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A t the  tu rn  o f a decade, tra d itio n  suggests po lish ing  the  c ry s ta l ball 

w ith  e x tra  care. The last decade proved d if f ic u lt  fo r  the w orld  economy.

Many major events o f the 1970's were not seen by economic forecasters ten 

years ago. I t  is u n like ly  o u r c la irvoyance has im proved w ith  the passage 

o f time. Who, fo r  example, could have p red ic ted  the  recent events in Iran  

and A fghanistan?

Even one year ago, forecasters believed 1979 would be a recession yea r.

B u t real economic a c tiv ity  increased in the  th ird  q u a rte r  and e a rly  ind ications 

are th a t a c tiv ity  also increased in the  fo u r th  q u a rte r. I f  t ru e , th a t would leave 

on ly  the second q u a rte r showing a decline last year.

In my rem arks to you last January , the  like lihood o f a recession was d is 

counted. However, I d id  expect the economy to weaken. Now, the  grow ing  

num ber o f persons laid o f f  and the weakness in  in d u s tr ia l p roduction  tow ard the 

end o f 1979 g ive credence to those who th in k  a recession is near.

Recessionary forces are sca tte red , b u t show th e ir  g reatest s tre n g th  in the 

Midwest and N ortheast sections o f the  c o u n try  and in the  autom otive and re s i

dentia l cons truc tion  sectors o f the economy. S tre n g th  in these sectors fed 

the fo u r-y e a r-o ld  boom; now, th is  s tre n g th  has declined and the  boom is 

s ta rv in g .

We know the reasons: the  substan tia l increase in  automobile p rice s ,

especially small automobiles, encouraged d r iv e rs  to keep th e ir  old ca rs . The 

escalating cost o f gasoline tu rn e d  the romance Americans had w ith  b ig  automobiles 

in to  something more on the o rd e r o f d isas te r. Small, g a s - th r if ty  American cars 

are not ye t p le n tifu l enough to  fu lly  accommodate th a t m arket.
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Then, th e re  is the  s tubborn  decline in housing a c t iv ity .  M ortgage rates 

and prices o f homes rose beyond the reach o f many firs t-h o m e  b u ye rs . Con

s id e rin g  the h igh  cost o f mortgage money and the slackening amount o f mortgage 

funds available, a cu tback in res iden tia l cons truc tion  was in ev itab le . T h is  

sector is not like ly  to show s tre n g th  u n til the  depressants are removed, and 

th a t m ight not happen before late in 1980.

Looking to the  fu tu re , two questions surface most o fte n : How mild w ill

the recession be? How long w ill i t  last? Forecasters almost unanim ously expect 

the c u rre n t dow n tu rn  to be m ilder and sh o rte r than the 1974-1975 slum p. T h a t 

dow ntu rn  was the most severe and longest since World War I I .  I t  lasted 16 

m onths; and GNP, adjusted fo r  in fla tio n , fe ll 5 percent d u rin g  the period .

There  is ample reason to expect h is to ry  w ill not repeat its e lf .  Then , 

the m arket fo r  condominiums and apartm ents was sa tu ra te d , and speculation was 

ram pant. Today, b u ild e rs  are b e tte r positioned. Inven to ries  o f unsold homes 

are low, and the demand fo r homes as a hedge against in fla tio n  is s tro n g . A ll 

ind ications are fo r  a modest decline in housing, not a collapse.

There  are o th e r d iffe rences. F irs t,  the re  was a c re d it c ru n ch  in 1974.

Now, business c re d it is available, though co s tlie r and less p le n tifu l than before 

O ctober 6 when the Federal Reserve s ta rted  to  re s tr ic t  bank reserves. Second, 

in 1974-1975 in ven to rie s  were excessive th ro u g h o u t the  economy. T h is  tim e, 

businessmen have kept inven tories lean and, w ith  m inor exceptions, inven tories  

seem much b e tte r balanced re la tive  to  sales. These con tras ts  between the 

1974-1975 slump and present conditions ind icate  the 1980 recession may be less

harsh.
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Many analysts foresee the 1980 dow n tu rn  as m ild , o r , a t w o rs t, a 

typ ica l post-W orld War II recession: th a t is , i t  would last eleven m onths,

and real GNP would fa ll about 2 percent between peak and tro u g h  o f the 

economic cycle .

Is th is  prospect rea lis tic?  A t q u ick  glance, i t  is appealing and not a lto

ge ther unreasonable. S til l,  th is  p red ic tion  o f a v e ry  m ild recession has some 

skep tics .

Changes have occurred  in ou r economic s tru c tu re  and labor fo rce  size 

since the  F ifties  and S ix tie s , when recessions were ju s t small in te rru p tio n s  to 

rap id  g ro w th . The present economy is much more dependent on w orld  tra d e  and 

has g re a te r links  to  in te rn a tion a l events. More complex and heavily  se rv ice - 

o rie n te d , its  dem ographic composition is d if fe re n t. The c o u n try 's  population 

is g e ttin g  o ld e r, w ith  fewer youths and more re tire e s . Fewer people m a rry .

Those who do have few er ch ild re n . More are g e ttin g  d ivo rce d . T here  are 

many more w o rk in g  women. The lis t o f changes is long.

Two overshadow ing components o f the  changing economic environm ent are 

energy and in fla tio n . The alarm ing facts about o u r energy s itua tion  are th a t 

o u r oil im ports have increased d u rin g  the  Seventies, b u t o u r own oil p roduction  

has declined despite A laska's o u tp u t. E a rlie r i t  took 4-1/2 years fo r  gasoline 

prices to double, b u t on ly  re ce n tly  they  doubled in 18 m onths. The gas mileage 

o f the  average American car on the road today increased on ly  e ig h t- te n th s  o f 

a mile from s ix  years ago. Compared to o th e r co u n trie s , o u r o il needs are so large 

b u t o u r s tra te g ic  petroleum  reserve  is so small th a t we are vu lnerable  to even 

modest cu to ffs  in  o il su p p ly . These problems are not lik e ly  to  be solved in the 

1980's. No amount o f conserva tion , syn th e tic  fu e ls , o r  energy a lte rn a tives  w ill 

g ive  us re lie f in  the  sh o rt ru n .

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



Nor can we expect any dram atic re lie f from the ravages o f in fla tio n  th is  

yea r. Besides in e v ita b ly  h igher gasoline, heating o il,  and u t i l i ty  b ills , in 

1980 we face the prospect o f a wage ca tch -u p . T w o -fifth s  o f all co llective  

barga in ing  con tracts  are up fo r  renewal, and unions undoub ted ly  w ill w ork  

hard at o ffs e ttin g  the loss in consumer b u y in g  power. The minimum wage hike 

also w ill push up labor costs.

A no ther p a rt o f the in fla tio n  problem —  the federa l d e fic it —  is ce rta in  to 

rise . Federal budget d e fic its  always widen in recessions as ta x  receipts slow 

down and unemployment compensation and p u b lic  w orks spending expand.

The e ffe c t o f in fla tio n  on persons w ith  fixe d  incomes is well known; the 

e ffec t on savers is less obvious b u t extrem ely serious. In fla tio n  discourages the 

incentive  and a b ility  to save. The average American now saves less than 4 p e r

cent o f his income —  the  lowest level since the Korean w ar. He has been borrow ing  

at re co rd -b re a k in g  ra tes , using c re d it cards and numerous o th e r devices. More 

and more, he expects his savings to come from p ro fits  on real estate, go ld , and 

commodities. I f  he is a homeowner, he can usually  take advantage o f capita l 

gains on his old house, spend some o f the  proceeds, and get a new, in fla ted  

m ortgage.

An in d iv id u a l may possib ly succeed by th is  process i f  his assets keep r is in g  

in va lue. A nation cannot. Less saving means less investm ent; less investm ent 

means less chance o f reducing  in fla tio n . O ur rates o f savings and o f investm ents 

are among the lowest in the w orld . O the r nations have surpassed us in research 

and development and investm ent b re a k th ro u g h s , w hich are the path to lower costs. 

O ur p ro d u c tiv ity  gains in 1979 were extrem ely low, o r even negative , and o u r 

in fla tio n  was above much o f Western Europe 's. Less saving and less investm ent 

make fo r  a v ic ious cycle  o f in fla tio n .
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N everthe less, the re  is a chance in fla tio n  w ill ease o f f  la te r th is  ye a r, 

perhaps even to a s in g le -d ig it f ig u re . In fla tio n  ty p ic a lly  slows d u rin g  re 

cessions since these are periods o f slackening demand, making p rice  rises 

d if f ic u lt .  Employment fa lls  o f f ,  causing those w ith  jobs to w ork  h a rde r.

P ro fits  are reduced encouraging management to  adopt more conserva tive  

business practices.

Last O ctober the  Federal Reserve took va rious c re d it- t ig h te n in g  steps 

because excessive money and c re d it were h ind e rin g  the  a n ti- in f la t io n  s tru g g le . 

These actions met w ith  some success: money and c re d it g ro w th  d im in ished.

So, a s lig h t low ering in the in fla tio n  ra te  as the year un fo lds is a p o s s ib ility .

I f  oil prices could be b ro u g h t down o r moderated, these prospects would be 

much b r ig h te r .

I am less op tim is tic  than most o f the  forecasters when considering  the 

fu tu re  o f business a c t iv ity .  The c u rre n t d o w n tu rn  could go somewhat deeper 

than most a n tic ipa te , especially g iven another o il c u to ff  o r huge OPEC p rice  

increase. Money we pay fo r  im ported o il means th a t much more money goes 

abroad, leaving less to  spend in th is  c o u n try . Reduced consumer spending on 

non-o il p ro du c ts  at home, in tu rn ,  means less goods are produced dom estically. 

The re s u lt: few er jobs, th re a te n in g  a deeper recession.

The consumer p rice  rise  has o u ts trip p e d  income g ro w th , re su ltin g  in 

5 percent less real disposable income fo r  the average consumer from one year 

ago. The modest wage increases last year fo r  the average American were more 

than wiped ou t by in fla tio n  and h ighe r taxes. The s ign ificance  is th a t i t  could 

force consumers to  tr im  th e ir  b u y in g . I f  indeed consumers do become less 

inclined to in c u r debt and s ta r t saving more o f th e ir  paychecks, re ta il sales 

could s u ffe r . Goods would p ile  up on shelves q u ic k ly , causing in ve n to ry  

co rre c tio n s , o rd e r cancellations and la yo ffs .
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Capital spending fa lls  su b s ta n tia lly  in a severe recession, a lthough i t  holds 

up well in a mild slump. T h u s, we could see a scaling back in cap ita l ou tlays 

as business executives delay spending plans —  especially fo r  equipm ent replace

ment —  u n til re ta il sales recover.

I f  consumer spending fa lte rs  in th is  election ye a r, fisca l stim ulus is almost 

a c e rta in ty . O ur elected o ffic ia ls  would be re lu c ta n t to re s is t a ta x  cu t and 

stepped-up governm ent spending. B u t election day is less than ten months away, 

and i t  may be too late fo r  fisca l stim ulation to have more than minimal impact on 

jobs and income d u r in g  most o f 1980.

O ur economy d iffe rs  from past decades. T ra d itio n a lly , we app ly  monetary 

d isc ip line  to cu rb  in fla tio n , and fisca l stim ulus to f ig h t recession. These po licy  

weapons have serious drawbacks fo r  application today. Both w ork  p r im a rily  on 

the demand side fo r  goods and services.

A t ig h t  m onetary po licy  is a p p rop ria te  in the c u rre n t environm ent. C red it 

re s tr ic tio n s  reduce demand pressures and, th e re fo re , w ill norm ally slow in 

fla tio n . B u t when so much o f the in fla tio n  is caused by OPEC and cost tre n d s , 

i t  m ight take a b o n e -cru n ch in g , s u p e rtig h t monetary po licy  to reduce demand 

enough to  check in fla tio n . The p rice  fo r  such a po licy  —  namely, a p ro lo n g e d , 

deep recession —  would be unacceptable to all o f us.

A no the r tra d itio n a l too l, fisca l s tim u lus, is used to  push the economy ahead, 

s tim u la ting  demand. An across-the-board  ta x  cu t would increase consumer 

spend ing , b u t inadequate demand is not o u r major problem today as i t  was in 

the depression o f the T h ir t ie s . In fa c t, consumers have been b u y in g  ahead o f 

th e ir  needs, a n tic ip a tin g  h igh e r p rices. Some s t il l  do.
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The wisdom o f stim u la ting  consumption w ith  a ta x  c u t fo r  consumers is 

d o u b tfu l. In times o f l it t le  in fla tio n , personal ta x  cu ts  can be defended be

cause o f th e ir  sh o rt-te rm  benefits  to employment. B u t th a t is not the  c u rre n t 

need. As a whole, o u r society has been h u r t too severe ly  by in fla tio n  to r is k  

re ve rs in g  a n ti- in f la t io n a ry  policies now. O ur g rea test concern should be w ith  

supply  ra th e r than demand, especia lly in the fie ld  o f e n e rg y .

The concern w ith  supp ly  sp o tligh ts  long-range  problems th a t have on ly 

long-range so lu tions. A p p ro p ria te  program s must be found on w hich there  is a 

consensus. T h is  is always d if f ic u lt .  Here are some suggestions: a reduction

in burdensome governm ent re g u la tio n s , a m odification o f laws and ru les th a t 

s tif le  com petition, and a balancing o f the  federal budge t.

T ax re fo rm s, w hich w ill su p po rt capita l fo rm ation , could be added to th is  

l is t. A lso, the re  is a need fo r  d isp lac ing  obsolescence in o u r economy. Pro

d u c tiv ity  im provem ent, w hich u ltim ate ly  leads to  lower costs and p rice s , can 

come on ly  from more e ffic ie n t m achinery and fa c ilitie s .

A lthough  i t  may be d if f ic u lt  in an election ye a r, we must take a long-range 

perspective  in dealing w ith  o u r economic problems and w o rry  less about the 

near te rm . B asica lly , we need an e ffe c tive  long-range  energy program . A 

reduced dependence on im ported o il and increased e ffic ie n cy  in use o f energy could 

reduce in fla tio n  su b s ta n tia lly .

For those o f us responsib le fo r  monetary p o licy , the  message is c lear. The 

Federal R eserve, w ith o u t w avering  from its  po licy stance, should stand firm  against 

the ph ilosophy th a t in fla tio n  w ill fo re ve r remain a way o f life  in o u r socie ty. Th is  

means re jec ting  rap id  money g ro w th  to boost the economy d u rin g  recession. An 

expansionary m onetary po licy increases in fla tio n  in the  long ru n  and could b r in g  

fre sh  assaults on the  do lla r in the fo re ign  exchange m arkets. T h is  we can ill

a f fo rd .
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A steady reduction  in money and c re d it g row th  in 1980 is a p ru d e n t 

po licy . Acceptance o f th is  po licy  also means acceptance o f some r is k  fo r  a 

pa in fu l recession, b u t i t  would be a step tow ard o u r goal o f g ra du a lly  b r in g in g  

down in fla tio n .

The message is simple. The recession p robab ly  w ill be m ilder than the 

1974 d o w n tu rn , and the in fla tio n a ry  fe ve r should d im in ish s lig h t ly . O ur 

recognition  th a t in fla tio n  and energy deserve h ighest p r io r ity  means hope fo r 

a solution to these ve x in g  economic problem s. They are deep seated and tenacious. 

Solving them w ill re q u ire  tim e, patience and a few modest sa crifices. P art o f 

th a t p rice  may well be a w illingness to forego some sh o rt-te rm  gain in exchange 

fo r  a more secure, more stable and hea lth ie r economy.
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