 

 

 

  



The Financial Turmoil of 2007-2009: 

Before the crisis, subprime mortgages were sold to investors through a financial innovation 

known as securitization. 

 

Securitization - The process of pooling a group of financial instruments, such as mortgages, 

and then slicing them up in a different way and selling off the pieces. This was meant to 

diversify risk. 

 

As mortgages were developed and traded, it became difficult to know how much risk an 

individual bank was exposed to. August 2007: “flight to safety”→ Lenders put funds in T-bills 

 

 
 

Liquidity crisis: 

 

• The volume of transactions in some financial markets falls sharply. 

• Makes it difficult to value certain financial assets. 

• Raises questions about the overall value of the firms holding those assets. 

 

Financial markets plunged and the S&P index dropped 50 percent from its peak in 

November 2007. The ASX200 also dropped but not to this extent. 

 

 

Oil Prices 

 

 To make matters worse, oil prices were extremely volatile in this period. 

 

• 2002: $20 per barrel. 

• Summer of 2008: $140 per barrel. 

• December 2008: $40 per barrel. 

 

  



Macroeconomic Outcomes 
 

United States: 

Compared to an average of all recessions since 1950, the last recession was significantly 

worse. 

A striking difference about the last recession is the decrease in consumption that occurred. 

In the great recession of 2007 (4) – 2009 (2), consumption fell by 1.9% whereas in the other 

recessions since 1950, consumption rose slowly (by 0.4%). 

 

 

 
 

 

Australia: 

The great recession of 2007-2009 did not occur in Australia due to its pattern of trade with 

the fast growing economies in our region, most notably China and India. 

 

 

 
 

  



Global financial crisis 2009: world GDP fell for the first time in decades. Percentage change 

in real GDP: 

 

 
 

 

Challenges in the Macroeconomy:  

 

• Debt problems in the European countries and possible fragility of the banking sector.  

• Developments in China: debt problems, property bubble.  

 


