
The Shape 
of the 
Recovery 
ivith Charles J. Haulk 

With the worst of the recession 
apparently behind us, business analysts 
are turning their attention to the 
recovery. In this interview (conducted 
in August), Business Economist Charles 
J. Haulk comments on the prevailing 
government forecast for the upcoming 
year and explains why he thinks the 
recovery could be sluggish after a strong 
start. 

Q 
Do Congress and the Adminis-
tration agree on what to expect 
from the economy in 1980-81? 

A Basically, they bo th see the reces-
sion end ing before the end of 
1980 and a return to fairly even 

g rowth th rough 1981. The Administ rat ion 's 
midyear ou t look calls for real GNP, wh ich 
was expected to fall at a 3-percent rate in 
the last half of 1980, to g row at 2.6 percent 
f r om four th quarter 1980 to four th quarter 
1981. Unemp loymen t is expected to rise to 
8.5 percent by the fou r th quarter of 1980 
and stay there for the next year. Inf lat ion, 
as measured by the GNP def lator, is expect-
ed to remain in the 9-percent range. The 
Congressional Budget Of f ice in its July 
forecast sees the economy much the same 
as does the Admin is t rat ion, a l though it puts 
wider ranges on values of the forecast vari-
ables. The CBO sees unemp loymen t rising 
to as high as 9.4 percent in 1981, for 
example. 

Q 
Do you see any factors which 
could make the recovery differ 
from the consensus view? 

A Yes. To begin w i th , it appears that 
the recession has been conf ined 
pr imar i ly to autos and housing 

and related industries. Seventy-five percent 
of the GNP d r o p in the second quarter was 
attr ibutable to residential const ruct ion and 
consumer durab le outlays, a very large por-
t ion of wh ich was in auto sales. Car sales, 
domest ic and impor ted , p lunged after the 
credit t ighten ing and credi t restraint pro-
gram in March. Changes in inventor ies 
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were small in real terms in the second 
quarter , contrary to most expectations. The 
expor t sector and government spending 
showed small g rowth . 

The government 's mid-year forecast 
(Chart 1) shows a substantial real GNP d rop 
in the th i rd quarter and a small decl ine in 
real GNP in the fou r th quarter, w i th the 
recession end ing before the quarter is over 
and then a return to fairly even g rowth 
t h roughou t 1981. 

M y alternative scenario, depic ted by the 
green bars, calls for a r ebound of fairly 
strong dimensions in the four th quarter, 
maybe 4 percent or higher. Af ter the fou r th 
quarter, the strength of the recovery weak-
ens as monetary restraint drives interest 
rates higher very quick ly due to fears of 
rek ind led inf lat ion and t ighten ing credit 
markets. Unemp loymen t rates in the 8-per-
cent range wi l l l ikely not subdue g rowth in 
compensat ion or uni t labor costs quick ly 
enough to change expectations of inf lat ion 
substantially. 

Nineteen eighty-one's second half cou ld 
be a per iod of very slow but posit ive 
g row th , w i th unemp loymen t not improv ing 
appreciably (Chart 2) and inf lat ion showing 
very slight improvemen t by year-end (Chart 
3). This scenario, or any other for that 
matter, depends on h o w soon the Federal 
Reserve is forced to rein in money g row th , 
wh ich depends, in turn , on whether there 
has been a shift in the demand for money 
and a recovery f r om that shift. If money 
g rowth is wel l above Federal Reserve tar-
gets in the th i rd quarter , that probably 
means the economy is r ebound ing strongly 
and mov ing toward fur ther g rowth in the 
fou r th quarter. If money g rowth is tamer, I 
th ink interest rates cou ld remain steady at 
or slightly be low current levels, wh ich 
appear to be low enough to con t inue 
encourag ing recovery, so ei ther way the 
next few months look good for real activity. 
The only except ion w o u l d be if money 
g rowth is so fast that a run -up in short rates 
of 300-400 basis points occur red, put t ing 
the housing and durab le goods sectors on 
the skids again, in wh ich case the recovery 
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w o u l d be forestal led before it proceeds 
very far. The same migh t ho ld if the Fed 
lowered its money g rowth targets in fear of 
too fast a recovery and a rek ind l ing of 
inf lat ion fears. 
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Q What is the rationale for your 
alternative scenario? 

A M y belief that there wi l l be a 
sharp tu rna round by the fou r th 

quarter is predicated on t w o 
things. First, the history of recessions since 
the second Wor ld War is that, by and large, 
the d o w n t u r n and the recovery tend 
approximately to be mi r ro r images. The 

d rop in real GNP in the second quarter was 
the largest absolute one-quar ter decl ine 
and the second largest percentage d r o p in 
the history of modern GNP account ing, 34 
b i l l ion 1972 dollars and 9.1 percent , respec-
tively. A fast up tu rn is almost surely com-
ing. Secondly, there are crucial changes in 
the structure and institut ions of the econo-
my wh ich some econometr ic models have 
either d iscounted or ignored al together 
and wh ich have led to forecasting errors in 
recent years. 

Q What effects do these structural 
changes have on the economy? 

A Structural changes have created 
an economy wh ich resists d o w n -
turns and has great rebound 

capacity, but w i th a strong inf lat ionary bias. 
First, there has been a decl ine in the share 
of manufactur ing, part icularly durables, in 
the nation's ou tpu t and emp loymen t 
together w i th g rowth in the share of in ter-
est rate-/'nsensitive sectors, such as services 
and government . Second, because govern-
ment part ic ipat ion in the economy leans 
toward protect ing or creat ing jobs and 
mainta in ing spending power (unemploy-
ment compensat ion, trade adjustment c o m -
pensation, new jobs programs, etc.), behav-
ior of the private sector has been altered in 
a way wh ich leads to expectat ions of mone -
tary and fiscal st imulus at the first indicat ion 
of unemp loymen t rate increases. 

These expectat ions of p rompt stimulus 
have steadily pushed upward the unem-
p loyment rate at wh ich inf lat ion begins to 
slow and also have pushed higher the 
unemp loymen t rate requ i red to p romp t 
reduced wage demands. This has led to an 
increase in the fract ion of the labor force 
persistently out of wo rk or underemp loyed . 
Thi rd, the g rowth of the underg round 
economy , wh ich is p redominant ly service-
or ien ted and, therefore, not interest rate-
sensitive, creates addi t ional recession resis-
tance and recovery potent ia l . These plus 
the cost of governmenta l regulat ions and 
other rigidities create a situation where 
inf lat ion is harder and harder to contain. 

The situation we face now and for the 
foreseeable fu tu re is an economy w i th sec-
toral hardship in a few areas but one w i th a 
lot of inherent overall strength. The p rob -
lem is that, w i th each recovery, inf lat ion 
gets worse. 
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Do you see any particular devel-
opments which will definitely 
play a role in the recovery? 

A The hefty 14.7-percent increase in 
Social Security benefits boosted 
personal income in July. The sav-

ings rate, wh ich had risen for one quarter , 
wi l l l ikely not rise fur ther . That means rela-
tively strong consumpt ion spending wi l l 
re turn, especially in view of the e l iminat ion 
of credi t controls. 

New factory orders for durable goods, 
o ther than transportat ion, actually rose in 
June, and nondurab le orders were about 
unchanged f r o m May, indicat ing some 
tu rn -a round in manufactur ing may be com-
ing by early fall. July durable goods orders 
rose by over $6 bi l l ion. Total labor force 
grew by 780,000 f r om Apr i l to July, a sign 
that people are still relatively opt imist ic 
about f ind ing work . 

The pen t -up demand for cars, comb ined 
w i th the new, small lines of domest ic autos, 
should prov ide a much needed lift to the 
auto makers and their workers. 

This is an election year. How will 
fiscal policy affect the recovery? 

A The federal budget has moved 
steeply in to defici t and should be 
act ing to contain the recession. 

Wi th a tax cut l ikely early next year, the 
Federal Government w o u l d remain 
stimulative unless substantial spending cuts 
were also fo r thcoming (Chart 4). Wi th an 
elect ion com ing up in November , it is 
probably safe to say that there cou ld be 
some surprises on the fiscal f ront , either 
before or after the elect ion or both . It also 
seems safe to say that fiscal pol icy wi l l 
remain st imulative for a whi le longer , al-
though not as much as some w o u l d wish. 

In any event, unless there are expecta-
t ional effects fo l l ow ing the November elec-
t ion that are strong enough to have an 
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immedia te impact on inf lat ionary tenden-
cies, 1981 does not appear to be a very 
robust year. We cou ld go th rough another 
roller coaster year, w i th swings less tu rbu -
lent than in 1980. 
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QSome people speak of a "full 
employment budget" being in 
surplus, thus making fiscal policy 

not stimulative at all. Apparently, you are 
unconvinced by this view. 

Qln previous Review articles, you 
predicted the Southeast would 
fare better than the nation. What 

is the current outlook? 

A There is a concept in the eco-
nomics l i terature called the ""full 
emp loymen t surplus or de f ic i t " 

wh ich calculates the federal defici t by esti-
mat ing revenues that wou ld be fo r thcoming 
if the economy were at fu l l emp loymen t , 
current ly de f ined at 5.1-percent unemp loy -
ment . Those w h o accept the concept argue 
that we are current ly restrictive w i th fiscal 
pol icy. M y o w n op in ion is that the concept 
of ful l emp loymen t is too arbitrari ly def ined 
and does not adequately take into account 
the reality that inf lat ion now worsens long 
before a 5-percent unemp loymen t rate is 
reached. 

A Most of the District has outper -
fo rmed the nat ion dur ing the 
recession, a l though high unem-

p loyment in Alabama and Tennessee 
b rought overall unemp loymen t in the Dis-
tr ict to 7.8 percent in July, equal l ing the 
national rate. The more favorable industry 
mix in the Southeast, the lack of over-
bu i ld ing pr ior to the onset of recession, 
and special factors in Florida and Louisiana 
have kept the District as a who le in good 
shape. Barring a comple te collapse of the 
national recovery, the Southeast should 
cont inue to ou tpe r fo rm the nat ion 
t h roughou t the remainder of 1980 and 1981. 

Q 
Could you comment further on 
the prospects for the longer term, 
especially with regard to inflation? 

A As I ment ioned earlier, our econ-
omy has undergone several 
impor tan t changes wh ich create a 

bias toward inf lat ion and resistance to 
d o w n t u r n . These developments create a 
part icularly d i f f icul t situation for monetary 
policy. In order to decelerate inf lat ion, the 
economy has to be slowed suff iciently to 
alter expectations and curb wage demands 
in the heavily un ion ized sectors, particularly 
durable goods manufactur ing and construc-
t ion. Unless progress can be made in 

reducing wage demands, then, overall 
demands must be restrained fur ther to slow 
inf lat ion. 

Wi th an economy inherent ly strong due 
to structural changes that have occur red, it 
becomes necessary to inf l ict ever more 
crushing burdens on durable goods, part ic-
ularly autos and housing, to accompl ish 
demand restraint suff icient to reduce 
inf lat ion. 

The longer te rm ou t look for inf lat ion wi l l 
l ikely not improve substantially unt i l the 
government 's p ro -emp loyment , j ob and 
income protect ing policies, and the 
government 's in f luence on wage sett ing, 
are changed. 0R] 
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