
The Recession: How 
Bad Will It Be? 
by Harry Brandt and Charles J. Haulk 

Some characteristics of the current recession 

resemble the 1973-75 period, the longest and 

most severe recession since World War II. But 

several key differences suggest the downturn 

will be less deep than last time: much of the 

current inflation is demand-pull instead of 

supply-induced, the Federal budget is more 

stimulative this time, inventories have been 

better managed, employment has shifted 

toward less volatile industries and government 

transfer payments have increased sharply. 

A Look at the Last Recession 
T h e r e h a v e b e e n six recess ions s ince W o r l d 
W a r II (see Table) . T h e '73-75 bus iness 
recess ion was the longest. It lasted s ixteen 
m o n t h s a n d also was the most severe of the 
six contract ions . 

R E C E S S I O N S 
S I N C E W O R L D W A R II 

Nov. '48 - Oct . '49 
J u l y '53 - May '54 
A u g . '57 - A p r . '58 
A p r . '60 - Feb. '61 
D e c . '69 - Nov . '70 
Nov . '73 - May '75 

L e n g t h 
No. of Mos. Real G N P Industrial Production 

Severity 

11 
10 

8 
10 
11 
16 

- 1 . 4 % 
-3.3 
-3.2 
- 1 . 2 
- 1 . 1 
- 6 . 6 

- 7 .5% 
- 8 .1 
-11.3 
- 7.5 
- 5.6 
-13.9 

Last recession was long and severe because: 

Auto Sales... 
Inflation Rate, led by oil 
prices... Housing Starts. 

fell sharply in 1973 as. climbed, plummeted and. 

4 JULY/AUGUST 1980, E C O N O M I C REVIEW 

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

July 1980



Why was the '73-75 recession so steep 
and long? The oil embargo which started in 
November '73 (the first recession month) 
was the straw that broke the economy's 
back. Auto sales, which had started to 
weaken even before the oil embargo, then 
fell sharply (Chart 1). 

Another depressing influence was the 
rapid inflation, pinching consumer 
purchasing power (Chart 2). The inflation 
was fueled by: (1) demands that exceeded 
available supplies, (2) rising food prices 
(due partly to the '72 drought), (3) the 
quadrupling of oil prices, (4) off-again, on-
again wage and price controls, and (5) the 
dollar devaluation in February '73 and 
further decline in the dollar's exchange rate 
that raised the prices of foreign goods sold 
in the United States. 

Two developments intensified the last 
recession. O n e was the slump in residential 
construction, particularly apartments and 
condominiums. Housing starts fell from a 
2.4-million peak to 1.0 million (Chart 3). 
The other was speculative buying and 
hoarding by businesses, which resulted in 
an enormous inventory buildup (Chart 4). 
The subsequent inventory liquidation 

required sharp production cutbacks and 
huge layoffs. The unemployment rate, 
consequently, soared to 9 percent (Chart 
5). 

What was the monetary and fiscal policy 
response to this environment? The Federal 
Reserve initially moved to a less restrictive 
policy, and this relaxation along with the 
lower credit demands caused interest rates 
to fall (Chart 6). But because of rapid 
inflation, the Federal Reserve in early '74 
retightened, despite the evidence of 
recession, and it was not until autumn '74 
that it acted to stimulate the sagging 
economy. By early '75, Congress joined to 
pass a $22-billion tax cut; and even though 
the recession ended in May '75, the Federal 
Reserve — concerned over high 
unemployment — continued on an 
expansive monetary policy well into '76. 

The Current Recession: 
Will History Repeat? 

The economic variables which are most 
likely to shed light on the course of future 
developments are: inflation, the Federal 
deficit, interest rates, inventories, the 
savings rate, and the structure of the 

Unemployment Rate. 

1972 1973 1974 1975 

In response, the Fed eased, 
retightened on account of 
inflation... 

% 
Federal 

— Funds 
Rate 

% at Ann. Rt. 
Change in M l - A = 1 0 

1972 1973 1974 1975 1976 

soared. but then eased further. 

Gray area between dashed lines indicates recession. 
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economy. Since many people fear we 
could repeat our last recession, let us 
delineate differences and similarities with 
the 1973-75 experience. 

Inflation Is Mostly Demand-Pull 
This Time 

O n the surface, the 1979-80 inflation 
appears to be as bad as, if not worse than, 
the inflation of 1974-75; so we might expect 
the downturns to be similar. While it is true 
that consumer price inflation — that most 
publicly visible rate of inflation — has 
exceeded rates of 1974, the broader rate as 
measured by the G N P deflator has not 
achieved the 1974 rates (at least as of May 
1980). 

Inflation continued to climb in the 
recession of 1974 and did not peak until 
the recession was three quarters old. 
Consumer price inflation bounced around 
12 percent until fourth quarter 1974, 
thereafter showing marked improvement 
(Chart 7). 

Inflation was worsening rather than 
improving, largely because of the 
tremendous worldwide commodity 
inflation in 1972-73, which was still feeding 
into final products throughout most of 1974 

despite the contraction of real activity 
through 1974. However, the contraction in 
final sales through the first three quarters 
was not sufficient to force postponement 
or cancellation of cost passthrough into 
prices. Not until the full effect of the credit 
crunch of July and August took hold did 
sales collapse. After that, prices moderated 
slightly. 

Our recent inflation experience is 
different from 1974. The '74 inflation was in 
large part a supply phenomenon, with 
shortages, oil price hikes, and world 
commodity inflation imposed on the U.S. 
The inflation of 1979-80 — although also 
significantly influenced by oil price hikes — 
is, on the other hand, more of a demand-
pull phenomenon combined with changes 
in the structure of the economy which 
make it increasingly biased toward inflation. 

Internal demand-pull inflation should be 
more responsive to demand restraints than 
inflation induced by external supply factors. 
Only in two recessions since World War II 
(1957-58 and 1973-75) has inflation not 
yielded quickly to weakening demand 
either before or at the onset of recession. 
Both were bad recessions. 

Some people fear we 
could repeat our last 

recession 

While '79-'80 inflation was 
initially higher than ,74... 

GNP Deflator 

1973 1974 

1979 1980 

it yielded faster to weaken-
ing demand. 
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O n e final point: The Consumer Price 
Index was propelled to the 18-percent rate 
of the first quarter, partly by the rapid rise 
in mortgage interest rates. More recent 
softening in these rates could begin to 
show up as early as July. (Changes in 
conventional mortgage rates are not 
reflected for a month or more in the 
index.) Some price relief, in fact, has 
already occurred. The index in April and 
May rose at an 11-percent rate. 

Federal Budget More Stimulative 
in 1980 

In 1973, Federal expenditures contracted in 
inflation-adjusted terms and remained flat 
in 1974. Combined Federal, state, and local 
budgets moved into surplus, thereby acting 
as a drag on the economy, even though 
real activity was contracting. The Federal 
budget dropped from a $20-billion-a-year 
deficit in late 1972 to a $5- to $7-billion 
deficit through most of 1973 and 1974. The 
fall in receipts in fourth quarter 1974 and 
first quarter 1975 produced a deficit of $50 
billion (Chart 8). The combined budgets 
finally moved to a stimulative position in 
fourth quarter 1974, after being mildly 

restrictive for the first three quarters of the 
recession. 

After moving toward restraint in the first 
half of 1979, the Federal budget became 
increasingly stimulative for the last three 
quarters, with expenditures increasingly 
outpacing receipts. State and local budgets 
have maintained a $20- to $25-billion 
surplus but will probably move toward 
balance over the next quarters, as receipts 
fall. 

In sum, the fiscal policy of 1974-75 was 
one of too much restraint during the early 
part of the recession and then perhaps too 
much stimulus after recovery was under 
way. In contrast, in 1979-80, the move 
toward more stimulus came prior to the 
onset of recession. Automatic fiscal 
stabilizers are now under way to relieve 
some recession-induced hardships. 

Drop in Interest Rates May Mean 
Quick Recovery 

The typical pattern of interest rates would 
be for Treasury bill rates to peak almost 
coincidentally with a business cycle peak. 
During 1974, the bill rate did the unusual. 
After peaking in late 1973, which was 

Federal Deficit held steady 
far into last recession, but... 

this time a spending in-
crease created earlier stim-
ulus. 

...but key variables 
suggest a repeat is not 
likely. 

Dashed line indicates beginning of recession. 
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almost coincidental with the onset of 
recession, the bill rate fell for a few months 
before rising to another peak in August 
1974, nine months after the start of 
recession. With the current recession dated 
as starting in February, we have a near 
coincidence of the peak in Treasury bill 
rates and the peak in real activity. Long-
term government bond rates typically also 
peak coincidentally with a real activity 
peak. Again, we have a typical pattern in 
long-term rate behavior — if not in degree, 
at least in timing (Chart 9). 

In 1974, we were subjected to double 
peaks in short rates and a long lag after 
recession-onset to the second peak in rates. 
The rising rates during the recession 
undoubtedly contributed to the extreme 
severity of the late 1974-early 1975 drop in 
activity. After short rates peaked in July, 
they fell less than a point per month 
through the end of 1974. The Federal funds 
rate dropped from 12.92 percent in Ju ly to 
8.53 percent in December. Rates on 
conventional mortgages continued to rise 
slowly for several months after July, before 
falling slowly in early 1975. 

In 1980, we have seen rates climb to 
unprecedented levels and we have seen 

rates fall by 8 to 9 percentage points in a 
matter of weeks; even mortgage rates have 
dropped 3 to 4 percent. This sharp drop, 
while indicative of falling activity, is setting 
the stage for a quick recovery, especially in 
housing (Chart 10). Less — rather than 
more — monetary growth has 
accompanied the decline in interest rates; 
however, since April, growth in the 
aggregates has picked up (Chart 11). 

Inventories Safer This Time 
Business inventories grew very rapidly in 
late 1973 and early 1974. As a result of 
slowing sales, the ratio of inventories to 
sales rose throughout 1973 and then sharply 
in late 1974, as sales collapsed. Despite 
massive cutbacks in output in late 1974 and 
early 1975, inventories continued to climb 
through first quarter 1975. Both durables 
and nondurables inventories surged relative 
to sales during 1974. 

In 1979, on the other hand, durables 
inventories rose relative to sales but were at 
reasonably safe levels in first quarter 1980. 
Further declines in sales in the second 
quarter could push that ratio higher, but it 
would appear that the rapid output 
declines in April and May may be sufficient 

Rise in 3-Month Treasury 
Bill Rate during last reces-
sion was unusual, but... 

Housing starts. 
increased monetary growth 
since April. 
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sharp '80 drop may mean 
quick business recovery. 

will benefit from lower in-
terest rates and... 
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to prevent inventories from rising rapidly 
(Chart 12). 

The key will be in the pace of sales. At 
this point, it would appear that durable 
goods production is in for a period of 
some retrenchment as manufacturers try to 
avoid further inventory buildup. 
Nondurables inventories went into the 
downturn basically in check. Overall, 
inventories have declined in real terms 
since the third quarter of 1979 and do not 
seem to be as seriously out of balance as in 
late 1974. Lower interest rates could 
encourage inventory building. 

Savings Rate Differs 
The behavior of savings is obviously very 
crucial at this time. This may be the single 
most important item in the real economy 
to watch. It holds the key to the depth and 
length of the recession, since inventories 
were generally in check at the onset of 
recession, but that was also true in 1970, 
when an increase in the savings rate led to 
a sharp rise in the inventory-to-sales ratio. 

In 1973, as well, the consumer was 
becoming more cautious. The savings rate 
began climbing in the third quarter of 1972 
from just under 6 percent and continued to 

rise throughout 1973 (Chart 13), hitting 8.5 
percent in the fourth quarter (the quarter 
the recession started). 

For the next three quarters, the savings 
rate fell back rather sharply as disposable 
income contracted, thus preventing real 
final sales from dropping appreciably 
despite weakness in durable goods and 
construction. Real GNP was declining 
slowly during the period as the rate of 
inventory accumulation dropped. The 
savings rate jumped upward in the fourth 
quarter of 1974 and dropped back before 
climbing to nearly 10 percent in the second 
quarter of 1975 as a result of the tax rebate 
program. 

This time we have a somewhat different 
pattern. By summer 1979, most observers 
had concluded that a recession was under 
way, based on April and May data that 
showed clear signs of contracting activity. 
But as we are aware now, the consumer 
was having none of it and quickened the 
pace of consumption outlays by reducing 
dramatically the portion of income saved. 
The savings rate, instead of climbing several 
quarters prior to the recession, rose only 
briefly in the first half of 1979 before 
dropping to record low levels for the next 

Business Inventories, high 
in '73... 

Bil. $ at Ann. Rt. 

Low Personal Savings Rate 
at current recession's on-
set... 

% of Disp. Income 

1973 1974 

were at safer levels this holds key to this recession's 
time. depth and length. 

Dashed line indicates beginning of recession. 
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three quarters. The drop in the savings rate 
kept final sales growing in real terms 
despite no growth in real disposable 
income. Durable goods sales remained 
steady at just above the second-quarter 
1979 level for three quarters. Meantime, 
inventory accumulation declined to zero by 
the first quarter. 

We have seen some movement toward a 
higher savings rate in March and April of 
this year. A n increase in the savings rate 
from 3.5 percent of disposable income (its 
first-quarter level) to 5.5 percent would 
entail a $35-billion cut in consumer 
expenditures. That large a decrease in 
spending would be a blow to an already 
contracting economy. A rise to a more 
traditional savings level of 6.0 or 6.5 percent 
would be an even bigger shock to the 
economy. Most likely, however, any 
consumer retrenchment will be fairly short-
lived and not of the magnitude that would 
send the economy into a long nose dive. 
Over the long run, as inflation subsides, 
higher rates of saving should be expected 
and desired. 

The Structure of the Economy 
Any attempt to draw inferences about the 
current business cycle by examining 

previous cycles must also consider the 
important structural changes that occur 
over time. These changes can create some 
uncertainty in our comparisons and 
inferences. 

Three important structural changes in our 
economy over the past two decades have 
been: (1) the declining share of 
manufacturing employment and the growth 
of service and government employment, (2) 
the increasingly large role government 
plays in the economy, and (3) the growth 
of what is called the underground 
economy. 

The shift in composition of employment 
has been moving toward a smaller share of 
manufacturing employment (both durables 
and nondurables) for many years (Chart 
14). The share of manufacturing 
employment has dropped from 35 to 24 
percent since 1952. This decrease has been 
about evenly split between durables and 
nondurables. The share of construction 
employment has also drifted slightly lower 
since 1960. These decreases in share have 
been matched by increased service and 
government shares. 

Manufacturing, particularly durable 
goods, and construction are by far the most 

Declining share of Manu-
facturing Employment re-
flects ... 

shift to recession-resistant 
service and government sec-
tors. 

10 

Gray area between dashed lines indicates recession. 
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cyclically volatile due to their sensitivity to 
interest rates. As their share of total 
employment declines, the economy 
becomes more resistant to downturns than 
in the 1950s, when durable goods manufac-
turing plus construction represented 26 
percent of total employment, compared to 
19.5 percent in 1980. This tendency is 
further enhanced by the fact that the 
employment share lost by manufacturing 
and construction is now in the service and 
government sectors, which tend to be 
much less sensitive to interest rate changes. 

Another important structural change is 
government's role in the economy. This 
can be seen most readily by the share of 
government transfer payments in total 
income. In 1965, they amounted to 7.6 
percent. By 1979, they were 13.3 percent, 
nearly doubling in 14 years. The share of 
transfer payments increases during a 
recession. The point here is that 
government's role in the economy has 
tended to create built-in resistance to 
downturns and to create stimulus during a 
downturn. 

These two structural changes have been 
under way for about two decades and have 
continued since the 1973-75 recession. The 

upshot is that the economy is harder to 
push into recession and has a built-in 
tendency toward a quick recovery. 

The role of the underground economy in 
producing an inflationary bias has been 
discussed elsewhere and need not be 
reviewed here.1 Since the underground 
economy is heavily service-oriented and 
aims principally to avoid taxes, the 
underground economy is arguably a 
stabilizing factor (i.e., it has a counter-
cyclical effect on downside forces in a 
recession). 

It appears, then, that we may have seen 
the worst part of the slide already, and the 
inflation during the second half of 1980 
may be lower than in the first. If so, the 
recession will most likely be less deep than 
in '73-'75. The unemployment rate, 
however, could conceivably go to 9 
percent even under those circumstances. 
Although that would be as high as in 1975, 
the unemployment rate at the start of this 
recession was 6.0 percent, compared to 4.8 
percent in 1973; so 9 percent would not 
represent as much increase as in 1973-75. 0R] 

'See Charles J . Haulk, "Thoughts on the Underground Economy," this 
Review, March/April 1980, pp. 23-27. 

"It appears ...that we have seen the 
worst of the slide already, and the 
inflation during the second half of 
1980 should be lower than the first." 
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