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The recession that started in 1990 seems mild by conventional
measures. Between late 1990 and mid-1991, unemployment
rose only half a percentage point; the value of total output,
adjusted for inflation, fell only about half as much as it typically does during a recession; and the level of industrial production fell only 3.7 percent, the smallest decline during any
of the postwar recessions. But the economy does not seem to
be bouncing back from this seemingly mild recession. Although a recovery appeared to start in the third quarter of
1991, as real output increased for the first time in nearly a
year, the economy remains so weak that the current period of
growth seems more like a malaise than a recovery.
Why is the recovery so weak? Some analysts suggest that
it must be weak simply because the recession was mild:
Growth didn't fall far, so it doesn't have far to rise. But this
view may be too optimistic about the long-run prospects for
growth. Conventional measures of recession hide the fact that
the economy has been growing quite slowly since 1989—
long before the recession began. And there is very little evidence that the economy will return to faster long-run growth
in the near future. Without some boost assuring such growth,
the weakness of the current recovery is easy to understand:
The recovery is and will remain weak because the U.S. economy has entered an extended period of slow growth.

A Long-Run Slowdown . . .
Although the recent recession seems mild by some measures,
traditional ways of analyzing its severity mask the fact that
The Editorial Board for this paper was Preston J. Miller, Kathleen S.
Rolfe, Martha L. Starr, Richard M. Todd, and Warren E. Weber.
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the U.S. economy has been growing very slowly for the past
three years.
A recession is traditionally defined as two or more consecutive quarters of declining real gross national product (GNP),
the total value of all goods and services produced in the United States, adjusted for inflation. By this definition, the latest
recession appears relatively short and mild. It seems to have
lasted only three quarters, from the fourth quarter of 1990 to
the second quarter of 1991, and during this time, real GNP
fell only 1.2 percent.
However, looking at traditionally defined recessions is not
the only way to detect poor economic performance. Another
way is to examine periods when real GNP grew more slowly
than its average rate. We call such periods slowdowns. Chart
1 shows the quarterly pattern of real GNP growth for the
United States during the past 44 years. During that period,
real GNP has grown at an average annual rate of about 3.2
percent. Slowdowns can be seen on the chart by looking for
those periods when growth remained below that rate.
Chart 1 shows that the U.S. economy has been in a slowdown since the second quarter of 1989. This is the longest
slowdown since the end of World War II. It has lasted for at
least ten quarters; no other slowdown lasted more than seven.
Note that a slowdown can continue even during a recovery—
which is probably happening now—as long as real GNP
growth remains below average.
But the length of the current slowdown is not the only
measure of its severity. Another is its depth: the difference
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between the current level of real GNP and the level it would
have attained if it had grown at its average postwar rate during each quarter since the slowdown started.
In the third quarter of 1991, real GNP was 6.8 percent
lower than it would have been had it grown at its average rate
since the first quarter of 1989. This statistic gives a much
bleaker picture of the economy's performance than the observation that real GNP fell only 1.2 percent during the recession. In fact, by the measure of shortfall from average
growth, the current slowdown is one of the three worst since
1948.

Chart 2
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. . . Not Expected to End Soon
The composition of the current slowdown suggests that slow
growth will not end soon. A much larger than usual fraction
of the current slowdown is accounted for by slow growth in
consumer spending. Such a large slowdown in consumption
growth may suggest that people expect continued slow economic growth.
Chart 2 compares the composition of the shortfall of real
GNP from its average growth during the current slowdown to
those during the typical postwar slowdown and during the
Great Depression. During the typical recession, most of the
GNP shortfall is accounted for by reductions in investment.
Reduced consumption spending accounts for only about a
quarter of the shortfall, even though consumption spending is
almost two-thirds of GNP.
Chart 1
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*The current slowdown is measured here from the second quarter of 1989 through
the fourth quarter of 1991.
Source: Barro 1990, U.S. Department of Commerce

During the current slowdown, however, consumption has
accounted for a much larger fraction of the shortfall of real
GNP from its average growth. In fact, over half of the shortfall in real GNP can be attributed to slower consumption
growth—a much larger share than during any of the other
postwar slowdowns. Chart 2 shows that the consumer spending portion of the slowdown now looks much more like that
during the Great Depression.1
Why is decreased consumption growth so much more significant in the current slowdown than it was in other recent
slowdowns? The permanent income hypothesis suggests one
reason: people may be more pessimistic now about future economic growth, and thus their long-term economic prospects,
than they were during other recent slowdowns.
The permanent income hypothesis states that people make
consumption decisions based on the income they expect to
make over their lifetimes, rather than on their current income.
According to this hypothesis, a temporary decline in people's
income will change their consumption relatively little: people
will dig into their savings to consume, rather than drastically

1990
Of course, this comparison is not meant to imply that the current slowdown is
anywhere near as serious as the Great Depression. Recall that in this slowdown, real
GNP has fallen only 6.8 percent below its average growth; during the Great Depression,
it fell 37.4 percent.
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reduce their consumption, because they expect the decline in
their income to quickly be reversed. However, the theory
says, if people expect a permanent decline in their income, or
in their rate of income growth, they will scale back their consumption plans more sharply because they realize that their
current consumption plans are not sustainable.
Thus, during the typical slowdown, people largely maintain their consumption plans because they do not expect their
long-term prospects to change. However, in the current slowdown—as was true in the Great Depression—people have
scaled back their consumption plans substantially because
they have become more pessimistic. This extended period of
slowing consumption growth may indicate that people expect
more-or-less permanently lower growth in their income.
But if people expect an extended period of slow income
growth, that necessarily implies that they expect long-run
slow growth in GNP. Since GNP is the value of all goods
and services produced in the country, it is also the value of all
payments made for production of goods and services, and all
payments made are received by someone as income.2 Thus,
there is a direct link between people's expectations about their
own income and the nation's, or GNP. And according to the
permanent income hypothesis, anytime consumers reduce
their consumption growth over an extended period, they are
showing pessimism about the growth of both personal income
and GNP.
An extended period of slow consumption growth is exactly
what has happened recently. Consumers have been holding
tightly to their wallets for some time now. In fact, over the
last three years, consumer spending has grown at an annual
rate of just 1 percent. Since 1948, only the economically troubled years of 1980-82 had lower consumption growth than
did 1989-91.
Further, recent consumer surveys suggest that spending
will not increase anytime soon. In November, the Conference
Board's index of consumer expectations dropped to the depth
it reached during the 1981-82 recession, and an ABC NewsWashington Post survey showed that more people planned to
cut back their end-of-year holiday spending in 1991 than at
the beginning of the recession in 1990.

slow consumption growth, then slow consumption growth really doesn't tell us much about future economic conditions. So
we need to see whether independent evidence about future
economic conditions confirms or refutes the pessimistic views
of consumers that may be embodied in recent slow consumption growth.
Several kinds of evidence confirm these views.
Real Estate Prices
Real estate prices provide a clear independent confirmation of
pessimism about future economic growth.
In general, the prices of real estate—especially office buildings and houses—provide some of the clearest evidence about
future economic conditions. This is because the current price
of any asset depends on what people think the asset will be
worth in the future. For example, even if an office building is
not very profitable today, its value will rise today if people
suddenly expect that the building will become more profitable
tomorrow. The opposite will happen if the prospects for the
building's profitability suddenly plunge.
The fact that real estate prices depend on people's expectations about the demand for real estate means that these prices
indicate what people expect about economic conditions. If
people expect decreased growth in the demand for commercial real estate, they expect slower growth in overall economic
activity. If people expect decreased growth in the demand for
residential real estate, they expect a slowdown in the average
person's ability to pay for housing, a slowdown linked to
slower growth in real GNP.
Unfortunately, real estate prices have fared quite badly in
the past few years. Housing prices have collapsed in the
Northeast and have stagnated or declined in most of the rest
of the country. And commercial real estate prices have fallen
even faster than housing prices. Since peaking in 1986, the
average value of prime office properties has fallen more than
one-third, and there is no end in sight to these declines.3
Of course, the price of commercial real estate is tied most
directly to expectations for economic conditions: If expectations about businesses' needs for real estate and business income are revised downward, the prices of commercial real
estate naturally fall quickly. This seems to be exactly what has

Justified Pessimism
The three-year history of weak consumption growth and the
current prospect for continued weakness suggest that people
have been pessimistic about the economy since early in 1989
and that they remain so late in 1991. Is this continued pessimism reasonable?
It may not be. Consumers could just be overreacting to recent bad economic news. If they are overreacting, then a bit
of good economic news could quickly eliminate their pessimism. And if unreasonable pessimism is the cause of recent
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2
Foreign capital ownership, both here and abroad, needs to be taken into account
in computing the difference between the amount of GNP produced in the United States
and the value of all income received by people in the United States. Payments to foreigners for ownership of U.S. capital are subtracted from GNP and payments to people
in the United States for ownership of capital abroad are added to GNP to determine the
value of all income received by people in the United States. However, this adjustment
should have little effect on the relationship between the rate of growth of GNP and the
rate of growth of income.
3
These data are from a survey by the Russell-National Council of Real Estate
Investment Fiduciaries. The survey is based on rents and appraised values of about 350
office properties owned by major institutional investors.

