
The Economy in 1980

Economic activity fluctuated marked-
ly over the four quarters of 1980 but
on balance exhibited no growth over
the year. At the same time, infla-
tionary pressures remained intense,
with most broad measures of prices
and wages rising at least as fast as in
1979.l Real gross national product
(GNP) grew moderately in the first
quarter and then plummeted at an an-
nual rate of 10 percent in the second
quarter—the largest one-quarter
decrease in the postwar period. The
downturn bottomed out quickly,
however, and a brisk rebound over
the second half brought output to
about the level of late 1979.

Monetary and fiscal policies in
1980 continued to be directed toward
damping inflationary pressures. Dur-
ing 1979 and into the opening months
of 1980, private demands for goods
and services nevertheless remained
relatively buoyant in the face of high
nominal interest rates as the public re-
mained skeptical about the prospect
for containing inflation. This at-
titude, coupled with a sharp hike in
the price of imported oil and concern
that increased defense spending
would result in wider budget deficits,
contributed to a heightening of infla-
tionary expectations and substantial
speculation in commodity markets in
the early part of 1980. Against this
backdrop, President Carter an-
nounced a multifaceted anti-inflation
program on March 14. The President
authorized use of the extraordinary

1. Unless otherwise indicated, annual figures
represent changes from the fourth quarter of
1979 to the fourth quarter of 1980.

powers of the Credit Control Act of
1969, and the Board of Governors
responded with a set of temporary
measures to restrain the growth of
credit.

Although the weakening was not
fully apparent at the time, activity in
the consumer and housing sectors had
already turned down by early 1980.
The falloff in these demands reflected
primarily the high cost of credit and a
longer-term deterioration in growth
of real disposable income and house-
hold financial positions. The decline
probably was exacerbated by the cur-
tailment of lending and the change in
borrowing attitudes that accom-
panied the special credit restraint pro-
gram. After credit conditions eased
early in the summer and the special
credit restraints were lifted, personal
consumption expenditures and hous-
ing starts generally reattained the
levels of early 1980.

In the business sector, real outlays
for fixed capital fell substantially
over the year, largely in response to
the weakness in final sales and re-
duced capacity utilization rates. As in
most of the preceding economic ex-
pansion, businesses continued to
maintain tight control over inven-
tories. Still, the severity of the decline
in final sales in the second quarter led
to some involuntary accumulation
and forced subsequent liquidations
during the second half.

The foreign sector provided sup-
port to the economy in 1980. Real ex-
ports of goods and services rose,
reflecting in part the continuing ef-
fects of the depreciation of the dollar
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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; auto sales
are from the Motor Vehicle Manufacturers Associa-
tion. All other data are from the U.S. Department of
Commerce.

Real GNP and real final sales are in terms of 1972
dollars.

The inventory-sales ratio is based on real (1972
dollars) manufacturing and total trade sales and inven-
tories.

GBP prices are measured by the fixed-weight price
index for gross domestic business product (1972
weights).
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in 1911-IS. The volume of imports of
goods and services declined after the
tirst quarter in response to the
weakening in domestic activity. Oil
imports in particular were down
sharply as consumption was reduced
by the rising price of petroleum and
weakness in economic activity.

In spite of the slower growth of
overall activity in 1979 and the reduc-
tion in aggregate demand during the
first half of 1980, inflationary
pressures remained strong last year.
Month-to-month movements in
prices often were dominated by
developments in food and energy
markets and in costs of homeowner-
ship. But, more fundamentally, the
key determinants of underlying infla-
tionary trends worsened. A further
decline in productivity, together with
continued rapid rates of wage in-
crease, pushed up unit labor costs,
thus adding to price pressures. In ad-
dition, the effects of sharp hikes in
the price of imported crude oil since
1978 spilled over to other goods
and services. The fixed-weight price
index for gross domestic business
product, a broad measure of infla-
tion, rose about 93A percent over the
year, slightly more than in 1979,
while increases in consumer and pro-
ducer prices, at 12Vi and 12 percent
respectively, were a little lower than
in the previous year.

Household Sector

Spending by the household sector
weakened considerably in early 1980.
The sharpness of the curtailment
probably was related mainly to the
tightening of credit conditions and
the impact of the credit restraint pro-
gram on consumer attitudes. How-
ever, other factors also played a role.
In particular, a progressive deteriora-
tion of household financial positions

in previous years had made American
households increasingly vulnerable to
income and financial shocks. Around
1977, households began to save a
distinctly smaller fraction of
disposable income than previously
and to borrow heavily to finance their
outlays, thereby pushing debt
burdens to historically high levels.
Moreover, growth of real disposable
income turned sluggish in early 1979
and income prospects became less op-
timistic, while sharp increases in the
prices of food and energy began to
cut into the discretionary portions of
family budgets.

Reflecting these developments,
consumer spending in real terms fell
at a AVi percent annual rate over the
first half of 1980. As in past reces-
sions, outlays for more discretionary
purchases were particularly affected.
Purchases of new cars tumbled to an
annual rate ofl3A million units in the
second quarter, 2 million below the
pace in the fourth quarter of 1979, as
demand for larger-size domestic
models plunged. Sales of furniture
and appliances also fell sharply, in
part as a result of the drop in home

Income, Consumption, and Saving
Percentage change, Q4 to Q4
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Based on U.S. Department of Commerce data, sea-
sonally adjusted at annual rates. Real consumption
and real disposable income are in terms of 1972
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sales. Moreover, efforts to conserve
on energy usage held down real out-
lays for nondurable goods and ser-
vices, which were about unchanged
over the first half.

Early in the summer, an easing of
general credit conditions and the ter-
mination of the special restraint
measures helped to foster a revival of
consumer outlays, and spending in
real terms rose at an annual rate of 6
percent over the second half. Income
prospects and consumer confidence
also improved, and households were
able to rebuild savings somewhat as
well.

Sales of domestic autos picked up
from the depressed second-quarter
level, although steep price increases
on 1981 models and higher financing
costs apparently deterred buyers in
the autumn. For the year as a whole,
sales of domestic autos totaled 6.6
million units, the lowest level in 20
years; sales of foreign cars averaged
2.4 million, about the same as in
1979, and accounted for a record one-
fourth of the total sold.

Real residential construction ex-
penditures fell 13 percent over the
year, after a decline of 6 percent dur-
ing 1979. Movements in housing ac-
tivity within the year were heavily in-
fluenced by the course of mortgage
interest rates. Total private housing
starts dropped from an already re-
duced pace of 1.6 million units in the
fourth quarter of 1979 to 1.1 million
units in the second quarter of 1980 as
the average interest rate on new mort-
gage commitments rose to more than
16 percent. Starts recovered with the
abrupt easing of credit conditions
early in the summer. By September,
they had approached their late 1979
level, and they remained at that level
through the fall despite the return of
mortgage rates to the range of 14 to
15 percent. For the year as a whole,

starts totaled 1.3 million units, the
lowest since 1975.

In contrast to previous cyclical
downturns, the weakening of housing
activity in 1980 was most evident in
the single-family sector. Although
demographic trends remained favora-
ble, the increased cost of home pur-
chase associated with higher house
prices and the rapid rise in mortgage
interest rates cut deeply into demand
for new homes. Single-family starts
fell to 850,000 units in 1980, com-
pared with 1.2 million in 1979. The
rise in home prices slowed substan-
tially relative to 1978 and 1979; even
so, the average monthly payment on a
new home continued to increase
faster than household income. These
higher debt-service costs constrained
the ability of many homebuyers to
qualify for traditional mortgages and
contributed to the widening use of in-
novative financial instruments, such
as graduated-payment and variable-
rate mortgages.

In the multifamily sector, starts
totaled 440,000 units, compared with
550,000 units in 1979. This sector was
apparently more resilient because of a
sustained demand for condominium
units as well as the presence of the
section 8 subsidy program ad-
ministered by the Department of
Housing and Urban Development,
which supported around 100,000
rental units. New building activity
weakened significantly in the private
rental market as rent increases
generally continued to lag behind
rises in energy costs and other
operating expenses.

Business Sector

Business fixed investment fell 4 per-
cent in real terms during 1980, after
several years of strong advances. The
weakness in capital spending can beDigitized for FRASER 
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8 The Economy in 1980

linked to the emergence of a sizable
margin of unutilized plant and equip-
ment as a result of the slow growth of
final sales over 1979 and their con-
traction in early 1980. In addition, the
business sector came under increasing
financial pressure in 1980. Long-term
interest rates were historically high,
corporate operating profits fell well
below year-earlier levels, and bal-
ance-sheet positions continued to
deteriorate.

The decline in real outlays was
sharpest in the construction area.
Spending on nonresidential structures
fell 6 percent over the year, after an
average rise of about 11 percent in the
previous two years. Cutbacks were
especially severe in the industrial
building category, while increases in
petroleum drilling provided some off-
set. Business purchases of new equip-
ment fell 4 percent in real terms over
the year, led by declines in purchases
of trucks and cars. On an industry
basis, capital spending gains slowed
markedly in most of the cyclically
sensitive manufacturing groups, par-
ticularly nonelectrical machinery,
stone, clay, and glass, and rubber;
outlays by motor vehicle manufac-
turers, however, were boosted by
retooling for the new small cars.
Energy and high-technology in-
dustries generally continued to ex-
hibit considerable strength in 1980.

According to currently available in-
dicators, business fixed investment is
likely to remain sluggish in 1981,
especially outside the defense and
energy-related sectors. Although
orders and contracts for plant and
equipment in real terms rose during
the second half of 1980, in the fourth
quarter they still were below year-
earlier levels. Longer-term com-
mitments outside the petroleum in-
dustry, such as capital appropria-

tions, also were running below year-
earlier levels. In addition, surveys of
plans for plant and equipment spend-
ing taken toward the end of 1980 and
in early 1981 suggested little if any ad-
vance in real outlays for calendar year
1981.

In general, firms attempted to keep
inventories lean in 1980 as they ad-
justed to wide swings in final sales
against a backdrop of high carrying
costs. Total business inventories in
constant dollars were about un-
changed over the first half of the
year. However, the sharp drop in
final sales pushed inventory-to-sales
ratios up sharply, and by May the
ratio for manufacturing and trade
had nearly reached the peak attained
in the 1973-75 cycle. Subsequently,
real stocks were liquidated as final
sales picked up and adjustments to
production helped reduce overhangs.

Government Sector
Real purchases of goods and services
at all levels of government increased
about \Vi percent over 1980, about
the same as for each of the previous
two years. In 1980, however, growth
was concentrated in federal pur-
chases, particularly for national
defense. Purchases by state and local
governments remained unchanged,
on balance, over the year.

The budget deficit for the federal
government on a national income ac-
counts basis rose from about $25
billion in the fourth quarter of 1979
to around $70 billion in the final
quarter of 1980. The widening of the
deficit largely reflected the automatic
stabilizers of the budget. Growth of
tax receipts, at about IW2 percent,
was roughly the same as in 1979, but
much of the advance in 1980 stemmed
from the imposition of the windfall
profits tax on oil company revenues.
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Increases in personal income taxes
and social insurance contributions
slowed markedly, largely reflecting
the patterns in employment and in-
comes, and corporate profits tax ac-
cruals declined. At the same time,
transfer payments rose substantially
as the surge in joblessness raised out-
lays for unemployment benefits and
other income security programs; in
addition, social security beneficiaries
received a 14!4 percent cost-of-living
raise in July.

Nonetheless, increased federal pur-
chases also contributed significantly
to the expanded budget deficit, large-
ly as a result of higher defense spend-
ing. National defense purchases rose
5 percent in real terms, while non-
defense purchases were up about 2
percent. Grants to states and
localities rose 8 percent in nominal
terms, and in real terms probably fell
somewhat. A further phasing-down
of the local public works and public
employment programs accounted for
most of the slowing.

In contrast to the federal sector,
state and local governments were
relatively unaffected by the recession
last year. The growth of total reve-
nues, at 10 percent, was slightly
higher than the advances in the
previous two years. On the spending
side, growth of outlays already had
begun to slow in response to longer-
term demographic factors and public
sentiment to limit spending. In 1980,
this trend was reinforced by stringent
financial conditions that led to the
postponement or cancellation of sev-
eral bond issues early in the year and
contributed to a substantial decline in
construction outlays. Also, employ-
ment rose only 125,000, the smallest
gain in three decades, as enrollments
in public service employment pro-
grams dropped and many govern-

ments allowed attrition to reduce
their payrolls. The sector's operating
budget (total balance net of social in-
surance funds) was close to balance
for most of the year, as it had been
since early 1979.

Labor Market Developments

Five years of continuous expansion in
employment were interrupted in
1980, as firms responded to the sharp
declines in sales during the first half
by cutting their work forces and
shortening workweeks. Between Feb-
ruary and July the number of workers
on payrolls of nonfarm establish-
ments fell 1 lA million. However, the
contraction was short lived and was
followed by a substantial and widely
based recovery in employment in the
second half of 1980.

Much of the early cutback in em-
ployment was associated with weak
auto sales and depressed housing ac-
tivity. By midyear, about one-seventh
of those employed in transportation
equipment and primary and fabri-
cated metals industries had lost their
jobs; about a third of the total hourly
auto workers were on indefinite
layoff. In addition, employment in
contract construction declined by
almost 337,000 between February and
July. Although the ensuing rebound
in consumer demand led to sizable
recalls in these sectors, by year-end
payroll employment in manufactur-
ing and construction had regained
only about one-half of the cumulative
job losses since their peaks. The
economic contraction also spilled
over into private service-producing
industries, holding the employment
gain in that sector to the smallest in
five years.

The contraction of labor demand
in the first half of 1980 led to a jump
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10 The Economy in 1980

in the unemployment rate from just
under 6 percent at the end of 1979 to
IVi percent by May, where it re-
mained for the balance of the year.
The biggest increases in unemploy-
ment in the spring occurred among
adult men, and reflected the concen-
tration of job losses in blue-collar oc-
cupations; by mid-1980 the unem-
ployment rate for adult males was
almost as high as at the trough of the
1973-75 recession. The deterioration
in job opportunities interrupted a
five-year climb in the labor force par-
ticipation rate. Even the participation
rate for women, which has contrib-
uted most significantly to the expan-
sion of the labor force in the postwar
period, edged up only slightly over
the year.

The cyclical deterioration in pro-
ductivity continued into the first half
of 1980 as rapid declines in output
outpaced adjustments in the work
force. However, the growth in pro-
ductivity that accompanied the ad-
vance in production during the
second half of the year just about off-
set the earlier losses, and output per
hour in the nonfarm business sector
was about unchanged in 1980, after a
1 percent decline over 1979. The trend
rate of productivity growth apparent-
ly continued at the slow pace that has
characterized most of the decade,
compounding the effects of large
wage increases on unit labor costs.

Despite the slack in labor markets,
wage rates accelerated in 1980 as
workers sought to make up for reduc-
tions in real wages that had occurred
in the wake of sharp energy price in-
creases in 1979. In the private non-
farm business sector, wage rates—as
measured by the average hourly earn-
ings index—rose at a rate of more
than 9Vi percent over the four

quarters of the year, compared with
an 8 percent increase in 1979. This ac-
celeration was most pronounced in
the manufacturing sector, in which
cost-of-living provisions are most
prevalent, but almost all other major
sectors also posted larger increases.
Hourly compensation, which includes
employer contributions for social in-
surance and the cost of fringe
benefits, rose 10 percent in 1980,
about Vi percentage point faster than
during 1979.

The acceleration in hourly compen-
sation coupled with the continuing
slump in productivity pushed unit
labor costs for the nonfarm business
sector up more than 10 percent in
1980, compared with 11 percent dur-
ing 1979. With the rapid price in-
creases in 1980 carrying over into
forthcoming wage negotiations and
with new boosts in payroll taxes and
in the minimum wage, compensation
is likely to increase rapidly in the
coming year.

Prices

Inflationary pressures continued to
permeate the economy in 1980, in
spite of a second year of sluggish
growth in aggregate demand. The
fixed-weight price index for gross
domestic business product rose
slightly more than 9 Vi percent over the
four quarters of 1980, about !4 per-
centage point faster than in 1979. The
price indexes for consumer and pro-
ducer finished goods advanced about
12!/2 and 12 percent respectively last
year. Their growth was a little less
than in 1979, although volatile move-
ments in mortgage rates and in home
prices had an especially large impact
on monthly fluctuations in the con-
sumer price index (CPI).
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Movements in food and energy
prices affected the course of inflation
in 1980, although pressures in these
two sectors emerged at different times
during the year. In the first half,
retail energy prices rose at an annual
rate of more than 30 percent, while
food prices, which had been decel-
erating since the beginning of 1979,
slowed even further, to an annual rate
of less than 5 percent. Then in the sec-
ond half, energy prices rose at a pace
below the inflation rate, while food
prices rose more than 14 percent at an
annual rate.

The surge in energy prices early in
the year resulted from higher prices
of imported crude oil and the pro-
gressive decontrol of prices for
domestic crude oil. By the second
quarter, however, prices for most
energy commodities had stabilized, as
inventories rose with weakened de-
mand. These large stocks helped to
cushion the impact of sharp produc-
tion curtailments by Iraq and Iran
during the autumn and of the con-
tinuing phaseout of price controls on
domestic crude oil; by midyear more
than two-thirds of all crude
petroleum supplies were selling at
prices at or near world levels. The in-
direct passthrough of sharp increases
in the price of imported crude oil
since 1979 was evident in the rapid in-
creases in prices for some inter-
mediate materials early in the year,
particularly for plastics and rubber
products.

Retail food prices accelerated
sharply in the second half of 1980,
resulting in a cumulative increase of
more than 10 percent over the four
quarters of the year. Meat prices in-
creased rapidly in the second half as
pork and poultry production fell off,
in part because of severe drought con-

ditions in the Midwest and South.
The drought added to the upward
pressures for other farm products as
well. Crop price increases were
especially large, and food prices are
expected to rise rapidly in 1981 as the
effects of these higher crop prices
feed through to the retail level.

While price increases for energy
and to a lesser extent for food exacer-
bated the overall inflation rate in
1980, the strong labor cost pressures
experienced over the year also sus-
tained an underlying momentum in
price pressures for most sectors. One
measure of this underlying trend, the
fixed-weight price index for personal
consumption expenditures excluding
food and energy, rose more than 9!4
percent over the four quarters of
1980, up from a pace of 7!4 percent
in 1979; part of the acceleration was
due to the passthrough of higher
petroleum costs.

An inflationary psychology was
evident in the flurry of speculative ac-
tivity early in the year, particularly
for gold and silver. Moreover, specu-
lation spilled over from the precious
metals to several industrial com-
modities, especially copper. By early
spring, speculation in commodities
markets had subsided in the face of
rapidly rising interest rates and
declining aggregate demand, but it
picked up again as the economy
recovered. Sharp declines for prices
of certain sensitive industrial com-
modities—particularly steel, alumi-
num, and lumber and wood prod-
ucts—had a moderating influence on
producer prices in the first half of
1980. The Department of Labor's
measure of spot market prices fell 13
percent from the peak in February to
the trough in June of 1980. In addi-
tion, producer prices of crude ma-
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terials excluding food and energy fell most of the earlier losses, and by
almost 10 percent during the same year-end, industrial raw materials
period. With the rebound in activity prices in the producer price index
in the second half of the year, prices were lOVi percent higher than a year
of industrial commodities regained earlier.
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