
Economics 21 Spring 2015 
 

Week 2: Discussion Section 
 
This week’s discussion questions deal with the reading "How the Great Recession was 
brought to an End" by Blinder and Zandi (found on Moodle).  Like the Cline lecture, we 
will read parts of this paper throughout the semester. However, unlike Cline, it has a 
gazillion numbers and is hard to divide into digestible chunks. My advice for reading it 
right now is to skim over the references to what the Federal Reserve did and the TARP 
and concentrate on fiscal policy and the Tables mentioned in the questions. 
 
The authors make four comparisons with respect to what happened, or would have 
happened, to the economy if: 
1) The government had done nothing, 
2) The government had only done fiscal policy (the various stimulus measures), 
3) The government had only done "monetary policy" (the various measures to 
resuscitate financial markets undertaken by the Federal Reserve and the Treasury), 
4) The actual combination of policies 2) and 3).  
 
A natural way to make these comparisons would be to define the "do nothing" scenario 
as the baseline since it has the lowest level of GDP and to compare 2),  3), and 4) to that.  
Blinder and Zandi, however, decided to use what the government actually did (scenario 
4) as the Baseline and compare scenarios 1), 2), and 3) to that.  What this means is that 
the No Financial Policy Response in Table 5 is actually scenario 2) above. 
 
1) First we are going to look at how Bad the Great Recession was in terms of how far it 
would have pushed the economy below Full Employment.  We do this by comparing 
the Full Employment level of GDP given below with GDP under the Do Nothing-No 
Policy Response of Table 3, which I call Laissez-faire GDP.  The Laissez-faire GDP Gap 
is the dollar difference between Full Employment GDP and Laissez-faire GDP.  See if 
you can fill in the 2010 column below: 
 
 2008 2009 2010 2011 
Full Employment GDP  13,590 13,884 14,112 14,360 
Laissez-faire GDP 13,246 12,270  12,008 
Laissez-faire GDP Gap  344 1,614  2,352 
Percent Gap 2.53% 11.62%  16.38% 

 
2) To discuss fiscal policy (ie. tax and spending policies), we need to remember that the 
Bush and Obama administrations knew that the Federal Reserve was doing a lot.  So in 
analyzing fiscal policy, we should take as the baseline where the economy would have 
been given what the Federal Reserve was doing. This requires you to use Table 7.  See if 
you can fill in the 2010 column. 
 
 2008 2009 2010 2011 
GDP With Fiscal Policy 
(what GDP actually was 
and is forecasted to be)  13,312 12,987 13,366 13,852 



GDP (Without Fiscal 
Policy) 13,270 12,779  13,474 
Effect of Fiscal Policy  42 208  378 

 
3) We know that the fiscal measures that the Bush and Obama administrations 
undertook did not solve the Great Recession (Dah).  The question is, could we have 
known this beforehand?  To figure this out, we need to know how big a GDP Gap fiscal 
policy was required to fill (assuming that the Federal Reserve was doing what it was 
doing).  See if you can fill in the 2009 column: 
 
 2008 2009 2010 2011 
Full Employment GDP  13,590 13,884 14,112 14,360 
GDP (Without Fiscal 
Policy) 13,270  12,908 13,474 
GDP Gap (the Gap we 
hoped fiscal policy 
would fill) 320  1,204 886 

 
4) What percentage of the GDP Gap did fiscal policy fill in 2009?  
 
5) At the time of the passage of the Stimulus package, House Republicans voted 
unanimously against the plan arguing that it was too big and that it should have been 
limited to tax cuts (and not spending increases).  The current House Majority Leader 
John Boehner (R., Ohio) said at the time, "Yes, our economy needs help. But at the end 
of the day, -- how much debt are we going to pile on future generations?" 
 
a) Was the stimulus package too big? 
 
b) Not considering the multiplier effects of spending increases or tax cuts, how much 
does a dollar of tax cuts add to the deficit?  How much does a dollar of government 
spending add to the deficit? 
 
c) Given the multiplier numbers found in Table 11, for any given dollar increase in the 
deficit, on average which has a bigger positive effect on the economy, a dollar increase 
in government spending and/or a dollar increase in transfers like food stamps and 
unemployment benefits, or a dollar decrease in taxes? 
 
d) It turns out that tax receipts are a positive function of GDP. This is a big effect; for 
example, the Recession was responsible for about 1/3 of the government deficit, 
independent of the Stimulus measures.  Therefore, the more a fiscal policy increases 
GDP, the smaller will be its negative effect on the deficit (since it will generate more tax 
revenue to partially pay for itself). Given this fact, if you believe that increases in 
government debt are a burden on future generations (and parenthetically, should we), 
which is likely to be a bigger burden on future generations, tax cuts or increases in 
transfers to the 47%?     
 
6) Could you have designed a Stimulus package that had more Bang for the Buck than 
the Obama stimulus package?  What would it have looked like?  


