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Today’s talk

The three great macroeconomic surprises since 2020
Longer-term issues for economic policy

High and rising government debt

The backlash against globalization

Artificial intelligence
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The three great macroeconomic surprises since 2020

1. The limited economic scars left by the COVID recession

9/21/23 Dynan: Challenges for US Economic Policy



Context: The “Great Recession” left significant scars on the

economy and on people

Real GDP, 2005-2015
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Data sources: Congressional Budget Office (via ALFRED) and Bureau of Economic Analysis.
Potential GDP series level-adjusted to reflect revisions to GDP since 2007.
Shaded area corresponds to recession.

GDP started growing again in mid-
2009 but never got back to the path
that had been expected before the
recession
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Long-term Unemployment Rate, 2005-2015

Percent

It took labor markets almost a
o decade to return to normal
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Data source: Bureau of Labor Statistics (via FRED). Shaded area corresponds to recession.
Percent of labor force unemployed for 27 or more weeks.
Last data point: December 2015.
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Percent Change in Real Wealth, 2007-2016

Means for Different Income Groups

11

| - Even after labor markets recovered,
most families had significantly less
wealth than before the recession
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Figures show means for families with heads ages 25-64. Income based on reported usual income.
Source: Dettling, Hsu, and Llanes (2018).
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The COVID shock to the economy was dramatic, with
employment plunging 14 percent in April 2020

For comparison, the peak Below, one economist’s estimates of the

employment loss during the Great potential impact on GDP through

Recession period was 7 percent various “scarring” channels

This raised concerns about both — Shortto medium term___ Longer ferm

ployment 3-4% 2-3%

hardship in the moment and the job separdlion o% 2610
rganisational capital 2% zero

potential for economic scarring over Education 2-2.5%
Business investment 1% 1%

the |Onger_term Total GDP “at risk” 12% 5-6.5%

Screenshot from Portes (2020)
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https://cepr.org/voxeu/columns/lasting-scars-covid-19-crisis-channels-and-impacts

Yet, economic outcomes post-COVID have been much better
than after the Great Recession

Real GDP, 2018-2023 Long-term Unemployment Rate, 2018-2023
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Data sources: Congressional Budget Office and Bureau of Economic Analysis. Data source: Bureau of Labor Statistics (via FRED). Shaded area corresponds to recession.

Potential GDP series level-adjusted to reflect revisions to GDP since 2019. Percent of labor force unemployed for 27 or more weeks.

Shaded area corresponds to recession. Last data point: August 2023.
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Aggregate Net Worth by Income Percentile

Trillions of Dollars
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Data source: Federal Reserve Board Distributional Financial Accounts.

Not adjusted for inflation.
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We do not yet have comprehensive
micro data on how household
balance sheets have fared post-
COVID, but estimates based on a
parsing of aggregate data suggest
that most households have more
wealth than they did before the
pandemic
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The better outcomes reflect at least in part a much more
vigorous policy response to the pandemic

, , _ L Cost of COVID-19 and Great Recession Responses
US fiscal policy aimed at mitigating

Percent of GDP

the costs of the pandemic was >

considerably larger and was put in s 30% of GDP

place faster than fiscal support 25% 2.4% of GDP S—

during the Great Recession v Other B

The estimates at right do not b " hereessurmariozs.

include the 2021 American Rescue Lo% — caes

Plan, which is estimated to have a5 e

distributed half again as much as o i

the pandemic legislation shown Great Recession COVID-19 Recession :
o o0, oot cres.org (o
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https://www.pgpf.org/blog/2021/03/heres-everything-congress-has-done-to-respond-to-the-coronavirus-so-far
https://www.pgpf.org/blog/2021/03/heres-everything-congress-has-done-to-respond-to-the-coronavirus-so-far
https://www.pgpf.org/blog/2021/03/heres-everything-congress-has-done-to-respond-to-the-coronavirus-so-far

The three great macroeconomic surprises since 2020

1. The limited economic scars left by the COVID recession

2. The post-COVID run-up in inflation
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Policymakers in the pre-COVID period thought they had
conquered inflation—but they were wrong

PCE Price Index Inflation

Percent change from 12 months earlier
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core inflation
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Data source: Bureau of Economic Analysis (via FRED). Shaded areas correspond to recessions.
Last data point: July 2023.
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Inflation began to pick up in 2021 but was initially misread

by many as transitory

REUTERS® World v  Business v  Markets v  Sustainability v More v E

Business

Why Fed's Powell still thinks high
inflation is 'temporary'

By Ann Saphir

Aa
August 27, 2021 4:33 PM EDT - Updated 2 years ago D <

Aug 27 (Reuters) - Federal Reserve Chair Jerome Powell on Friday pushed back against concerns
that swiftly rising prices could become an enduring feature of the economy, forcing the U.S. central

bank to raise interest rates and cut short the recovery.

The Fed was in good company:

In July 2021, the average forecast
of core PCE inflation in a Wall
Street Journal survey of economists
was:

3.2% for 2021 (Q4/Q4)
2.3% for 2022 (Q4/Q4)

(For 2022, the highest forecast out
of 60 was 4.0%; core inflation came
in at 4.8%)
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https://www.wsj.com/economy/economic-forecasting-survey-archive-11617814998
https://www.wsj.com/economy/economic-forecasting-survey-archive-11617814998

We have a better understanding now of why inflation
picked up on a sustained basis

Real Consumer Spending

Going into 2021, demand was Trillions of 2012 dollars
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strong because of a pent-up -
desire to spend after a year of < | //J/
suppressed consumption ...
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Data source: Bureau of Economic Analysis (via FRED). Shaded area corresponds to recession.
Last data point: July 2023.
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. . Excess Pandemic Saving by Income Quartile
... and, given generous income Billions of Dollars

support during 2020, many S| I ouartie
people across the income S | e
distribution had the wherewithal - Quartie 4
to finance this pent-up demand 3 |

I I I I I
2020q1 2020q3 2021q1 2021qg3 2022q1
Source: Aladanghady, et al (2022).
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But supply has not
been able to ramp up
fast enough to meet
demand because of a

variety of factors shutdowns to contain
the virus

Cargo Ships Continue To Arrive, Just To End Up Waiting To Get
Into Ports Of LA, Long Beach

bottlenecks

worker shortages
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Toyota cutting production in February due to
semiconductor shortage

TOYOTA - Published 2 hours ago

T

AP US.News WorldNews Politics Sports
il

Anxiety grows for Ukraine's grain farmers as harvest begins

By HANNA ARHIROVA  July 10, 2022

Health Science Oddities Lifestyl

supply chain
disruptions
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The three great macroeconomic surprises since 2020

1. The limited economic scars left by the COVID recession

2. The post-COVID run-up in inflation

3. The “soft landing” that seems to be beckoning—though is not
assured!
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The monetary policy response to higher inflation has been
the most aggressive in decades

Interest Rates
Percent

—
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The Fed started tightening policy
in March 2022 and has since
raised its policy rate by more than

iy 5 percentage points
By design, this has tightened
fd funds financial conditions broadly and
thereby curbed demand and kept
inflation expectations in check
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Data source: Federal Reserve Board (via FRED). Shaded area corresponds to recession.

Last data point: September 18, 20283.
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The hope has been for a “soft landing,” but historically that
has been hard to achieve

Federal Funds Rate and Unemployment Rate

A “soft landing” is when inflation o | creent
retreats to the Fed’s target with
growth that may be softer than © |

trend but not negative

unemployment rate

But, as seen at right, Fed

\
tightenings have often preceded @ - J‘/ \M /\
economic downturns N "*:N["‘\w
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Data source: Federal Reserve Board and Bureau of Labor Statistics (via FRED).
Shaded areas correspond to recessions. Last data point: August 2023.
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As Fed tightening proceeded, many macroeconomists grew
bearish about prospects for the economy

Odds that Forecasters Put on a Recession Starting within a Year
Percent
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Data source: Wall Street Journal Economic Forecasting Survey.
Survey asks for the probability that at any time in the coming 12 months the United States will be in recession.
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But the news has been good this year! Labor demand has
slowed but remained healthy

Change in Nonfarm Payrolls Unemployment Rate
Thousands Percent
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Data source: Bureau of Labor Statistics (via FRED). Last data point: August 2023.
Black dashed line marks Atlanta Fed estimates of pace at which the unemployment rate would stay constant. Data source: Bureau of Labor Statistics (via FRED). Shaded areas correspond to recessions.
See https://www.atlantafed.org/chcs/labor-market-slider. Last data point: August 2023.
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But the news has been good this year! Inflation is retreating
and inflation expectations have subsided

Core PCE Price Index Inflation Median Expected Inflation
Percent (annualized) Percent
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Data source: Bureau of Economic Analysis (via FRED). Data source: Survey of Consumer Expectations, © 2013-2023 Federal Reserve Bank of New York.
Last data point: July 2023. Last data point: August 2023.
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We can be cautiously optimistic about a “soft landing,” but

there are risks on both sides

Inflation is still at least 1 percentage
point above target, and multiple factors
could generate sustained overheating
and ongoing inflation pressures:

Possibly still-considerable amount of
“excess saving”

Strong labor market supporting
incomes

Potential for another inflationary
supply shock

On the other hand, various factors could
weaken the economy more than
currently anticipated:

Lagged effects of monetary policy
tightening

Commercial real estate troubles
creating a “slow burn” in the banking
sector

Weaker Chinese economy
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Beyond the soft (or hard) landing—longer-term issues for
US economic policy

1. High and rising federal debt
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The COVID fiscal response has exacerbated the
unsustainable path of federal debt

Prior to COVID, we knew US federal §_Percem o obP

debt was on an unsustainable path 0 |

because of an aging population and ;c_;

rising health care costs o |

Recessions tend to be hard on the S 1 g
federal budget, so, not surprisingly, 12 -

federal debt jumped much further 2

with the COVID fiscal response, which 9 -

means we will reach unsustainable o

levels even earlier
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US Federal Debt Held by Public
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Data source: Congressional Budget Office 2023 Long-term Budget Outlook.
Dashed line shows projection. Last data point: 2053.
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Adjusting spending and taxes enough to put debt on a
sustainable path will have significant social costs

O

Social Security and Major
Health Care Spending
Percent of GDP

average
1963-2022

T T T T T T
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Data source: Congressional Budget Office 2023 Long-term Budget Outlook.
Dashed line shows projection. Last data point: 2053.
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Other Noninterest Spending
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Data source: Congressional Budget Office 2023 Long-term Budget Outlook.
Dashed line shows projection. Last data point: 2053.
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Data source: Congressional Budget Office 2023 Long-term Budget Outlook.
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But the costs and risks of high federal debt are significant,
so adjustments will need to be made

Budgetary costs—a greater share of government outlays need to go to making interest
payments on the Iarger debt [constraining “fiscal space” for future priorities]

Lower potential output because money that could be funding the expansion of the
private capital stock is diverted into government bonds

Maybe: higher inflation if people come to believe the government will eventually

resort to printing money to finance spending because it’s hard to borrow [inflation
expectations go up and higher inflation becomes self-fulfilling]

Maybe: the truly bad outcome of a “debt crisis” where the country loses the ability to
borrow because its ability to pay its debt comes into question
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Beyond the soft (or hard) landing—longer-term issues for
US economic policy

1. High and rising federal debt

2. The backlash against globalization
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Globalization has had many benefits

Comparative advantage—specialization means more goods produced at lower prices

Greater incentives and ability to innovate—because the return is higher when
companies can sell into a larger market, because companies face more competition
from abroad, because of more global exchange of ideas

Decline in gap between rich and poor globally—trade has helped some poor countries
grow, lifting huge numbers of people out of extreme poverty
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That said, 215t century experiences have revealed important
downsides of globalization

j===]
= HARVARD Kennedy School =Q

e ( SIS CENTER FOR STRATEGIC &
INTERNATIONAL STUDIES

Semiconductors and National

POLICY TOPICS

Effects of ‘China shock’ linger long after
imports boom leveled off

HKS researcher Gordon Hanson and colleagues document long-term damage for Photo: golibtolibov/Adobe Stock
U.S. workers and factory towns hurt by Chinese manufacturing competition.

HOME FACULTY & RESEARCH POLICY TOPICS GLOBALIZATION EFFECTS OF ‘CHINA SHOCK’ LINGER LONG AFTER IMPORTS BOOM LEVELED OFF [ f | ’ l in l 'x‘ |@|

By James F. Smith
January 19, 2022

Commentary by Sujai Shivakumar and Charles Wessner
Published June 8, 2022
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These downsides have generated more backlash to
globalization, but as yet the data only hints of a reversal

Trade Openness Index, 1950-2019

Percent
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Data source: Penn World Table (via Our World in Data).
Sum of world exports and imports divided by world GDP.
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Data source: Bureau of Labor Statistics (via FRED). Not seasonally adjusted.
Shaded area corresponds to recession. Last data point: August 2023.
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Addressing the downsides of globalization is difficult

We document shifts in the pattern of US In January, TSMC’s chief financial officer, Wendell
Huang, said certain construction costs in the U.S. were

several times the level in Taiwan. TSMC founder Morris
Chang has said it might cost at least 50% more to
make chips in Arizona compared with Taiwan.

Wall Street Journal, 4/19/23

participation in global value chains over the last
four decades ...The available data point to a

looming “great reallocation” in supply chain
activity: Direct US sourcing from China has

decreased, with low-wage locations (principally:

Vietnam) and nearshoring / friendshoring

alternatives (notably: Mexico) gaining in import m
share. o,

Al d Chor (2023 . . .
foro and Chor (2023) Growing talent gap in U.S. chip space
emerges as makers spend billions

HED WED

9/21/23 Dynan: Challenges for US Economic Policy 31


https://www.kansascityfed.org/documents/9747/JH_Paper_Alfaro.pdf
https://www.wsj.com/articles/tsmc-seeks-up-to-15-billion-from-u-s-for-chip-plants-but-objects-to-conditions-3bf6cfc1

Beyond the soft (or hard) landing—longer-term issues for
US economic policy

1. High and rising federal debt
2. The backlash against globalization

3. Artificial intelligence
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Background: multifactory productivity growth has been
dropping in the US and that’s a concern

Growth in multifactor productivity fmre St R 220, 105 104414
(output per unit of input) has dropped in
the 215t century—from an average of
1.1% per year between 1990 and 2003 to

By NicHOLAS BLoOM, CHARLES 1. JONES, JOHN VAN REENEN,
an average of 0.6% per year AND MicHAEL WeBs*

Long-run growth in many models is the product of two terms: the

Are Ideas Getting Harder to Find?"

. . effective number of researchers and their research productivity. We

Lowe r g rOWt h IS ba d news fo r. present evidence from various industries, products, and firms show-
. ing that research effort is rising substantially while research pro-

° a dva nces in th e avera ge Sta N d a rd Of ductivity is declining sharpl)f. A good example. is Moore’s Law. The
number of researchers required today to achieve the famous dou-

I -, bling of computer chip density is more than 18 times larger than the
IVIN g number required in the early 1970s. More generally, everywhere we
. e . . look we find that ideas, and the exponential growth they imply, are
e economic mo b| | |ty (l isten to this getting harder to find. (JEL D24, E23, 031, 047)
interview of Robert Solow)

) N the above research implies productivity
* the sustainability of government debt growth may continue to fall
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https://www.google.com/url?sa=t&rct=j&q=&esrc=s&source=web&cd=&ved=2ahUKEwiNz_WcnrqBAxWXOjQIHcHHBSwQFnoECBIQAQ&url=https%3A%2F%2Ffreakonomics.com%2Fpodcast%2Fninety-eight-years-of-economic-wisdom%2F&usg=AOvVaw3skYR7poba4zDEBxF1x3iX&opi=89978449
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Will Al advances help? Three scenarios

1: The great Al leap
forward has mostly played
out

What’s AGl, and Why Are Al
Experts Skeptical?

ChatGPT and other bots have revived conversations on

artificial general intelligence. Scientists say algorithms
won’t surpass you any time soon.

2: Al drives big changes that
predominantly substitute
for large groups of workers

Think of this as entering a world where everyone

has a thousand free research assistants. Now,

Tyler Cowen 5/25/23

In addition to direct costs of
job loss, potential for social
and political dysfunction

Global South particularly
vulnerable because rich
countries “own the robots”

9/21/23
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3: Al drives big changes
that predominantly
complement workers

Al finds new ideas for us

Al invents new professions
for displaced workers

Al dramatically lowers the
cost of education and
training
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https://www.econtalk.org/tyler-cowen-on-the-risks-and-impact-of-artificial-intelligence/

Three Al scenarios: policy implications

1: The great Al leap

forward has mostly played
out

Still stuck with problems of
low productivity, low
mobility, and high
government debt that
need to be addressed

2: Al drives big changes
that predominantly
substitute for large groups
of workers

Need to: (1) strengthen the
safety net (2) invest in
training displaced workers
(3) find ways for more
people to “own the robots”

3: Al drives big changes
that predominantly
complement workers

Everything is better
(though unlikely to be
enough better to avoid
hard government budget
decisions)

In all scenarios: will have to think about appropriate regulatory response to Al

9/21/23
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Summary and final thoughts

There are risks on both sides in the fight against inflation—a “hard landing” would be
painful, but policymakers should also be mindful that not curbing demand adequately
today may lead to a need for a much sharper tightening in the future

Policymakers need to face up to hard budget decisions that will put the federal debt on
a sustainable path

Policymakers need to proceed carefully with measures to address the downsides of
globalization and consider evidence about whether they are meeting their goals

Strengthening the safety net and investing in workers’ skills are generally a good idea—
could help with the backlash against globalization and provide some insurance against
the displacement, hardship, and dysfunction that could come with scarier Al scenarios
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Thank you
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