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Herbert Runyon*

This paper examines the characteristics of the
five post-Korean War business cycles. We em-
phasize particularly the most recent recession,
which was the severest of the group and was
distinguished from the others by a high—and
largely unanticipated—rate of inflation. Indeed,
there is reason to believe that inflation contribut-
ed significantly to the severity of the 1973-75
recession. The magnitude and unexpectedness of
this price upsurge led to changesin behavior that
were most evident in consumption spending and
inventory investment.

Our basic approach is to analyze the contribu-
tion of the major sectors of the economy to
fluctuations in real output, as measured by gross
national product in 1972 dollars.! Essentially, we
analyze the cycle by identifying the sectors that
contribute to cyclical turning points. Additional-
ly, we note the common characteristics of the
observed recessions and recoveries of the past

two decades. The recessions have been short in -
length, while the recoveries have shown consid-
erable regularity in their pattern of growth—but
not their duration, which has varied substantial-
ly over time.

Our central thesis is that consumption spend-
ing and inventory investment were distorted
from their usual pattern of behavior in the 1973-
75 period, as the high rate of inflation altered the
expectations and responses of consumers and
businessmen in the recession phase of the cycle.
Consumers reacted to the uncertainty intro-
duced by a large and unanticipated inflation rate
by restraining expenditures and increasing sav-
ings, despite continued increases in income and
employment prior to the cyclical peak. Con-
versely, businessmen reacted to accelerating
price increases of materials by increasing their
stocks of such goods, despite the decline in real
output.

. Characteristics of Recoveries

The similarities of the five post-Korean cycli-
cal recoveries can be seen by comparing the
cumulative growth of real output for each of
those periods (Chart 1). Eight quarters after the
cyclical trough, the average annual growth rates
ranged between roughly 5 and 6 percent. (For
those recoveries which lasted at least twelve
quarters, the growth range narrowed somewhat,
to about 4 to 5 percent.)

Strong early growth is no particular guarantee
of the longevity of recovery (and vice versa),
since the first two years of the great 1961-69
expansion represented one of the weakest of all
recoveries. Yet that recovery became the longest
cyclical expansion in the 123-year annals of the
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National Bureau of Economic Research. The
current recovery has been at or close to the top of
the growth range for its first eight quarters. It
should be remembered, however, that that rec-
overy was preceded by the most severe post-
Korean recession—and that rapid recovery does
not always imply a sustainable recovery.

In all cyclical recovery periods, personal con-
sumption expenditures have constituted the larg-
est share of the increase in total output, varying
between 48 percent and 65 percent in individual
cycles (Table 1). This magnitude is to be expect-
ed, since consumption expenditures generally
account for nearly two-thirds of total spending
in the economy. Yet despite its size, consumption
spending is not the most active sector in promot-
ing the expansion of total output. Consumption



spending is constrained by income, whichin turn
equals the total value of the components of
output, as described in the usual definitional
equation of income determination.

Y=C+I+X+G
when
Y = income (i.e., market value of output)
C = consumption spending
I = investment spending
X = net exports
G = government spending

Thus, all of the major sectors of the economy
contribute to total income, varying in degree
from recovery to recovery. But the relation of
consumption to income is a special one, with its
level determined by the level of income. This
relationship—the consumption function—is us-

ually defined as
C=f(Yp)

where Y p is disposable (after tax) income. The
relationship is highly stable in the long run but
less so in the short run. Changes in fiscal policy
may alter after-tax income and hence consump-
tion. Individuals may choose to save rather than
consume. Yet short-termshifts in the savings rate
are compatible with a stabie iong-term savings
rate in the context of permanent income.? (Per-
manent income is a theoretical concept wherein
the individual is regarded as allocating his in-
come over his lifetime rather than limiting its
disposition to the year in which itis earned. That
is to say, this year’s consumption or saving
decisions are usually made with an eye to lifetime
income.)

Chart 1
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Table 1
Cumulative Changes in Major GNP Sectors in
Five Recovery Periods
{Percent of Change in Real GNP)

Recovery Period

19542 1958.1- 1960.4- 1970.4- 1975.1-  Average
1956.2 1960.1 1962.4 1972.4 1977.4 Share
Cumulative change 100.0 100.0 100.0 100.0 100.0 100.0
Real GNP
Consumption 61.1 48.3 49.7 64.9 64.6 51.7
Residential Construction 49 12.3 7.3 15.6 12.2 10.5
Business Fixed Invest. 16.8 7.1 8.3 12.9 5.5 10.1
Inventory Invest. 15.5 26.3 1.7 5.7 18.7 15.6
Net Exports 4.0 -0.5 -34 -1.3 -5.9 -1.4
Government -23 6.5 26.4 2.2 4.9 7.5
Addendum:
Change in Real GNP 61.9 77.3 73.9 130.8 135.7 95.9
(Billions of 1972 dollars)
li. Characteristics of Recessions
A common characteristic of recessions is their
Chart 2

relatively short duration—fromtwo to five quar-
ters (Chart 2). And unlike the situation in re-
coveries, the paths of contraction of real output
tend to diverge as recessions continue. The brief
1957-58 recession was the most severe for any
two-quarter period. The two longest
recessions—those of 1969-70 and 1973-75—were
respectively the least and most severe in overall
terms of the period covered. Yet each of these
lengthy recessions was marked by some unique
features. In 1969-70, the recession tended to be
prolonged by the General Motors strike of late
1970. In 1973-75, the initially mild downturn
culminated after a year in a steep two-quarter
decline reminiscent of 1957-58.

Inventory investment stands out as far and
away the major factor in the cumulative reces-
sion declines in real output (Table 2). The sole
exception was 1953-54, when a massive reduc-
tion in government spending occurred in the
wake of the Korean War demobilization. In
contrast, consumption spending has generally
contributed least to cyclical downturns, declin-
ing only in the 1957-58 and 1973-75 recessions. In
both instances, this was due to a fall in durable-
goods purchases—chiefly autos, the most vola-
tile portion of consumer spending. In each of
these cases, the decline in consumer spending
followed a period of exceptionally strong auto
sales.

CUMULATIVE CHANGE IN REAL OUTPUT
IN CYCLICAL RECESSIONS
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Consumption spending holds up in a recession
because the so-called automatic stabilizers—
such as unemployment insurance and reduced
tax liabilities——cushion the decline in disposable
income. But consumption spending, although
not declining, does slow down, and the effect is
seen in an accumulation of business inventories
in excess of their desired levels. In consequence,
businessmen do not re-order goods until stocks
are reduced and brought into line with their
current expectations of sales. This effect is perva-
sive, for inventories must be reduced at all levels
from retailers’ shelves to manufacturers’ ware-
houses. As new orders are reduced, production
falls and unemployment rises.

This response of inventory investment to
changes in consumer spending—the “accelera-
tion principle”—is expressed in functional terms
as
where current inventory investment (OMly) is
governed by sales in the current period (S¢)
relative to sales in the previous period (S¢.-1).
Even when consumption spending is growing, if
it grows more slowly than in the past, the change
in inventories (OI¢) will decline.3 And it is
important to remember, it is the change (not the
level) of inventories which enters the GNP ac-
counts. The acceleration principle is symmetri-
cal; in the typical recovery, inventory investment
is second only to consumption in contributing to
the overall expansion of output (Table 1), and as

noted above it accounts for the bulk of recession
declines. In recessions, as businessmen’s antic-
ipations of rising sales become disappointed,
inventory accumulation becomes involuntary,
and forces businessmen to reduce stocks.

In the typical recession, a decline in business
fixed investment ranks second only to inventory
liquidation as a contributor to declining output.
The acceleration principle applies to business
capital spending as it does to inventory invest-
ment, though the time horizon of anticipated
sales must be extended. Inventory adjustment is
a function of current sales, while capacity-
expanding investment in plant and equipment is
a function of expected future sales. The expan-
sion of capacity takes time, perhaps as longas a
year after funds have been appropriated.* How-
ever, when excess capacity exists (or increases),
expansion plans will be shelved or projects
stretched out until the sales outlook improves.
The result is a significant reduction in business
capital spending.

Largely because of differences in reaction
time, consumption spending—not investment—
tends to be the leader in each recovery. Con-
sumption decisions may be constrained by in-
come, but investment decisions are conditioned
by businessmen’s assessment of future demand
and the facilities required to meet that demand.
Thus, businessmen may not react as quickly as
consumers to recovery prospects at the bottom
of a recession.

Table 2
Cumulative Changes in Major GNP Sectors in
Five Recession Periods
(Percent of Change in Real GNP)

Recession Period

1953.2- 1957.3- 1960.1- 1969.3- 1973.4-  Average
1954.2 1958.1 1960.4 1970.4 1975.1 Share
Cumulative change -100.0 -100.0 -100.0 ~100.0 -100.0 -100.0
Real GNP
Personal Consumption + 8.7 - 18.8 + 576 +933 - 139 + 254
Residential Construction + 4.4 - 27 - 56.5 + 42 - 228 - 14.7
Business Fixed Invest. - 49 - 26.5 - 176 - 76.7 - 221 - 295
Inventory Invest. - 45.1 - 471 -202.3 - 833 - 56.3 - 868
Net Exports +13.6 - 211 + 459 + 7.5 + 8.8 + 109
Government - 76.7 + 16.2 + 729 - 450 + 63 - 53
Addendum:
Change in Real GNP - 20.6 - 23 - 85 - 120 - 815 - 290

(Billions of 1972 dollars)
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Hi. The Different Recession

Business cycles vary because of contemporary
forces which determine the length and vigor of
expansion and the severity of recessions. None-
theless, all of the cycles before the 1973-75
recession had certain common elements. Inven-
tory liquidation occurred early in each recession
and increased most in each recovery. But the
1973-75 recession was different; inventory liqui-
dation came late in the downturn and consump-
tion spending declined even before the 1973 peak
was reached.

This recession was not only the most severe of
the post-World War II period, but the inflation
which accompanied (and preceded) it was unpar-
alleled since the price upsurge of 1946-47, caused
by the unleashing of pent-up wartime demand
and the easing of price controls. Prices generally
remained stable through most of the next two
decades, and then the inflation rate edged up to
the range of 4)5-5 percent from 1968-1972. In
1973, the U.S. experienced the world-wide infla-
tion that was raging and which peaked domesti-
cally at nearly 14 percent late in 1974. Asa result,
consumers were doubly punished during the
recession, by an inflation-caused reduction in
real income and then by increasing unemploy-
ment.

Consumption spending, which had been a firm
source of support in the expansion that began in
1971, faltered in mid-1973 (Chart 3). It levelled
off in the late stages of the expansion, and
peaked in the third quarter of the year—one
quarter ahead of real output. It was not until

Chart 3
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1975.3, eight quarters later, that the 1973.3 level
of real consumer spending was again reached
and surpassed. As in the 1953-54 and 1957-58
cycles, consumer spending for goods (not serv-
ices) bore the brunt of the decline in spending.3

IV. Consumption: Inflation and Savings

In making their consumption and saving deci-
sions, consumers were at least as sensitive to the
inflation rate as they were to changes in real
income during the 1971-76 period (Chart 4). In
reviewing this period, Joseph Bisignano has
noted that individuals tend to react to unantic-
ipated inflation by increasing their rate of sav-
ing.6 Savings generally declined in 1971-72 as
inflation decelerated, and then rose in 1972-73 as
inflation accelerated. The parallel was not exact;
in fact, the savings rate dipped in 1974 when the
inflation rate peaked, as the decline in real
disposable income indicated that there are limits
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to the displacement of consumption by saving.
But then the relationship was re-established in
1975, as the inflation rate and the savings rate
declined together.

The general consumer response to inflation of
the unanticipated magnitude of 1973-75 was an
evident decision to reduce spending and increase
saving. Even in 1973, despite rising employment
and disposable income, real consumption re-
corded a slight decline. Moreover, consumers
responded, then and later, to the differential
impact of inflation on different sectors of con-
sumption. From peak to trough, real purchases



Chart 4

INCOME, INFLATION and the SAVINGS RATE

$ Billions
(1972 Doilars)
Recession — 900
Percent
25 -
Disposable
Income 4
)
20 —{850
151 -
Savings
Rate
10p —1 800
. } \
<« e A / b e
Y v KON
ﬁ% e g
<« o
5
I:flation
Rate
i i I
0T P T
1971 1972 1973 1974 1975 1976

of durable goods declined by more than 15
percent, while purchases of nondurable goods
fell more than 3 percent. At the same time,
despite sharply rising prices of services, expendi-
tures in that category rose 4 percent, with
housing services rising by 9% percent.

This pattern reflects the ability of consumers
to seek and respond to possible substitutes.
Durable goods by their nature are deferrable. In
addition, there is a high degree of substitutability
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in food expenditures. The demand for food as
such is highly inelastic at some point, since it is
necessary to sustain life. Yet real expenditures
for food declined early in 1973 in the face of a 12
percent (annual rate) rise in food prices, and
spending remained depressed for three vears
(Chart 5). Consumers were quick to adjust the
contents of their market baskets on the basis of
relative prices, reducing their consumption of
meat and processed foods and increasing their
consumption of fresh fruits and vegetables.” In
contrast, there was less possibility for substitu-
tion in housing, because of market rigidities and
transaction costs, such as leases and costs of
search and moving.

Chart 5
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V. inventories: Infiation Factor

Unlike consumers, businessmen in the 1973-75
period generally did not restrict their expendi-
tures and increase their savings in the face of
inflation. Inventory investment, which typically
turns down early in each recession, did not do so
in this case until real output bottomed out, and
liguidation of stocks continued through the first
three quarters of the recovery (Chart 6). Quite
atypically, the inventory sector eased the rate of
decline in real output in 1974, and then held
down the rate of growth in the early stages of
recovery. The continued inventory build-up of
1974, in the face of declining consumption and
real output, might be explained in terms of such
factors as involuntary accumulation of stocks.
However, special mention should be made of the

Chart 6
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inflation expectations of businessmen engen-
dered by a rapid run-up in materials prices.

The sharp rise in wholesale prices in 1974 helps
explain much of the behavior of inventories at
that time, reflecting the fact that changes in
stocks of materials and work in progress are
three times as volatile as changes in stocks of
finished durable goods.® Durable goods pro-
ducers responded to the inflationary rise in the
wholesale prices of materials—which reached
rates of 3040 percent inlate 1974—by increasing
their inventories of materials relative to stocks of
finished goods, possibly in anticipation of fur-
ther price increases (Chart 7). This took place a
year after consumer demand had softened and
while total real output was already declining.
Thus, expectations of price inflation apparently
had a more significant impact than business sales
expectations upon inventory investment policy
in the most recent cycle.

Chart 7
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Vi. Summary and Conciusions

A high and unanticipated rate of inflation
significantly altered the profile of the most recent
business cycle, causing it to differ from the
average of other recent cycles. This is clearly
apparent from an examination of consumption
spending, which normally dominates most reces-
sion movements.

The recent behavior of consumers suggests
that they may exert a considerable amount of
autonomous control over their aggregate level of
spending in the short run. This is not inconsistent
with the view that consumption in the long runis
endogenous to the system and is a stable function
of income. However, the mood of the
consumer—whether optimistic, cautious, or just
plain uncertain—can generate major changes in
the savings rate.

Consumers, faced with much greater than
expected inflation in the early 1970s, became
uncertain and reacted by spending less and
saving more, even before real output and em-
ployment had started to decline. Businessmen,
on the other hand, continued to add to their
inventories after output and consumption had
turned down, accumulating stocks in anticipa-

tion of continued materials price increases. To
some extent, then, the inflation that caused the
consumer to pull in his horns and restrict his
spending also induced the businessman to spend
more, in response to inflation rather than dem-
onstrated final demand.

The principal lesson for the future is that
inflation cannot be lightly regarded as a factor in
the business cycle, particularly when that infla-
tion is unanticipated. Because of inflation, the
profile of the last cycle was substantially altered
from the typical cycle sequence. Reduced con-
sumer spending reduced the rate of growth prior
to the cyclical peak. Conversely, continued in-
ventory investment during most of the recession
cushioned the decline in real output. However,
when the inventory adjustment came, it was swift
and severe. In the ensuing recovery, inventory
policy has been fairly conservative while the
consumer savings rate has receded, reflecting the
reduced rate of inflation. Yet, since the severe
and unexpected inflation of the 1973-74 period
apparently contributed to the distortions evident
in the most recent cycle, future episodes of this
type should not be ruled out.

FOOTNOTES

1. The reference cycle turning points are determined by the
Nationa! Bureau on the basis of the behavior of economic
indicators representing all sectors of the economy, such as
employment, prices, costs and profits and other measures that
range beyond production and income as represented by real
gross national product. Many of these series are monthly series,
and the reference turning points are designated on a monthly
basis. Suppose that a series which coincides with cyclical
movements, such asthe index of industrial production, bottoms
out in April and then starts to rise. April may then be the
reference trough date, but since output wili be rising in May and
June, real GNP may rise in the second quarter, making the first
quarter the trough for real GNP.
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“conventional wisdom” regarding inventory policy. Heretofore,
inventory changes—especially in durable-goods manufactur-
ing—have been considered to be a lagged response to corpo-
rate sales expectations, as expressed in new orders or unfilled
orders. According to this reasoning, if sales expectations are
disappointed, the increase in finished-goods inventories re-
flects both the shortfall in sales and the origina! intended
increase in inventories. Feldstein and Auerbach question this
theory of lagged response; they contend that the adjustment
process is much more immediate, taking place largely within
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inflation of the 1973-74 type. Martin Feldstein and Alan Auer-
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