Countercyclical policies don’t affect recession
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Real-business-cycle theory simply calculates the optimal response to random variations in TFP growth for an economic model that resembles the U.S. economy in important respects. Prescott presented these calculations as a prediction of how the U.S. economy would actually behave when faced with erratic TFP growth. He made this connection by invoking a general principle of economics, namely, that competition tends to produce economically optimal outcomes.7 In other words, Prescott proceeded on the assumption that for the purposes of business-cycle analysis, the actual workings of the U.S. economy are well approximated by a model economy with perfect markets, that is, a model economy in which all markets are highly competitive and all markets function smoothly without any need for government regulation. Since, according to economic theory, a perfect-markets economy will generate optimal economic outcomes, Prescott simply calculated the optimal response of his model economy to fluctuations in TFP growth and took FIGURE 1 Annual Growth Rate Of Real Output FIGURE 2 Annual Growth Rate Of Real Investment 7 The principle dates back, in the guise of Adam Smith’s famous “invisible hand,” to the origin of modern economics. Smith was one of the first social philosophers to argue that intrusive regulation of commerce and industry is economically harmful. He argued that the freedom to form mutually advantageous contracts (unregulated markets) is the best guarantor of efficient economic outcomes. Reprinted, with permission, from Plosser, Charles I., "Understanding Real Business Cycles," Journal of Economic Perspectives 3, 1989, p. 64. Reprinted, with permission, from Plosser, Charles I., "Understanding Real Business Cycles," Journal of Economic Perspectives 3, 1989, p. 65. Banking Industry Consolidation: What's a Small Business to Do? Loretta J. Mester 21 these responses to be a prediction of how the actual U.S. economy would behave with respect to those same fluctuations. The close match between predictions and fact means that his assumption was not far off the mark; somehow, the U.S. economy manages to mimic a perfect markets economy.  
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