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Though ‘supply-side economics’ is politically ascendant in the Uniwed States,
the relative importance of supply versus demand factors in rucent ULS.
macroeconomic history remains in strong dispute. The direct effects of the oil
shocks on aggregate supply, for example, do not appear to have been severe,
in sharp distinction to the experience of other OECD econoinies. Real
wages in the US. fell to absorb the oil price incrcases and pre-tax
profitability remained strong throughout the 1970s. Demand factors seem to
be paramount in the recessions of 1973-75 and 1980. Supply faciors are of
greater, and probably decisive importance for the miserable productivity
growth since the mid-1970s, though in ways thal remain unclear. My focus in
this retrospective glance will be on the oil shocks and their cyclical
aftermath, and T will argue for the relative importance of demand factors in
these episodes, [ return briefly to the productivity issuc in the conclasion.

in the broad outline, the U.S. macroeconomic responsc to tke two oil
shocks was similar, though the magnitude of key effects differed, ccmparat™ /e
daia or the two shocks are summarized in table 1. As 1s evidert, a sharp
recession followed each shock. Th: output decline in 1974-75 was more
severe and persistent than in 1979-80; in the first case, there js a seven-
quarter span from peak to trough (1973:1V-1975:11) while in the latter
recession the steep decline lasied only one quarter (1980:11). In fact, since
1979:1, the economy has wobbled erratically with httle net growth, instead of
turning decisively to a sustained recession as miny forecasters predicted. The
major indicators of the cycle, such as the GNP gap or the uncmployment
rate, confirm the deeper output decline in the first episode. With respect to
wages and prices, the similarities are stronger. Both periods highlight the
extreme sluggishness in wage-setting behavior in the Amcrican economy.
Indeed, from 1973 to 1980, the annual percentage increase in labor
compensation was always between 7.6 and 9.9 percent. No other industrial
economy displays such consistency. The first and second o1l shocks
themselves had little effect on thc rate of wage change, with nominal
compensation accelerating very slightly in both cases {table 1).
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Table |

Key economic variables. United States, i972-80.2

First ol shock Second oil shock
fo72 1973 1974 1975 1978 1979 1980
Boald Actini'y
Heal GNP po 5.7 58 -0.6 -l 48 32 —-{.2
(NP GAY 0.5 - 16 23 6.6 1.5 14 44
Caj acity vlihization
i1 manufacturing 830 855 B2.3 77.0 838 82.5 715
Hate of uremployment 5.6 49 5.6 8.3 60 58 7.2
Prives
O deflutor, pe 4.2 37 3.7 93 7.3 8.5 4.0
Prosdiress price index
for finsshied goads
PN, p. 1.1 9.1 15.3 10.8 7.8 1.1 13.5
Heuthy competisation, pa. 6.6 786 i 9.3 8.6 8.7 9

Real hourly compensa-

tion (PPl deflated

P 34 -14 -49 -1.3 0.7 —-13 -31
Prof:rubilit v and Inresiment

Predan rate of retusn,
nes-financul corpo-

tatg capital 110 10.% %4 9.1 99 90 na.
i abor share of natiopal

L 1 075 .74 0.76 0.75 0.74 0.74 0.75
Citoes buviness fixed

investment GNP 9.2 11.0 10.9 9.7 1G.7 11.0 10.7

M racconomic Policy
WI-Bipc., sear-end over

seut-end) 9.3 55 4.4 50 8.3 1.2 6.4
MEine. year-end over

vear-eml 14.1 11.2 84 9.7 11.2 92 10.7
High-employment surplus

high-cmployment GNP nc. -0.9 —Q1 ~22 -1 ~0.1 ~1.2°

ferims-of-Trade
Share of ael oil imports

m GNP, 03 0.5 1.3 1.4 1.8 23 29
Price of oil imports,

GNP deflator, pe. 30 293 207 —-16 ~4.5 230 56.1
‘Real income loss’ of

sl price change/'GNP (") 00 0.1 2.3 2.0 ~01 0.5 14

{orentory Oyele
tsvenrory sales ratio,
Fasitiess 28 29 3 29 28 28 29"

*Defimtions und saurces of variables: All variables are from Economic Report of the President, various years.
cr the Survey of Current Business, unless otherwise stuted. The term p.c. denoles percentage change per year:
p denotes preliminary. Hourly o mpensation is for the non-farm business sector. The pre-tax rate of return is
from Feldstemn, Poterba and Dicks-Mireaux (1981), :ee also footnote 2. Nei oil imports is defined as net
mporis of S.LT.C. 3, from the OECD Trade Statistics series A. The price of oil imports is the dollar price
seden for Saudi Arabiun crude petroleum, the Imternational Financial Statistics of the IMF. The real incoms
boss for sear 1o caleulated as 0, AP PN 10NS, | 4+ S,) where S, is net oil imports per GNP. Inventory-

sales tatto s real mventory stock (1972 dollars) divided by real sales, for the business sector.
Sluste 1 oasa 11
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Pricc change in the U.S. economy i1s well-described as a (cyclically-
sensitive) market over normal unit labor costs and raw materials cosls [see.
for example, Gordor (1975)]. Since the rate of wage increase is highly
persistent, inflation varies year-to-year principally hecause of raw material
price shocks or sharp cyclical fluctuations. Thus, as the data in table 1 detail.
the two oil shocks brought about sharp spikes in price inflation, with
corresponding downward spikes in real wage growth. In summary, there is
little difference in the wage and price behavior across the two episodes.

As a consequence of the real wage moderation, the U.S. economy {alone¢ of
the large OECD economies) evidenced a fairly stable level of pre-tax
profitability during the 1970s.' Thus, in both oil shocks, the pre-tax rate of
return to corporate capital was only slightly reduced (see table I), and labor’s
share of national income remained almost unchanged. The stability of pre-
tax profitability contributed to the stability of the raie of gross investment as
a percentage of GNP during the entire decade. As the OECD (1978} pointed
out:

[A] smaller squeeze on profit margins was reversed more rapidly and
more completely in the United States [and] the restoration of profit
margins was essential to the investment upswing needed to sustain the
expansion in its later stages. Though still relatively weak, this private
non-residential investment recovery has been more apparent in the
United States than elsewhere.

It must be added, though, that ret investment rates have declined in recent
years, because depreciation represents a growing share of GNP.?

The evidence on wages and profits sets the US. apart from other
economies in this period, and also casts doubt upon a supply-side
interpretation of the 1974-75 and 1979-80 recessions. With the observed
factor costs and production technology in this pericd, it is difficult to argue
that firms remained on their value-maximizing supply schedules in the two
deep recessions.® In both cases, a decline in aggregate deraand, at least
partially unanticipated, contributed to the recession. Moreover, the demand
decline may be traced in each case both to the direct contractionary irpact
of the terms of trade loss, and (o contractionary policies. In 1374-75, but not
in 197980, the initial demand decline was magnified through a Metzlerian

'For cross-country evidence, and a detailed discussion, see Sachs (1979). Far trends in ihe
U.S., see Feldstein, Polerba and Dicks-Mireaux (1981).

2§ee Feldstein (1981) for evidence and a detailed discussion on the differeices between gross
and net investment rates. [ should be emphasized that Feldstein ind others litk a decline in #et
investment rates to a decline in the post-tax rate of return o1 corporate capital. But even
looking at net investment rates and post-tax rates of return, the U.S. shows rore stahilit' than
most other QOECD countries ior which comparable data are available. .

The vse of a formal preduction function framework to assess the role of factor costs in
output fluctiations is demonstrated in Bruno and Sachs (1981).
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mventory investment muitiplier-aceelerator. T will suggest later that the much
smalier inventory cyele in 1980 reflecis a more accurate assessment by firms
of the contractionary impact of an o1l shock.

As was pomted out soon after the first oil shock, one macroeconomic
cffect of the OPEC price increases is a decline in domestic aggregate demand
following the loss in real income of net oil importers [see, for example, Fried
and Schultz (19751]. In static terms, the rise in oil prices nparts an income
lerss measured by the increased real cost of the initial level of oil imports
fwith far-sighted agents. the loss should be measured dynamically, as the
present discounted value of the cost increase of the future stream of imports).
Crude calculations. shown in table I, suggest that the static real income
foswses in 1973 79 and 197980 were of comparable magnitude as a
pereentage of conternporancous GNP, with the first shock slightly larger, and
the second shock distributed over two vears. The sccond shock was a smaller
percentage increase of real oil prices. though net imports of o1l were u larger
percontage of GNP n 1979 than in 1974,

Of course. the demand decline following an oil shock does not necessarily
lead to an output decline if output prices are flexible and supply conditions
are such as to lead to a large increase in net exports. Rapid growth in the
face of a sharp domestic demand contraction is evidenced in Japan during
1979 K0, In the U.S., however, with nominal price and wage stickiness, the
standard Keyresian multiplier is more likely to apply in the short run.

Fven more important, in both 1973 and 1979, macroeconomic policy
turned sharply contractionary in the face of the rapid «purt in prices caused
by the oil shocks. Thus. the MJ7-B growth rate (year-end over year-cnd)
dechined from 9.3 percent in 1972 to 4.4 percent in 1980, and from 8.3 to €4
pereent from 1978 1o 1980. The shift of the full-employment budget is in tae
saige direction, with movements in 1973-74 and 1979-80 towards surplus of
about one percent of GNP (table 1).

The contractionary demand etfects of OPEC together with the
contractionary policy movements were probably enough to induce a
recession in 1974 and 1980, Bul, in caca case, an additional factor magnified
the mmnal demand decline: an extremsly sharp inventory cycle in 1974, and
short-lived consumer credit cantrols in 1974, 1 suspect, though have not scen
widely argued, that the differences in inveniory behavior in the two episodes
cuplain most of the difference in shori-rur cyclical behavior. [Blinder {1981)
suggasts this argument. though he dees noi pursue it.]

B.cause the 1973 oil price increase sas the first significant supply shock in
at feast tharty years, the market signals were widely misinterpreted in carly
1974, The rapid run-up in prices was widely perceived to reflect a general
averstimufation of the economy. rather than a one-shot price level increase.
As the OBCTY 11976, pp. 8 10y indicates: ‘[Tlhere was a considerable
speculatey barld-up of stocks of ravy matenials tn response 1o the eariior
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commodity price boom." Moreover; ‘enterprises’ production plans in 1974
were generally based on the assumption that demand would pick up
significantly in the course of the vear.” For these rcasons, the ducline in late
1974 was accompanied by enormous inventory stocking. The imventory-salcs
ratio reached a level never before or since equalled in the pust-war period.
The year 1975 therefore ushered in an enormous inventory liqu.dation, with
domestic output pushed far below final sales. Indced the shift in total
inventory investment, from $11.6 billion (1972 dollars) 1n 1974 to —%6.7
billion in 19735, exceeded the overall $14 billion decline of real C NP in these
two years.

The inventory behavior in 1979-80 is wholly different, with a much smaller
rise in the inventory-to-final sales ratio, and much less sutsequeat de-
stocking. Indeed, a recession had been forecast, incorrectly, during the entire
preceding year. According to the 1980 Economic Report of the President (p.
25): ‘[FJorecasts of impending recession were becoming frequent oy lai: 1978,
long before the magnitude of the 1979 mncrease in oil prices by ... OPEC was
perceived.” By the middle of 1979, such predictions were common. According
to the OECD (1980), these expectations contributed. in 1980, 1o ‘the rapid
adjustment of employment and production to the fall in demand, so there is
not the evidence of overhangs which have characterized similar early stages
of previous downturns and given them ongoing momentum’. After the steep
decline in output in 1980: 11, the quick recovery in subsequent quarters (real
GNP grew 2.4 percent in 1980:1H) should be attributed in part to the
absence of a large stock of unwanted inventories. As Blinder (1981) indicates,
the result was that the 1980 reccession is the first in recent memory in which a
shift in inventory investment was not a preponderant share of the shift n
GNP.

The 1980 cyclical peak s dated as January, 1980, for very early in the year
there is evidence of a slowdown in economic activity. There is little doubt,
hows=ver, that a major contribution (o the downturn was a consumer credit
restraint program imposed by President Carter in March, 1980. After rising
at 3.1 percent in the first quarter, real GNP plurnmeted at an annual rate of
9.9 percent in 1980:1I. Because of a drop in interest rates following the
output decline, the credit controls ccased to bind in June, 1980. and werc
removed in July.

Conclusions

Lurking behind these cyclical events is a more momentous change in the
US. since 1973, and that is a sharp decline in labor productivity growth.
Though the cconomy experienced quick recoveries from the 1974 75 and
1980 recessions, largely by avoiding a profits squecze with the at..ndant
contraction of employment and investment, the overall rate of GNP growth
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has been disappointing. The decline i growth of the net capital stock during
974 K0 cxplans only a part of the overall labor productivity decline. Most
careful studies of the productivity puszie conclude that a deceleration in total
Lactor productivity v evident all of the way back to the mid-1960s.

The productivity deceleration 1s apparently evident throughout the OECD,
suggesting that common factors such as the oil shocks, or erratic inflation,
are the major causes. Though some analytical work, such as by Bruno,
points n this direction. the productivity puzzie remains largely unsolved.*

At this date. slow productivity growth and the resulting slow growth in
real incomes. ranks with inflation was the chief frustration of the U.S.
cconomy, and lies behind the popular support for the change in direction
taken by the Reagar administration.

“see Hrune (1981 Foer a cross-country ciscusston of the productivity issue. see Kendrick
ju%y
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