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2019 5% 2010
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0. 004 0. 004
o 3
8% 15%
6—7 o
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Potential Growth Gap and the Reconstruction of Macroeconomic

Policy Objectives

CHEN Yanbin" " and CHEN Weize"
(a: Institute of China’s Economic Reform & Development Renmin University of China;
b: School of Economics Renmin University of China)
Summary: Ideally the macroeconomic policy is claimed to have a good performance when the output gap and the inflation
gap evolve within a narrow range and the potential output growth is relatively stable. Over the last decade however China
has witnessed a puzzling phenomenon with a relatively small output gap but a rapid decline in potential growth. This leads
to a dilemma for macroeconomic policy management. On the one hand according to the mainstream New Keynesian theory
of macroeconomic policy intervention there is no need for intensive macroeconomic policy intervention since the output gap
and the inflation gap are both small. On the other hand it is undesirable to tolerate the abrupt contraction of both aggregate
supply and demand.

This paper introduces a new concept—the potential growth gap which is referred to as the difference between actual
growth of potential output and its effective counterpart. This paper develops a new theoretical framework that enables us to
study general issues on macroeconomic policy objectives. We not only focus on the short-run policy objectives extensively
discussed by the existing literature such as the output gap and the inflation gap but also emphasize the relatively long—un
policy objectives such as the potential growth gap. We extend the canonical New Keynesian model embedded with an
endogenous growth mechanism triggered by human capital accumulation through learning. This framework challenges the
traditional New Keynesian perspective by unifying the trade-off between the long—un potential growth and the short-run
output deviation into the same framework.

In addition we provide two methods namely the filtering method and the production function method for estimating
the potential growth gap in China and other countries. In line with the existing literature we define the cycle components
over 2 —8 years as short—wun fluctuations and the components over 8 —50 years as medium—run fluctuations. Therefore the
shortwun component can be treated as the output gap while the medium—un component can be used to measure the
potential growth gap. Our empirical study shows the following two facts. (1) Developing countries suffer more volatility
than developed countries do regarding the potential growth gap showing that the volatility of trend is also an important
source to drive medium-run fluctuations. (2) Most countries in particular for developing countries display a significant
pattern of negative comovement between the output gap and the potential growth gap indicating a trade-off relationship.
This empirical evidence demonstrates the prevalence and importance of the potential growth gap.

We make two general points that challenge the mainstream New Keynesian doctrine on macroeconomic policy. First
changes in potential growth can be inefficient if potential growth is determined by some endogenous factors ( e. g. human
capital accumulation through learning) and the market is subject to nominal rigidity. Thus the potential growth gap ought
to be specified into the objective function of macroeconomic policy intervention. Second since there is a trade-off between
the output gap and the potential growth gap the shortwun aggregate demand intervention should respond to the changes in
potential growth gap when necessary. In particular when the economy confronts the negative trend shocks of total factor
productivity the output gap and the potential growth gap will diverge. The potential growth gap will be enlarged if the
policy maker mechanically follows the New Keynesian doctrine to mitigate the output gap by using strong intervention of
aggregate demand management.

It is no longer appropriate to set the zero-output-gap target as the core objective of macro policy intervention in China
since the potential growth keeps declining at the current stage. Over the next 3 =5 years the macroeconomic policy in
China should be moderately strengthened namely keeping the output gap positive so as to narrow the negative potential
growth gap. This can mitigate the downward spiral of potential growth and aggregate demand and resolve the dilemma for
macroeconomic policy intervention.

Keywords: Macroeconomic Policy Objectives; Monetary Policy; Output Gap; Potential Growth Gap; New Keynesianism
JEL Classification: E10; E52; 042
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