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Has Potential Economic 
Growth Declined?

A recent forecast by the Office of Management and 
Budget shows real gross domestic product (real GDP) 
slowing until it reaches about a 2.5 percent rate in 
1997 to 1999. These forecasts also show the unemploy
ment rate unchanged at about 6.1 percent during the 
same period. Blue Chip Economic Indicators shows 
essentially this same result for 1995 to 2005. The 
economy is usually said to be growing at its underlying 
or potential economic growth rate when the unemploy
ment rate remains unchanged. Thus, these forecasts 
assume that the nation’s potential output growth rate 
is about 2.5 percent. Results from a model of potential 
GDP suggest, however, that the potential growth rate 
might be lower.

Potential output growth estimates are often backward 
looking, based on the trend of real GDP over a long 
period. For example, real GDP grew at a 2.5 percent 
rate in the 10 years ending in the second quarter of 1994. 
In the absence of expected shifts in trends in capital 
formation, labor force growth or other influences, such 
an estimate is expected to be reliable for the future. But 
potential growth can vary during a given period due to 
such shifts in trends. For example, this author’s potential 
GDP model estimates rapid growth from early 1982 
to early 1986 (3.3 percent rate), followed by a sharp 
slowing until the end of 1991 (1.9 percent rate), a 
temporary surge in 1992 (3.9 percent rate) and a 
subsequent slowing in 1993-94 (1.2 percent rate). Thus, 
these estimates show volatile potential GDP and a 
notable slowing in 1993-94. The recent slowing was 
largely associated with an unusually large decline in

components of actual and potential real GDP that are 
not cyclical (mainly output originating in the house
hold sector, owner-occupied housing and especially 
the government sector). Thus, productivity (overall 
potential GDP per person or per hour) has been growing 
more slowly than earlier.

The recent slowing can be illustrated using Okun’s 
Law, which relates each percentage point reduction in 
the unemployment rate to about a 2 percentage point 
decline in the gap between the nation’s actual and 
potential GDP. Using this rule, the decline in the 
civilian unemployment rate from 7.9 percent in the 
fourth quarter of 1992, measured on a comparable 
basis, to 6.1 percent in the second quarter of this year, 
indicates that the gap between potential and actual 
GDP fell by about 3.6 percentage points during the 
six quarters, or about 2.4 percentage points per year. 
Thus, over the period, real GDP grew at an annual 
rate about 2.4 percent faster than the potential output 
growth rate. Since real GDP grew at a 3.3 percent 
rate over the period, potential GDP rose at about a 
0.9 percent rate during the period, slightly below this 
author’s estimate.

This slowdown has important implications. For 
example, if the recent pace persists, or even if economic 
growth returns to its estimated post-1986 average rate 
of 2 percent, the economy is likely to continue to slow 
much more than the conventionally assumed 2.5 percent 
pace. In the meantime, faster real GDP growth than 
this, say 2.5 percent, will require further reductions in 
the unemployment rate and increases in capacity utiliza
tion rates. Efforts to achieve such a faster pace of 
growth will also be associated with greater inflationary 
pressures than would be expected with a faster pace of 
potential output growth.

—  John A. Tatom
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