
M o d e r a te  E c o n o m ic  E x p a n s io n

by  Harry Brandi

The last recession ended and the current 
economic expansion began in the spring of
1975. Twenty months or so later, where does 
this expansion stand compared to the recession 
bottom and pre-recession high? Real output 
(GNP corrected for inflation) is well above its 
past peak. In other words, the recession loss 
by this yardstick has not only been restored, but 
the upswing was strong enough to carry the 
nation's economy to a new high. Nonfarm 
employment is also above its previous high, 
and, after a severe decline, industrial produc
tion has bounced back to where it is nearly at 
that point (see Chart 1).

But changes in the economy have taken 
place so that there is still a long way to go 
before it is truly on higher ground; moreover, 
the pace of economic activity has slowed. One 
of the most publicized statistics, the unemploy
ment rate, stood at 7.9 percent of the labor 
force in October. This is a high figure when 
compared to the 5-percent rate of 1973 and 
early 1974. Moreover, the unemployment rate 
has risen for three of the last four months.

Employment Paradox? The combination of 
job growth and high unemployment may seem 
like a paradox, but there is a partial explanation.

Job gains during the current economic expan
sion, although sizable, have been too small to 
absorb the unusually large increase in women 
and, to a lesser extent, youths seeking work.
The total civilian labor force, persons either 
working or seeking work, grew at a faster rate in 
this recovery than in previous ones. As a 
result, the total number of people out of work 
remained high, hovering around 71/ 2 million 
(see Chart 2).

Yet layoffs have become less frequent during 
the past year so that the number of job losers 
among the unemployed has declined to nearly 
50 percent. This is an improvement over the 
almost 60-percent figure of mid-1975.

Interestingly, job gains for women during this 
period have been greater than for men. But 
since more women have entered the labor 
force than men, the unemployment rate 
for women has declined less.

So far, it's been largely a consumer recovery 
(see Chart 3). Consumer spending surged 
dramatically after the tax cut in early 1975; 
residential construction has been a sporadic 
but improving performer. More than anything 
else, the change in inventories from liquidation 
to accumulation may have been a driving
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force in the recovery's early stages. Inventories 
continued to add an important dimension to 
overall demand until early 1976. Net exports 
of goods and services also boosted the U. S. 
economy's initial recovery considerably, but 
faltered in 1976.

Business fixed investment, usually a slow 
riser after a trough in general business activity, 
is making its slowest postwar comeback of any 
comparable period (see Chart 4). State and 
local government, as well as direct federal 
government spending on goods and services, 
have increased only slightly. Federal outlays 
in the third quarter, in fact, fell surprisingly 
short of budget projections, contributing to 
a slower pace in the economy.

One prominent signal of the economic 
slowdown after a fast start was the declining 
growth in industrial production (see Chart 5).
A retail-buying pause seemed largely 
responsible, although strike activity also 
influenced the August and September figures. 
Retail sales, corrected for higher prices, grew 
slowly in April and declined in May, July and 
September. This flattening in retail sales slowed 
the momentum of economic recovery as much 
as anything else.

A Pause, Not a Stall. When placed in perspec
tive, such pauses in the recovery are common 
(see Chart 6). Real GNP, on the average, has 
risen at a faster rate in the first year of five 
previous recovery periods than in the second
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year. Correspondingly, real GNP increased 
7 percent in the first year and slowed to a 4- 
percent annual rate in the most recent two 
quarters. So, recent performance is similar 
to the past; it does not necessarily mean 
the current recovery is about to abort. Only 
in the recovery from the 1958 recession was 
a year of sharp growth followed by low growth 
and relapse into another recession.

Few experts think this will happen. Four 
factors that have contributed, in varying degree, 
to other downturns do not exist today (see 
Chart 7). Inventories are not abnormally high. 
Defense orders are on a slight uptrend. Interest 
rates have been coming down and credit is 
readily available. The rate of inflation, 
measured by the broadest price measure 
(GNP deflator), has decelerated from 12 per
cent per annum in late 1974 to 41/2 percent in 
third quarter 1976.

Although recession may not be in the near- 
term economic outlook, prospective price 
developments could be crucial to the life of 
this expansion. Many believe double-digit 
inflation was an important factor in the last 
recession, since it cut into purchasing power 
and then into spending. Price prospects may 
therefore be a key to future consumer spending 
and the ultimate staying power of the recovery.

In terms of total consumer prices, inflation 
in recent months leveled off somewhere 
between 5 and 6 percent, while food prices 
moved unevenly (see Chart 8). They declined 
in early 1976 and then rose slowly, leveling 
off in September. The most recent Department

of Agriculture report still forecasts a banner 
year for corn production and a near record 
for wheat, suggesting that the near-term out
look for food production and prices remains 
favorable. But the lifespan of this trend is 
unknown. The reduction in the cattle supply 
is already exerting upward pressure on whole
sale beef prices.

Meanwhile, increases in nonfood commodity 
prices speeded up this summer before slowing 
in September. Consumer service prices 
continued to rise at a moderately high rate, 
partly because of increasing utility rates and 
medical costs.

Prospects for consumer spending seem 
favorable, as long as inflation is kept in check 
and earnings keep rising. It is, therefore, 
disappointing that per capita disposable income 
(that is, income adjusted for taxes and inflation) 
flattened in the third quarter (see Chart 9).
But on the plus side, consumer savings are still 
rising, judging from the enormous savings flows 
into nonbank thrift institutions. Consumers 
have reduced their installment debt relative 
to income, indicating that they can take on 
more debt. Consumer sentiment has remained 
fairly optimistic, further suggesting that con
sumer spending is likely to keep increasing, 
but not necessarily at a rapid clip.

Car Sales A Key. Whether the economy 
is about to regain some of its momentum 
depends on several strategic sectors, 
notably autos (see Chart 10). Domestic 
auto sales in recent months have been 
kept down by inadequate dealer supplies
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of popular intermediate and large-size cars and 
later by shortages caused by the Ford 
strike, while smaller automobiles have 
continued to sell slowly. Detroit's manufac
turers think the gas-saving 1977 models should 
stimulate sales. They also hope that consumers 
will like the trend toward less bulky auto
mobiles and not balk at the '77 models' price 
boosts, which (for other than low-priced 
models) were greater than the '76 increases.

Nondurable retail sales, such as food and 
clothing, may be another important area to 
watch for spending clues. These sales have 
shown only moderate increases lately.

Single-family housing starts, meanwhile, have

been rising from a low recession level, 
although the high price of homes continues 
to dampen demand. Construction has been 
brisk in some parts of the country, weak in 
others. Multifamily starts, on the other hand, 
have remained in the doldrums, except for a 
sharp increase in September, due to new 
federal commitments for low-income apart
ments. Earlier overbuilding, lagging rents and 
high construction costs have held down new 
apartment building.

Business decision-makers have been watch
ing consumer spending trends, perhaps even 
more closely than usual. Businesses have 
recently been particularly cautious in their
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inventory policies, adjusting stocks quickly as 
consumer demand changed pace. They have 
also been slow to increase their capital spend
ing.

Yet considerable evidence points to brighter 
prospects for business spending over what it 
was six months ago, especially for machinery 
(see Chart 11). Contracts and orders for 
plants and equipment, an early indicator of 
business fixed investment spending, have been 
on an uptrend since late 1975. Construction 
contracts, representing commercial and 
industrial floor areas to be built, have 
moved up irregularly.

Rising corporate profits and a decrease in ex

cess plant capacity are other factors favoring 
capital spending. In third quarter 1976, the 
capacity utilization rate for materials industries 
slightly exceeded 80 percent, compared to 70 
percent in mid-1975, and a few industries are 
already close to what they consider ideal 
capacity. Nevertheless, the shortages of 1973-74 
do not exist today, although bottlenecks in 
the economy could develop rapidly if key 
industries run out of excess capacity and 
critical supplies from overseas become scarce 
or are cut off.

The economy may be vulnerable to pressures 
on prices of industrial commodities. Price 
changes for this key group flared up briefly
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last autumn, moderated this spring and 
accelerated in recent months, even in the face 
of soft markets (see Chart 12). Some of these 
price hikes have recently been canceled.
But industrial prices could speed up if 
producers succeed in passing more of their 
cost increases on to their customers. Industrial 
prices depend on many influences, including 
OPEC's upcoming decision on oil prices, the 
future strength of domestic and foreign 
demand, fear of price controls, the speed with 
which U. S. production approaches capacity 
and labor costs.

So far, increases in hourly compensation 
have not accelerated, despite boosts in some 
large negotiated settlements (see Chart 13). 
Unemployment has acted as a restraint, 
especially in construction, where wage in
creases have been much less generous than 
in previous years. Productivity, also crucial to 
labor costs, showed good gains in the first 
half of 1976. It typically slows as business 
recoveries mature and production approaches 
capacity. As a result, it is no surprise that 
productivity gains slowed in the third quarter, 
lr this development continues, unit labor costs, 
which so far have risen modestly, are likely to 
increase more rapidly. Then the upward 
pressure of labor costs on prices would be 
stronger.

Credit Costs Drop. A surprising development 
has been the continued decline in the cost of 
credit. Atypical ly, interest rates now are lower 
than earlier in the economic recovery (see Chart 
14). Decreases have not been limited to short
term rates; they have extended to longer-term 
rates as well, partly reflecting the reduction 
in inflation and inflationary expectations.

Other developments contributed to this 
downward pressure on interest rates. First, the 
internal corporate cash flow has been large, 
holding down short-term private credit 
demands (see Chart 15). Largely for this reason, 
the demand for commercial bank business 
loans has been unusually weak for this stage 
of the economic upturn. Credit demands from 
other sectors, except the U. S. Treasury, have 
been moderate. Second, the liquidity of 
financial institutions has vastly strengthened, 
permitting them to accommodate credit needs 
at lower interest rates. Nonbank thrift institu
tions, including savings and loan associations, 
have enjoyed sharply improving liquidity 
ratios, as have commercial banks. Life insurance 
companies and pension funds have also 
experienced enormous cash flows. So, large 
sums of loanable funds are available. Third, 
the decline in interest rates partly reflects 
monetary policy measures aimed at en
couraging sustainable economic recovery
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without aggravating inflation (see Chart 16). 
While the economy has lost some of its 
momentum, the financial climate remains 
conducive to a prolonged expansion.

In retrospect, the economy's slowdown 
seems more like a pause than a full stop. 
True, it remains vulnerable to sudden shifts 
in expectations and influences abroad. How

ever, good progress has been made in 
holding down inflation and should buoy 
consumer spending. Capital spending and 
housing should then add strength. Excessive 
inventories are not currently a threat, 
and financial conditions support continued 
economic expansion.*
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