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Economic Recovery Moderates

Real GNP increased rapidly during the first quarter of 1976—at an
annual rate of more than 9 per cent. This rate of growth reflected
in large part a substantial swing from liquidation of business inven-
tories in the fourth quarter of 1975 to accumulation in early 1976
as well as a strengthening in consumer spending. Then in the spring,
as the cyclical expansion entered its second year and the adjustment
of inventories to the initial recovery was largely completed, the ad-
vance in economic activity began to moderate. Gains in real output
in the three quarters ending December 1976 were at an average
annual rate of 33A per cent, compared with a rate of more than 7 per
cent in the previous four quarters.

A marked slowdown of economic growth in the second year of a
cyclical upturn is not unusual, and in fact gains during the last three
quarters of 1976 were only moderately less than the average rate of
growth at comparable stages of the five previous recoveries. How-
ever, owing to the sharpness of the earlier contraction, the economy
by the end of 1976 was left with a large pool of unutilized manpower
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12 Economic Recovery Moderates

2. GNP and final sales
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and industrial resources. The unemployment rate was 7.8 per cent
in December 1976, down only 0.5 of a percentage point from a year
earlier. At the same time capacity utilization in manufacturing indus-
tries was 80.9 per cent, still below the long-run average of 83.2 per
cent.

While the growth rate of total real GNP moderated as 1976 pro-
gressed, the pace of increase in final sales strengthened from a 3.7
per cent annual rate in the first quarter to a 5.7 per cent rate by the
last quarter. As Table 2 illustrates, the proximate cause for the mod-
eration in economic growth during 1976 was the flattening out and
subsequent slowing of inventory accumulation. A more basic cause
of the general sluggishness of the recovery, however, was the slow
growth of real capital spending by business, which showed the
weakest performance for any recovery in the post-World-War-II
period. This dampened the growth of employment, income, and con-
sumption.

Several signs of a quickening in economic activity were evident
during the last couple of months of 1976—before the unusually
severe winter weather in the eastern and midwestern parts of the
country led to a temporary retardation of economic activity in early
1977. Part of the year-end resumption of a faster economic pace was
associated with strike settlements, principally in the automobile
industry, but the major part of the re-acceleration appeared to be of
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Economic Recovery Moderates 13

a more basic and lasting nature. Increases in industrial production
and the associated faster gains in employment led to higher incomes.
Improved consumer attitudes were reflected in rapid increases in
retail sales late in the year. The strength of sales also helped to clear
up excess inventories, thus leading to a better balance between stocks
and sales by the end of the year and paving the way for additional
increases in production.

Residential construction activity also ended the year on a strong
note, with private housing starts in the fourth quarter reaching the
highest level in 2V4 years, and indications were that strong demands
for housing, coupled with readily available financing, would support
further expansion of this sector in 1977. Most indicators of capital
spending commitments at year-end were pointing toward some
pick-up in the lagging business fixed investment sector.

I N C O M E A N D C O N S U M P T I O N

The decline in real disposable income during the recent recession
was more severe than in any other postwar recession, reflecting both
a slower growth of nominal income—which stemmed from the sharp
losses in employment—and rapidly rising prices of consumer goods.
The recovery in real disposable income from the recession trough was
about in line with previous cyclical experience, but given the sharp-
ness of the earlier decline, real disposable income by the end of 1976
was only 4.3 per cent above its pre-recession peak. By this stage in
previous cycles, real disposable income had on average exceeded the
pre-recession peak by some 10 per cent.

The growth in disposable income during the first year of the
recovery reflected increases both in employment and in compensation
rates as well as the provisions of the Tax Reduction Act of 1975,
which included sizable one-time tax rebates in addition to continuing
tax relief. During 1976, as the growth of industrial production mod-
erated, gains in employment also became smaller, and increases in
real income slowed markedly to about a 3 per cent annual rate
during the last three quarters. Growth of real disposable income
during this period was also retarded by a decline in farm income, a
gradual increase in average tax rates as inflation pushed individuals
into higher tax brackets, and the still high rate of increase in consumer
prices.
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14 Economic Recovery Moderates
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During the first year of the recovery consumer spending was
spurred by the improved economic environment as well as by the tax
cuts and tax rebates instituted in the spring of 1975. Real consump-
tion expenditures grew by 6 per cent over the year ending in the first
quarter of 1976. By midyear, however, growth in such spending
had slowed to a 4 per cent annual rate. Inasmuch as the saving rate
moved downward during 1976, it appears that consumers attempted
to maintain spending rates but that in the aggregate they were unable
to do so because of the slower growth in disposable income.

Much of the increase in consumer spending at the beginning of
1976 was for autos, as sales of both domestic and foreign cars
surged. These sales were bolstered not only by gains in real income
but also by replacement demand, which had been deferred during
the recession. The strength of consumer spending during early 1976
did not extend to purchases of other discretionary types of goods—
such as furniture and appliances. In the area of nondurable goods,
however, consumer spending in real terms was relatively strong in
the first quarter, then weakened noticeably in the second and third
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Economic Recovery Moderates 15

quarters. Similarly, there was a pronounced slackening in durable
goods purchases during these quarters. Growth in consumer spending
for services, on the other hand, was relatively well maintained through-
out 1976.

In the autumn, sales of new autos—both domestic and foreign
models—receded to about a 9.7-million-unit annual rate, compared
with a rate of slightly more than 10 million units earlier in the year.
Sales of domestic models were at about an 8-million-unit annual rate.
The low level of dealer inventories—attributable in part to a major
auto strike and in part to the inability of the industry to adjust
production fully to the shift in consumer preferences toward inter-
mediate- and full-sized cars—was responsible to some extent for the
low level of sales. On average, during the third and fourth quarters
dealers had less than a 20-day supply of several of the more popular
domestic models. Sales of imported cars, on the other hand, improved
in the fall to a 1.7-million-unit annual rate, as dealers resorted to
concessions to reduce excessive stocks.

Toward the end of the year it appeared that consumer spending
for both nondurable and durable goods was coming out of the dol-
drums. Sales gains were large, particularly for most types of nondur-
able goods. Sales of domestic-model autos were also on an uptrend,
and in December they reached an annual rate of 9.3 million units.
These developments were accompanied by much stronger growth of
personal income in the last 2 months of 1976—which resulted in part
from the rebound in production following strike settlements in the
automobile industry. In early 1977 the volume of purchases by
households suffered a temporary setback due to the cold weather, but
sales of automobiles were well maintained.

I N V E N T O R Y I N V E S T M E N T

The heavy overhang of inventories that had been accumulated during
1973 and 1974 led to a record rate of liquidation in the first half
of 1975. By the second half of 1975 stocks of nondurable goods were
again being built up, but stocks of durable goods continued to be
worked off throughout 1975 and into 1976. Durable goods typically
go through larger and more pronounced cyclical swings than non-
durable goods.

Total inventory investment on a national income accounts (NIA)

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

1976



16 Economic Recovery Moderates

basis turned from decumulation in the fourth quarter of 1975 to
substantial accumulation in the first quarter of 1976—a swing of
$16 billion in 1972 dollars at annual rates—as the business outlook
continued to improve around the year-end. However, the first-quarter
rate of accumulation for nondurable goods was excessive, especially
since consumer demand slackened during the spring and summer.
Throughout much of the remainder of 1976 businesses took measures
to keep inventory accumulation under control. The rate of total inven-
tory investment remained about constant during the second and the
third quarters, thus eliminating this sector as a source of growth
of GNP.
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Economic Recovery Moderates 17

As stocks of nondurable goods were accumulated in the first
quarter of 1976, the ratio of such stocks to sales rose. Part of this
build-up may have been desired, since sales of nondurable goods had
been substantial around Christmas 1975 and stocks had been
reduced. Nevertheless, not all of the accumulation was apparently
desired, for in some instances businesses curtailed production even
before final sales began to weaken. When consumer buying slowed
in the spring, downward adjustments in production schedules became
more widespread, and the output of nondurable goods remained
virtually unchanged from March through August.

Businesses continued to reduce their stocks of durable goods in the
first quarter of 1976—but at a much slower rate. The slackening of
economic activity in the late spring led to increased uncertainty about
sales and to greater caution regarding desired inventories—especially
for durable materials such as steel. This caused cutbacks in the rate
of orders and production. But in spite of these production adjust-
ments, a build-up of durable goods stocks relative to sales developed
in the late summer and the fall as a result of the modest rate of con-
sumer spending for such goods and the sluggishness of business
acquisitions of fixed capital.

Special developments affected inventories in several industries.
Tire stocks declined during the strike in the rubber industry, which
lasted throughout the spring and summer, and had to be rebuilt
thereafter. Auto inventories were very unbalanced—with too many
small cars and too few of the more popular larger models. Toward
the end of the year, however, these imbalances were in the process
of being corrected. Oil inventories were increased during the second
half of the year in anticipation of price increases by the Organization
of Petroleum Exporting Countries (OPEC).

In the fourth quarter of 1976 businesses made substantial progress
in cleaning up undesired stocks at both the manufacturing and the
trade levels, as the annual rate of nonfarm inventory investment fell
to $2.2 billion, from an average of $16.5 billion in the preceding
two quarters. By the end of the year inventories were coming into
better balance with sales. Although a working down of excess inven-
tories still appeared to be in process in some categories of durable
goods, the inventory adjustment generally seemed to be nearing
completion, thereby removing a factor that had been dampening
industrial production.
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18 Economic Recovery Moderates

BUSINESS FIXED INVESTMENT

Real expenditures by businesses for fixed investment did not reach
their low point until the third quarter of 1975—a half year after the
cyclical trough in real GNP. During the four quarters of 1976 these
expenditures increased nearly 7 per cent, but by the year-end real
capital spending was still about 12 per cent below the peak reached
in the first quarter of 1974.

In the seven quarters following the cyclical trough of the first
quarter of 1975, real business fixed investment increased only 3
per cent, compared with a median of 14 per cent in previous postwar
recoveries. Increases in expenditures for producers' durable equip-
ment—about 7 per cent in real terms in the four quarters ending in
late 1976—have been particularly slow relative to those for the aver-
age recovery, despite substantial gains in business purchases of com-
munication equipment, trucks, and autos. Expenditures for nonresi-
dental structures have also been sluggish—rising only 6 per cent in
real terms over the same four quarters—but these outlays have
usually been slower to recover than expenditures for equipment. The
major source of strength in nonresidential structures has been the
public utilities; on the other hand, commercial and industrial build-
ing, the sector that usually supports recovery, continued quite weak
through the end of 1976.
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Dept. of Commerce data (1972 dollars) at seasonally adjusted annual rates.
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Economic Recovery Moderates 19

The prolonged lag in the investment recovery was paradoxical,
especially since some of the underlying determinants of capital spend-
ing continued to be quite favorable throughout 1976: Corporate
profits increased substantially; long-term interest rates remained well
below their levels at the trough of the recession; and corporations
made considerable progress in restructuring their balance sheets to
rebuild liquidity and to reduce risk exposure. Whereas these develop-
ments would normally have given a substantial boost to capital
spending, the caution and uncertainty created by the unstable eco-
nomic environment of the past several years—along with continued
slack in existing capacity—apparently left businesses unusually reluc-
tant to make commitments for new capital spending.

Following the pattern of recent years, business spending for plant
and equipment was considerably stronger in the manufacturing than
in the nonmanufacturing sectors. Producers of nondurable goods and
firms producing machinery, motor vehicles, and stone, clay, and
glass showed the largest increases. Excluding the manufacturing
sector, the biggest gains were concentrated in public utilities and
communications and in transportation industries such as fuel pipe-
lines, trucking, and shipping.

At the end of 1976 most indicators of capital spending were fore-
shadowing moderate advances. The Commerce Department's Decem-
ber survey of plant and equipment spending showed that business
was projecting a current-dollar increase for 1977 of 11 per cent—
an indication of some acceleration from the 1976 gain. The growth
in new orders for nondefense capital goods slowed somewhat in the
fourth quarter, but it still increased at an annual rate of about 14
per cent. In addition, there were signs—such as a strengthening in
contract awards data at the year-end—that commercial and indus-
trial building was recovering. In sum, business fixed investment could
improve materially if sustained gains in final demands succeed in
removing doubts about the underlying strength of the recovery.

RESIDENTIAL CONSTRUCTION

The steady rise in outlays for private residential construction has
been a source of significant support to the current economic recovery.
These outlays increased by more than one-fifth in real terms during
1976, considerably faster than the average in the second year of
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20 Economic Recovery Moderates

previous recoveries. By the fourth quarter the seasonally adjusted
annual rate of private housing starts—at nearly 1.8 million units—
was about 800,000 units above the early 1975 trough. In addition,
the rate of factory shipments of new mobile homes, while still well
below earlier peaks, had risen somewhat during the year.

The rise in residential construction activity in 1976 was facilitated
by the improving financial situation of thrift institutions—the domi-
nant mortgage lenders—and by strong household demands for shelter.
Lenders were able to provide a large amount of residential mortgage
credit while still improving their liquidity positions. Moreover, the
supply of funds was sufficient to finance a near-record volume of
home mortgage debt formation at slightly declining interest rates in
the primary mortgage market.

During much of 1976 the upward trend in housing construction
activity was concentrated in the single-family sector. Starts of single-
family units, at 1.3 million by year-end, approached the cyclical
peak rates of 1972 and early 1973 when production had been
bolstered by special Federal subsidy programs designed to expand
homeownership opportunities for households with low or moderate
incomes. Single-family units accounted for nearly 60 per cent of the
growth in starts over the four quarters of the year.

Multifamily starts remained quite low in 1976, even when com-
pared with the years immediately before 1971—that is, before the
extraordinary boom in construction of such units took hold. Signifi-

Privately owned housing starts
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U.S. Dept. of Commerce data, seasonally adjusted at annual rates.
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Economic Recovery Moderates 21

cant increases were registered in each of the last three quarters of
1976, however, and by the the final quarter multifamily starts were
at an annual rate of 490,000 units—the highest quarterly average in
2Vi years.

Despite evidence of increased demands for rental space during
the year, investment in this sector of the housing market was ham-
pered by several factors affecting the profitability of new projects—
such as substantially increased operating costs on completed units
and actual or threatened rent controls in some areas. Moreover, the
market for condominiums in multifamily structures was still affected
by a number of problems, including an unprecedented amount of
overbuilding during the previous boom.

As the year ended, savings flows to thrift institutions were still
very large, mortgage loan commitments outstanding were still rising,
and mortgage interest rates showed some further easing. These
conditions, along with a gradual correction of problems in the multi-
family sector, suggested that outlays for residential construction in
1977 would be likely to continue to supply significant support to
the expected over-all economic expansion.

F E D E R A L S E C T O R

The Federal deficit (NIA basis) declined by roughly $13 billion for
calendar year 1976 as a whole, to a level of $58 billion. Receipts
rebounded from the depressed level of 1975, and the expansion of
Federal expenditures slowed markedly during the first half of the
year.

Between 1975 and 1976 Federal receipts increased by more than
$40 billion, or 15 per cent. A 30 per cent increase in corporate profits
taxes contributed substantially to the gain. Personal tax receipts,
responding to the recovery and to the absence of tax rebates in 1976,
grew 16 per cent. Social security taxes rose 12 per cent, reflecting an
increase in the wage base from $14,100 to $15,300 as well as gains
in employment and payrolls. Indirect business taxes—mainly liquor
and tobacco taxes and customs duties—remained essentially un-
changed from their 1975 levels, reflecting the cessation of the special
import fees for oil.

Growth of Federal spending typically slows during periods of
economic recovery as many individuals who had been receiving in-
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come-security payments return to work. In the first half of 1976,
however, the slower growth of Federal spending was concentrated
in a variety of other programs—such as defense purchases, grants to
State and local governments, and interest payments. Such spending
fell short of the levels expected both by the administration in the
budget issued in January 1976 and by the Congress in its second
concurrent resolution for fiscal year 1976. In view of the slowing of
economic growth during 1976, these spending shortfalls received
widespread notice, but it should be noted that smaller-than-estimated
spending in the near term has occurred quite often in the Federal
sector.

Federal Government purchases of goods and services—which enter
directly into GNP—rose by about 6.5 per cent in current dollars
over the four quarters of 1976, following a 10.4 per cent increase
in 1975. The slowing in the growth of purchases occurred in both
defense and nondefense areas, and it was concentrated in outlays
other than compensation. The increase in payroll costs was only
slightly less than in the previous year, reflecting a small decline in
military employment and little change in civilian employment.

Grants to State and local governments, which had expanded
significantly in 1975, showed little increase in the first half of 1976
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as Federal aid for highways and for education registered declines.
These grants, however, did rebound in the latter half of 1976, and
late in the year the growth in grants was increased further by the
initial payment of countercyclical revenue-sharing funds, as legislated
in the Local Public Works Employment Act of 1976.

Domestic transfer payments increased by 9 per cent in 1976, as
compared with 28 per cent in 1975, when unemployment compensa-
tion had surged.

S T A T E A N D L O C A L G O V E R N M E N T S

Growth in spending by State and local governments was very
moderate in 1976 while growth in tax revenues was stronger. As a
result, the "operational deficit"—that is, the fiscal balance excluding
net savings by social insurance funds, which are not available to
finance general expenditures—showed a surplus of about $1 billion
in 1976 compared with a deficit of $5 billion in 1975.
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Revenues excluding Federal grants rose an estimated 11 per cent
over the four quarters of 1976, compared with 9Vi per cent in the
preceding four quarters. This favorable trend was offset in part, how-
ever, by a much slower growth in grants-in-aid from the Federal
Government, despite the rebound in such grants during the second
half of the year.

Over-all expenditures by State and local governments rose 6.2 per
cent over the year, down from an 11.9 per cent increase in 1975.
This modest advance in nominal spending probably reflected attempts
by many units to rebuild fiscal positions that had been weakened over
the last several years; in addition, long-run demographic factors—
such as the decline in school-age population—helped to curtail
spending.

Reflecting the slowdown in the growth of State and local govern-
ment spending in current-dollar terms, real purchases of goods and
services in this sector were little changed over the four quarters of
1976, as compared with a 4 per cent rise in 1975; this performance
was by far the weakest since 1959. Investment in structures in real
terms fell by about 15 per cent during 1976, with much of the cutback
accounted for by highways and school buildings. Real spending for
capital goods by State and local governments toward the end of 1976
amounted to only about 70 per cent of the peak levels of the late
1960's.

The largest element in the spending slowdown, however, has been
a reduced rate of hiring. Over past decades, State and local govern-
ments have been a strong source of demand for labor. But prelimi-
nary indicators suggest that only about 200,000 new jobs were
created in this sector over the four quarters of 1976—about half the
average annual gain in past years. The 1976 figures were not sub-
stantially influenced by Federally financed public service employment,
since such employment remained essentially unchanged during the
year.

NET EXPORTS

U.S. net exports of goods and services (NIA basis) in 1976 were
valued at $6V^ billion, a sharp drop from the $20 Vi billion total
in 1975. The major reason for the decline was a more rapid rate of
economic recovery in the United States than in most other countries,
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especially in the first part of 1976, which led to a sizable rise in
merchandise imports and only a small increase in merchandise
exports. The sluggish growth in export volume contributed little to
increased production and employment, while the growing level of
imports, especially more costly fuel imports, acted as a drag on
economic expansion in the United States.

Imports of merchandise rose 26 per cent in 1976. Increases in
both inventories and final demands during the U.S. economic re-
covery contributed to the 25 per cent rise in nonfuel imports from the
recession-depressed levels of 1975. Stocks of industrial supplies,
which had been reduced during 1975, were rebuilt in the first three
quarters of 1976. Inventories of foreign cars also increased to more
normal levels relative to sales.

Imports of consumer goods grew throughout the year. U.S.
imports of fuel increased by 23 per cent in volume and 30 per cent in
value. A continued decline in domestic production of petroleum and
rising demand due to increased domestic economic activity and higher
consumer incomes were the main causes of the rise in petroleum im-
port volume. In addition, petroleum imports were expanded in the
third and fourth quarters of 1976 as a result of stockbuilding in
anticipation of a year-end price increase by OPEC.

Merchandise export growth was minimal in 1976, as the pace of
economic recovery was slow in most other countries—due in many
cases to policies adopted by those countries to reduce large current-
account deficits. The value of agricultural exports increased by 5 per
cent; the volume of such exports was up somewhat more than that,
as prices of these products declined by 6 per cent. The moderate in-
crease in these exports reflected bumper crops in many non-European
countries. For nonagricultural exports the volume edged up by less
than 1 per cent, while prices increased by 7 per cent. Machinery
exports, in particular, remained essentially unchanged.

Net services and military transactions (NIA basis) added about
$6 billion more to net exports in 1976 than they had in 1975. The
increase in the surplus on these transactions continues the pattern of
the last several years: that is, rising income from U.S. investment
abroad, declining overseas military expenditures by the United States,
and rising sales of military equipment to foreign governments.
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