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The conventional view of the cycle

Dornbusch, Fischer, (Startz)  Macroeconomics

3rd edition (1984) 6th edition (1994), 11th edition (2011), 
13th edition (2018) 
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The conventional view of the cycle

6th edition (1994) 13th edition (2018) 

Dornbusch, Fischer, (Startz) Macroeconomics
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The (un)conventional view of the cycle

Martin, Munyan, Wilson (2015) based on 23 advanced OECD economies from 1970 (quarterly data)
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The (un)conventional view of the cycle

Blanchard, Cerutti, Summers (2015) 23 advanced OECD countries since 1960 (quarterly data)
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Major economic downturns: our samples

26 OECD countries of which 14 EU, since 1970 
or earliest available year (annual data)

AUS, CAN, CHE, GBR, ISL, JPN, KOR, 
MEX, NOR, NLZ, TUR, USA  

AUT, BEL, DEU, DNK, ESP, 
FIN, FRA, GRC, IRL, ITA, 

LUX, NLD,  PRT, SWE
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Major economic downturns: our sample

1326 country-years of real GDP
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Major economic downturns: our sample

Real GDP



Major economic downturns: our sample

Real GDP
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Major economic downturns: our sample

Private investment Public investment



Major economic downturns: our sample

Public spending Budget balance



Scarring: pre-crisis trend vs actual output



Scarring: pre-crisis trend vs actual output
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Pre-crisis trend: 
extrapolated from 
pre-crisis real GDP 
growth as a 10-
year average 
(excluding 2 years 
before downturn 
in t) 

Real GDP



Scarring: pre-crisis trend vs actual output



Scarring: implications for fiscal policy



Fiscal policy and scarring

Regression analysis: specification

Fiscal variables

Control variables

Dummies



Fiscal policy and scarring

Regression analysis: fiscal variables

G, yoy change, t   -  (G, yoy change, t-1:t-3)

IG, yoy change, t   -  (IG, yoy change, t-1:t-3)

b=BB/Y , t -  (b, t-1:t-3)

Reference:

db= (dR/R-dY/Y)*R/Y – (dG/G-dY/Y)*G/Y



Fiscal policy and scarring

Regression analysis: main results

Controls

Systemic banking crises +
Successive downturns + (weak significance) 
Private investment -
Structural reforms +/- (weak significance)

Fiscal variables

Budget deficit -
Government investment -
Current gov. exp. - (weak significance)
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Auxiliary regressions

Does government debt affect fiscal response during 
downturns?

Yes, it does! Higher government debt-to-GDP ratio weighs 
on:

 government investment (growth)

 government budget deficit in % of GDP

Finding consistent with many studies looking at fiscal policy 
across full cycle
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Implications for post-Covid? 

Will this time be different?

 Some forecasts see return to linear extrap. of pre-crisis trend

 Growing number of observers point to bottlenecks in supply 
chain and labour shortages

Was policy response appropriate?

 Forceful fiscal policy response incl. job retention schemes and 
guarantees for firms

 In EU, PEPP added fiscal space in high debt countries

 RRF boosts government investment

Challenges?

 Effective implementation of RRF

 Switching towards consolidation
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