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The U.S. Economy in 1977 and 1978

Thomas M. Supel
Senior Economist
Research Department
Federal Reserve Bank of Minneapolis

The longest and deepest economic recession since
the end of World War II began in the late fall of 1973
and hit bottom in midwinter 1975. Since then the
economy has grown vigorously: by the end of last
year, production had increased at least 16 percent,
and more than 7.7 million workers had found new
jobs.
The relative strength of the current recovery is
evident; we need only look at the figures for real
gross national product (GNP) to see that we have
been doing somewhat better than in most of the
other five postwar recoveries. But the character of
this recovery is perplexing; for while production and
civilian employment have been high, so, too, have
inflation and unemployment. For this, there are no
postwar precedents.
The unusual concurrence of high inflation and
unemployment should continue with the recovery in
1978, but how high they will be and how strong the
recovery will be is somewhat uncertain. Based on
activity in 1977 and assumptions about economic
policy in 1978, the recovery's pace and unusual
character are not likely to change much in the next
four quarters. Real GNP should grow from 4.5 to 5
percent while the inflation rate stays in the 6 to 6.5
percent range and the unemployment rate hovers
just above 6 percent. This forecast may be too optimistic, however, in view of early 1978 events. Severe
weather and the coal strike appear to have noticeably disrupted the economy this winter, reducing,
for example, production, retail sales, and homebuilding. If these are not temporary effects, the recovery would likely still continue this year, but at a
significantly slower pace and possibly with even
higher inflation and unemployment.

Putting the Recovery in Perspective
According to the National Bureau of Economic
Research, the current business cycle reached its
recessionary low point in the first quarter of 1975.
By the end of 1977, then, the recovery phase had
been under way for eleven quarters, nearly three
years. So far, how does it compare with other
recoveries in the postwar era?
The first chart shows real GNP—the value of
goods and services produced in the economy, adjusted for price changes—during the six recovery
periods. For ease of comparison, the five earlier
recoveries are averaged, and all the recoveries are
indexed to show the rate of growth from their trough
Chart 1

Real Gross National Product
Current
Recovery
Average
of 5 Past
Recoveries

0

1

2

3

4

5

6

7

8

9

10

11

Quarters From Trough

1

levels. After eleven quarters, the current recovery's
index was 116.4, which means real GNP was 16.4
percent higher than in the first quarter of 1975. On
average in the past five recoveries real GNP was
15.1 percent higher than in the trough quarter. At
average annual rates, real GNP increased 5.7
percent in the latest recovery and 5.2 percent in the
earlier recoveries. Obviously, this recovery is slightly ahead.
How did it get there?
Consumers have been the main prop of GNP
(Chart 2). By the end of 1977, real consumer

Growth in real capital outlays by the business
sector has been even more sluggish—by the end of
1977 it was 33 percent below average (Chart 6). Explanations for this are both numerous and varied.
The rate of capacity utilization may have been so low
that business investment has not really been necessary. Or, the foundering stock market may have
made it more profitable to buy existing rather than
new plant and equipment. Or, equally possible, uncertainty about the federal energy and tax programs
Chart 3
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spending in general had grown about 7 percentage
points more than in the earlier recoveries, and
spending for residential construction in particular
was a phenomenal 47 percentage points higher
(Chart 3). Much of the impetus for residential construction came from the highly unusual decline of
interest rates during this expansion.
Government spending contributed little to the
growth of GNP. Real federal government purchases
of goods and services grew more than average, when
the recovery which included the Korean War is ignored (Chart 4), but state and local government
spending did not grow nearly as much as in the previous recoveries (Chart 5). Many state and local governments—New York City is the prime example—
have had strapping financial problems in the last
few years which have forced them to cut back.
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may have discouraged business spending.
As might be expected during a period of expansion, more and more jobs have been created, but
labor market conditions have been unusual in this
recovery. A larger share of the population was employed at the end of 1977 than ever before (Chart 7).
However, the extremely fast growth of the labor
force (Chart 8) kept the unemployment rate from
dropping (Chart 9). If the labor force had grown near

an average rate, by the fourth quarter of 1977 the
unemployment rate would have been 2.5 rather than
6.6 percent. Unfortunately this is merely an arithmetic exercise and does not explain why a growing
economy has not been able to use more of its labor
force.
Also unusual in this recovery: Coupled with the
high unemployment rate has been a very high rate
of inflation (Chart 10).
Chart 7

Chart 5

Real State & Local
Government Purchases

Employment Rate

Chart 6

Real Business Fixed Investment

Total Civilian Employment as a Percent of
Total Civilian Population Age 16 and Over

5%9

Chart 8

Civilian Labor Force

Chart 9

Chart 10

Unemployment Rate

Price Level

Unemployment as a Percent of the Labor Force
Index*

Average
of 5 Past
Recoveries

Quarters From Trough
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