
The Economy in 1979

The pace of real economic activity slowed considerably during 1979—the
fifth year of the current expansion—while inflation intensified. Over the
four quarters of the year, GNP rose about 1 percent in real terms after an
increase of nearly 5 percent during the previous year; industrial production
also rose only about 1 percent after advancing IVi percent during 1978.l

The slowdown in activity was largely in response to the 75 percent increase
in the price of imported oil during 1979 as well as to the relatively restric-
tive fiscal and monetary policies instituted to damp inflationary pressures.
In addition, severe winter weather, major strikes, and fuel shortages dis-
rupted activity in the first half of the year.

The sluggishness of economic activity during 1979 was evident in all
major domestic sectors of the economy. Real consumer expenditures in-
creased only moderately over the year, housing starts fell sharply—
especially toward year-end—as a consequence of tightened financial con-
ditions, and the rise in business fixed investment slowed. Growth in total
government purchases of goods and services also moderated as a pickup of
federal purchases was largely offset by a reduction in outlays by state and
local governments, reflecting in part public sentiment to contain taxes and
spending.

The acceleration in overall inflation in 1979 was due in large part to the
dramatic rise in the prices of imported crude oil and other energy items. In
addition, while wage gains in the private nonfarm sector during 1979
moderated somewhat from those of the previous year, productivity de-
clined and the rise in unit labor costs accelerated, putting further upward
pressure on prices. The gross domestic business product fixed-weight price
index, a broad measure of inflation, rose about 10 percent, 1 lA percentage
points more than the rate during 1978; the consumer price index (CPI)
increased about 13 percent over the four quarters of 1979 compared
with 9 percent in the previous year. A sharp advance in homeownership
costs contributed significantly to the rapid rise in the CPI. Inflationary
pressures are likely to remain intense during 1980 as wages move up
rapidly in response to recent increases in the cost of living, and prices
continue adjusting to higher unit labor costs and to additional increases in
the price of oil, both imported and domestically produced.

1. Unless otherwise indicated, annual figures represent changes from the fourth quarter of
1978 to the fourth quarter of 1979.
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Indicators of Economic Performance
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All data are seasonally adjusted at annual rates.
The industrial production index (monthly data) is Federal Reserve data; the unemployment rate (monthly

data) and the change in nonfarm unit labor costs are U.S. Department of Labor data. All other data are from
the U.S. Department of Commerce.

Real GNP and real final sales are in terms of 1972 dollars.
The fixed-weight price index (1972 weights) is for gross domestic business product. The annual rate of

change is calculated from the previous quarter.
The inventory-sales ratio is based on real (1972 dollars) manufacturing and total trade sales and

inventories.
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The Economy in 1979

HOUSEHOLD SECTOR

Much of the slower growth of real GNP over 1979 was due to the reduced
pace of household spending. Consumer outlays in real terms increased l3/4
percent during 1979, following a 4!/2 percent rise the previous year. All of
the 1979 gain was recorded in the second half when the saving rate fell
sharply—from 5VA percent in the first half to 3!/2 percent by the fourth
quarter, the first time since the Korean War that the rate was below 4
percent. The reduced growth of real consumer outlays over the year re-
flected in large measure the leveling off in real disposable income as
growth of nominal personal income slowed and inflation accelerated.
Moreover, tax burdens on households were boosted last year as an income
tax cut at the start of the year was more than offset by inflation-induced
increases in income tax payments and legislated increases in personal
contributions for social insurance.

Consumer spending was unusually depressed in the second quarter,
when gasoline shortages resulted in a sharp falloff in new-car purchases.
During the summer, however, outlays for automobiles rebounded as con-
sumers responded to company-sponsored sales incentive programs and to
the increased availability of gasoline. Nevertheless, some of these pur-
chases apparently represented a borrowing from future periods, and auto
sales weakened in the fourth quarter to an annual rate of 9.8 million units,
down 1.3 million from the year-earlier pace. The drop in sales was cen-
tered in domestic larger-size cars; sales of foreign cars, which are generally
small and therefore more fuel efficient, rose 500,000 units over the year to
an annual rate of 2.4 million units.

Real residential construction expenditures declined about 7 percent dur-
ing 1979 after having remained nearly flat in the previous year. Total
private housing starts averaged 1.8 million units at an annual rate during
the first three quarters of 1979, following a pace of 2.1 million units in the
final quarter of 1978. The decline reflected primarily the tightening in
financial markets, which slowed the growth of deposits at thrift institutions
and raised mortgage interest rates and monthly carrying costs. After the
Federal Reserve's policy actions on October 6, starts fell again, averaging
1.5 million units in the last two months of the year. The renewed decline
reflected a further sharp rise in mortgage rates and reduced availability of
new financing, most notably in states with usury ceilings that were below
market rates.

The moderation in housing activity over the course of 1979 was most
pronounced in the single-family sector, in which starts fell more than 25
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8 The Economy in 1979

Income, Consumption, and Saving
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Based on U.S. Department of Commerce data, seasonally adjusted at annual rates. Real consumption
and real disposable income are in terms of 1972 dollars.

percent. Starts of multifamily units were reduced 9 percent during 1979.
Rental units built under the section 8 subsidy program administered by the
Department of Housing and Urban Development made up almost one-
fourth of all multifamily starts, about the same proportion as in 1978.

BUSINESS SECTOR

Business fixed investment rose 3 percent in real terms during 1979, consid-
erably less than during the previous two years, as fundamental determi-
nants of capital spending weakened. Growth of final sales slowed consider-
ably, and the capacity utilization rate in manufacturing moved downward
after the first quarter. In addition, nominal financing costs rose throughout
most of the year, growth of corporate economic profits was generally
weak, and the business sector came under increasing financial pressures.

For the second consecutive year, growth in real outlays for nonresiden-
tial structures, which generally have long lead times, exceeded those for
producers' durable equipment—a typical occurrence late in an economic
expansion. Investment in equipment was little changed during 1979 after
an 8 percent advance in the preceding year. Outlays for nonresidential
structures were up 8 percent, compared with 16 percent during 1978; most
of the growth was in spending for commercial and industrial buildings.

The increase in plant and equipment spending was concentrated in dura-
ble goods manufacturing, notably producers of machinery and aircraft. In
the nondurable goods sector, producers of paper and chemicals showed the
largest spending gains. Growth of outlays by materials manufacturers as a
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group was moderate despite the brisk pace of spending by the primary
metals industry. Outside of the manufacturing sector, slower growth of
investment spending by communications firms and public utilities was
offset by gains in transportation industries.

Advance indicators of capital spending suggest that growth of real busi-
ness fixed investment may be relatively well maintained into the first part
of 1980 but may slacken thereafter. New orders for nondefense capital
goods, which recovered in the fourth quarter of 1979 after having shown
signs of weakness earlier in the year, imply some growth of outlays in
the months ahead. However, surveys of business investment intentions
indicate little, if any, real growth of capital spending in 1980.

In general, inventories were held under tight control in 1979. Total
business inventory investment in constant dollars rose rapidly in the second
quarter; but this increase, the largest since the end of 1973, was due mainly
to energy-related disruptions in final sales. Thereafter, inventory invest-
ment slowed markedly as excessive stocks at auto dealers were drawn
down, overall final sales picked up, and industrial production remained
virtually unchanged. Thus the real inventory-to-sales ratio for all manufac-
turing and trade industries rose during the first half of the year, and then
remained about unchanged during the second half.

Increases in manufacturing inventories, which were at a fairly substan-
tial rate throughout the year, were concentrated among producers of ma-
chinery, transportation equipment, and primary metals. Inventory invest-
ment in the trade sector was dominated by sizable swings in dealers'
automobile stocks. Throughout the spring, dealers' supplies of automo-
biles, especially of large cars, increased as consumers reacted adversely to
gasoline shortages and price increases, while production was maintained at
a relatively high rate. Subsequent production adjustments, coupled with
sales rebates and other promotional campaigns that temporarily boosted
sales, resulted in a substantial reduction in dealers' stocks for most lines of
cars. In the fourth quarter, qualitative reports suggested that because of
increased carrying costs many businesses were redoubling efforts to main-
tain a cautious inventory posture.

GOVERNMENT SECTOR

Real purchases of goods and services by governments rose fractionally in
1979 after having increased more than 1 Vi percent during the previous
year. Real federal purchases of goods and services advanced about 1 Vi
percent while purchases by states and localities declined slightly.
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10 The Economy in 1979

For the calendar year 1979, the federal government budget deficit on a
national income accounts basis fell to around $11 billion, after a $28
billion deficit the previous year. Revenues were bolstered by a sharp
increase in personal income tax receipts as inflation pushed up nominal
incomes and by a sizable increase in social security taxes. The increase in
real federal government purchases was mostly in the defense area. Growth
of grants to state and local governments slowed during 1979 with the
expiration of countercyclical revenue sharing in late 1978 and the phasing
out of local public works and employment programs. In contrast, federal
transfer payments registered a considerable increase owing in part to a
large midyear cost-of-living increase for social security recipients. Interest
payments also rose sharply over the year.

At the state and local level, governmental units showed an operational
deficit (total deficit net of social insurance contributions) following three
years of surplus. Growth of both outlays and revenues slowed, reflecting in
part public sentiment to limit spending at both the national and the local
level. Real purchases of goods and services decreased lA percent during
1979; the reduction was accomplished primarily through reduced construc-
tion outlays. State and local payroll employment increased about 200,000,
or V/z percent, over the 12 months of 1979, about the same as in the
previous year. The growth of total revenues was curtailed because of the
slower growth of federal grants, which make up about a quarter of total
receipts. On balance, all other receipts increased last year at about the
same rate as in 1978.

LABOR MARKET DEVELOPMENTS

The slowing of economic activity in 1979 was accompanied by a modera-
tion in the demand for labor. Over the year, total employment rose 2
percent, just one-half the gain during 1978. The slowdown in employment
growth mainly reflected a weakness in manufacturing employment, espe-
cially in the motor vehicle and steel industries. At year-end, about 130,000
auto workers were on indefinite layoff. Despite the slowing in housing
activity, the number of jobs in contract construction expanded considerably
during the year as strength in nonresidential construction more than offset
reduced hiring in homebuilding. In the private service-producing sector,
employment gains were well maintained in 1979.

The easing of labor demand was accompanied by a reduction in the
growth of the labor force in 1979. As a result, the overall unemployment
rate remained remarkably stable, fluctuating in the narrow range of 5.7 to
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The Economy in 1979 11

5.9 percent; jobless rates for most demographic groups were little changed
over the year. In the second half of 1979, unemployment rates for blue-
collar workers increased somewhat, probably reflecting layoffs by automo-
bile producers, while unemployment rates in other occupational groups
edged down.

As often occurs during a period of sluggish economic activity, the
moderation in employment growth last year was not as great as the deceler-
ation in output, and productivity deteriorated. During 1979, output per
hour in the nonfarm business sector declined 2 percent, after increasing 1
percent the previous year. The cyclical decline in productivity in 1979
reinforced a longer-term slowdown in the trend rate of growth of produc-
tivity that had been in evidence throughout the decade.

The rate of increase in wage rates moderated slightly during 1979. In the
private nonfarm sector, wage rates rose 8 percent over the four quarters of
1979, compared with about 8!/2 percent in the preceding year. Increases
were above average in manufacturing, in which cost-of-living protection is
more widespread, and in transportation, in which a large labor contract
settlement was negotiated. Hourly compensation, which includes employer
contributions for social insurance and the cost of fringe benefits in addition
to wages, rose 9 percent during 1979, about the same as in the previous
year. This absence of an acceleration of compensation, despite rapidly
rising prices, may have reflected the slower growth of activity and employ-
ment as well as the influence of the administration's voluntary pay stan-
dard, which called for a 7 percent annual ceiling for wages and private
fringe benefits.

With the growth of hourly compensation nearly unchanged last year, the
decline in productivity resulted in an acceleration in the rise of unit labor
costs for the nonfarm business sector from a rate of 8 percent during 1978
to more than 11 percent during 1979. Prospects for significantly slower
growth of labor costs in 1980 remain poor because of the upward pressure
of past price increases on wages, the heavy collective bargaining calendar,
and further scheduled boosts in the federal minimum wage and in payroll
taxes.

PRICES

The fixed-weight price index for gross domestic business product rose 10
percent over the four quarters of 1979. Other inflation indicators increased
even faster; both the CPI and the producer price index (PP1) for finished
goods rose around 13 percent last year.
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12 The Economy in 1979

During 1979 increases in energy prices far exceeded most other price
advances and were responsible for about two-thirds of the acceleration in
the CPI. At the end of 1978, the Organization of Petroleum Exporting
Countries (OPEC) announced the first in a series of price hikes that contin-
ued throughout the past year. In addition, as political unrest intensified in
Iran, spot market prices for crude oil increased sharply, and individual oil-
producing nations frequently were able to charge prices well above the
OPEC base price. As a result, the price of imported petroleum in the
United States rose about 75 percent during the year. This surge in world oil
prices put considerable upward pressure on the prices of uncontrolled
domestic crude oil. Furthermore, on June 1, a phaseout of domestic crude
oil price controls began. As a consequence, by the end of 1979, the PP1 for
domestically produced crude was about 50 percent above its level in De-
cember 1978.

Price pressures in crude oil markets influenced markets for petroleum
products. Retail gasoline prices rose about 50 percent over the year, and
fuel oil prices increased nearly 60 percent. In addition, prices of a wide
variety of oil-based industrial materials and products rose markedly: prices
of industrial chemicals climbed more than 25 percent over the year, follow-
ing near stability in 1977 and 1978, and large increases were posted for
plastics. The inflationary pressures generated by the 1979 rise in energy
prices are expected to extend into 1980 because of the passthrough of
higher costs of fuel and materials. Moreover, further large increases were
announced by oil-producing nations in December 1979 which, in conjunc-
tion with domestic decontrol, will boost energy prices in 1980.

In contrast to energy prices, food prices rose less rapidly during 1979
than in the previous year despite a surge early in the year. Consumer
food prices rose 10 percent during 1979, after an 11 '/> percent increase
in 1978. While beef remained in relatively short supply in 1979, greater
availability of other meats and poultry contributed to some easing of
food prices during the summer.

Even when food and energy items are excluded, prices increased more
rapidly in 1979 than in 1978. For example, the personal consumption
expenditure component of the gross business product price index, exclud-
ing food and energy, rose 73A percent, compared with 7 percent during the
previous year. The acceleration in the CPI excluding food and energy was
even greater than that for the comparable personal consumption expendi-
ture measure, mainly because of conceptual differences in the treatment of
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The Economy in 1979 13

homeownership costs. Moreover, prices for capital equipment and nonresi-
dential structures also accelerated.

Price movements in commodity markets were quite volatile during much
of the year. Prices of copper and other nonferrous metals rose rapidly at the
beginning of the year and again in September. After subsiding somewhat
early in the fall, pressures on gold and silver reappeared, and by the end of
the year, prices of these metals had reached exceptionally high levels.
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