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Some Skeptical Observations
on Real Business Cycle Theory*

Lawrence H. Summers
Professor of Economics
Harvard University
and Research Associate
National Bureau of Economic Research

The increasing ascendancy of real business cycle
theories of various stripes, with their common view that
the economy is best modeled as a floating Walrasian
equilibrium, buffeted by productivity shocks, is indicative of the depths of the divisions separating academic
macroeconomists. These theories deny propositions
thought self-evident by many academic macroeconomists and all of those involved in forecasting and controlling the economy on a day-to-day basis. They assert
that monetary policies have no effect on real activity,
that fiscal policies influence the economy only through
their incentive effects, and that economic fluctuations
are caused entirely by supply rather than demand
shocks.
If these theories are correct, they imply that the macroeconomics developed in the wake of the Keynesian Revolution is well confined to the ashbin of history.
And they suggest that most of the work of contemporary macroeconomists is worth little more than that of
those pursuing astrological science. According to the
views espoused by enthusiastic proponents of real business cycle theories, astrology and Keynesian economics
are in many ways similar: both lack scientific support,
both are premised on the relevance of variables that are
in fact irrelevant, both are built on a superstructure of
nonoperational and ill-defined concepts, and both are
harmless only when they are ineffectual.
The appearance of Ed Prescott's stimulating paper,
"Theory Ahead of Business Cycle Measurement,"
affords an opportunity to assess the current state of real

business cycle theory and to consider its prospects as a
foundation for macroeconomic analysis. Prescott's paper is brilliant in highlighting the appeal of real business
cycle theories and making clear the assumptions they
require. But he does not make much effort at caution in
judging the potential of the real business cycle paradigm. He writes that "if the economy did not display the
business cycle phenomena, there would be a puzzle,"
characterizes without qualification economic fluctuations as "optimal responses to uncertainty in the rate of
technological change," and offers the policy advice that
"costly efforts at stabilization are likely to be counterproductive."
Prescott's interpretation of his title is revealing of his
commitment to his theory. He does not interpret the
phrase theory ahead of measurement to mean that we
lack the data or measurements necessary to test his
theory. Rather, he means that measurement techniques
have not yet progressed to the point where they fully
corroborate his theory. Thus, Prescott speaks of the key
deviation of observation from theory as follows: "An
important part of this deviation could very well disappear if the economic variables were measured more in
conformity with theory. That is why I argue that theory
is now ahead of business cycle measurement
"
The claims of real business cycle theorists deserve
*An earlier version of these remarks was presented at the July 25, 1986,
meeting of the National Bureau of Economic Research Economic Fluctuations
Group.
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serious assessment, especially given their source and
their increasing influence within the economics profession. Let me follow Prescott in being blunt. My view is
that real business cycle models of the type urged on us
by Prescott have nothing to do with the business cycle
phenomena observed in the United States or other capitalist economies. Nothing in Prescott's papers or those
he references is convincing evidence to the contrary.
Before turning to the argument Prescott presents, let
me offer one lesson from the history of science.
Extremely bad theories can predict remarkably well.
Ptolemaic astronomy guided ships and scheduled harvests for two centuries. It provided extremely accurate
predictions regarding a host of celestial phenomena.
And to those who developed it, the idea that the earth
was at the center seemed an absolutely natural starting
place for a theory. So, too, Lamarckian biology, with its
emphasis on the inheritance of acquired characteristics,
successfully predicted much of what was observed in
studies of animals and plants. Many theories can
approximately mimic any given set of facts; that one
theory can does not mean that it is even close to right.
Prescott's argument takes the form of the construction of an artificial economy which mimics many of the
properties of actual economies. The close coincidence
of his model economy and the actual economy leads
him to conclude that the model economy is a reasonable
if abstract representation of the actual economy. This
claim is bolstered by the argument that the model economy is not constructed to fit cyclical facts but is parameterized on the basis of microeconomic information and
the economy's long-run properties. Prescott's argument
is unpersuasive at four levels.
A r e t h e P a r a m e t e r s Right?
First, Prescott's claim to have parameterized the model
on the basis of well-established microeconomic and
long-run information is not sustainable. As one example, consider a parameter which Prescott identifies as
being important in determining the properties of the
model, the share of household time devoted to market
activities. He claims that is one-third. Data on its average value over the last century indicate, as Martin
Eichenbaum, Lars Hansen, and Kenneth Singleton
(1986) have noted, an average value of one-sixth over
the past 30 years. This seems right—a little more than
half the adult population works, and those who work
work about a quarter of the time. I am unable to find
evidence supporting Prescott's one-third figure in the
cited book by Gilbert Ghez and Gary Becker (1975). To
take another example, Prescott takes the average real
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interest rate to be 4 percent. Over the 30-year period he
studies, it in fact averaged only about 1 percent. This list
of model parameters chosen somewhat arbitrarily
could be easily extended.
A more fundamental problem lies in Prescott's
assumption about the intertemporal elasticity of substitution in labor supply. He cites no direct microeconomic evidence on this parameter, which is central to
his model of cyclical fluctuations. Nor does he refer to
any aggregate evidence on it. Rather, he relies on a
rather selective reading of the evidence on the intertemporal elasticity of substitution in consumption in
evaluating the labor supply elasticity. My own reading
is that essentially all the available evidence suggests
only a minimal response of labor to transitory wage
changes. Many studies (including Altonji 1982;
Mankiw, Rotemberg, and Summers 1985; and Eichenbaum, Hansen, and Singleton 1986) suggest that the
intertemporal substitution model cannot account at
either the micro or the macro level for fluctuations in labor supply.
Prescott is fond of parameterizing models based on
long-run information. Japan has for 30 years enjoyed
real wage growth at a rate four times the U.S. rate, close
to 8 percent. His utility function would predict that such
rapid real wage growth would lead to a much lower
level of labor supply by the representative consumer. I
am not aware that this pattern is observed in the data.
Nor am I aware of data suggesting that age/hours profiles are steeper in professions like medicine or law,
where salaries rise rapidly with age.
Prescott's growth model is not an inconceivable
representation of reality. But to claim that its parameters are securely tied down by growth and micro observations seems to me a gross overstatement. The image
of a big loose tent flapping in the wind comes to mind.
W h e r e A r e t h e Shocks?
My second fundamental objection to Prescott's model
is the absence of any independent corroborating evidence for the existence of what he calls technological
shocks. This point is obviously crucial since Prescott
treats technological shocks as the only driving force
behind cyclical fluctuations. Prescott interprets all
movements in measured total factor productivity as
being the result of technology shocks or to a small
extent measurement error. He provides no discussion of
the source or nature of these shocks, nor does he cite
any microeconomic evidence for their importance. I
suspect that the vast majority of what Prescott labels
technology shocks are in fact the observable concomi-

