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Recent Economic 
Conditions



Good News -- Economy strong overall
– Real output grew at a 2.9 percent pace Q2

• Up 3.6 percent from year ago
– New jobs: 135,000 month average 2006

• Near potential, given labor force growth
– Inflation: 

• CPI:  4% last 4 quarters
• Core CPI:  2.8% last 12 months
• Core PCE:  2.3% last four quarters



Source: Macroeconomic Advisers



Good News -
– Business investment spending strong

• Nonresidential construction up 23% YOY
• Producers durable equipment up 

– IT equipment up 16% YOY
– Industrial equipment up 11% YOY

– Exports 
• Real exports up 8% YOY (Q2)
• Forecasters: real export growth 7-8% YOY
• World economic growth: ~ 5%    2006, 2007



Sort-of Good News – Slowing Activity
• Majority of forecasters ~ 2.5% rate of 

increase real GDP, next 4 quarters
– Blue Chip consensus: 2.8% Q4/Q4 2007

• Employment growth steady
– Blue Chip survey:  ~ 120,000 per month
– Unemployment rate expected to creep up

• Inflation moderate
– CPI ~ 2.5% pace next 4 quarters
– Core PCE ~ 2% next 4 quarters



Recent Economic Conditions

Bad News – Housing and Trade Deficit
• Housing weakening

• Main engine of the economy since 2001
• July:  new and existing sales fell 4.5 to 5%
• New home inventory/sales ratio highest since 1995

• Trade deficit
• July:  $68B, record level
• Exports: $120B,       Imports: $188B
⇒Borrowing $2B/day from rest of the world
⇒Much from Middle East and China



Recent Economic Conditions

Source: Macroeconomic Advisers
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Outlook for the Rest of the World 1

• Asia: Growth has been due to rapid 
accumulation of physical and human capital + 
rapid productivity increases

• China and India: Productivity gains have 
accounted for more of growth than input 
increases!
– China: increasingly efficient manufacturing
– India:   increasingly efficient services



Outlook for the Rest of the World 2

• Productivity growth has offset rising 
commodity prices (emerging markets)
– Investment has not slowed as 

commodity prices have increased
– Inflation has been contained
– Household incomes and business profits 

strong



Outlook for the Rest of the World 

• Metals prices ↑ 180% in real terms last four years:  
Results? Not as expected!
– Little output price inflation
– Steady profit margins
– Steady/higher wages
– Robust economic growth

• China:  50% of increased world demand for major 
metals last 4 years (aluminum, copper, steel)
– Price increases offset by large productivity gains



Bad News – Storm Clouds for World Trade

• Global productivity and prosperity due to:
– Revolution in information and communication 

technology
– Rationalization of production through global supply 

chains
• Past leadership is responsible for current 

prosperity – where are current leaders?
• Collapse of Doha trade talks
• Pandering politicians 

– Use disruption and inequality for their gain
– Little leadership regarding sharing prosperity



A Knowledge-Based Economy



A Knowledge-Based Economy

• Not a new idea:
• Karl Marx 
• Joseph Schumpeter (1911)
• Alfred Marshall (1916) 

• In economics, “knowledge” is capital
• Intellectual property, industrial/technical secrets 

(theft of British weaving/loom secrets in 18th

century)
• Human capital (education, experience)
• ALL economic growth is knowledge-driven (ways 

of doing things)



A Knowledge-Based Economy

• Change in relative importance of sectors
• Producing “knowledge” versus producing “goods” 

by using knowledge
• Increased importance of sectors that produce 

knowledge
• Increased use of knowledge within sectors that 

produce goods



A Knowledge-Based Economy

“The balance between knowledge and resources has 
shifted so far towards the former that knowledge has 
become by far the most important factor determining 
standards of living—more important than land, capital or 
labor. Today’s most advanced economics are 
fundamentally knowledge-based.”

• Cooke and Leydesdorff, Journal of Technology 
Transfer (2006), commenting on other studies



A Knowledge-Based Economy

• New requirements/demands on workers
• Increased wage premium for education 
• More freedom of location

• New requirements/demands on business
• Increased demand for skilled/educated workers
• More freedom of location

• New requirements/demands on 
government

• Facilitate infrastructure (?)
• Protection of intellectual property



A Knowledge-Based Economy

Economic Indicators for the New Economy 
• Employment (95-05 changes)
• Wages
• FDI
• Venture Capital
• Patents Granted
• Innovative Small Business Loans
• Education Levels
• Technology

– Rural and urban America in the new economy



• “Workers must be equipped not simply with technical 
know-how but also with the ability to create, analyze, and 
transform information and to interact effectively with 
others. Moreover, learning will increasingly be a lifelong 
activity”

• “States with flexible labor markets, skilled work forces, 
and a reputation for supporting innovation and 
entrepreneurship will be prime locations for firms at the 
cutting edge of technology.” 

-- Alan Greenspan (2000)

A Knowledge-Based Economy



Principles of the Knowledge Economy

• Knowledge has characteristics of a public good: 
– Once knowledge is discovered and made public, 

there is cost little to allowing its widespread use
– All ideas build on the work of others

• Enforcing intellectual property rights stimulates 
knowledge creation
– But strengthening intellectual property rights also 

raises the price of “a key ingredient” into future
research-knowledge

Source: Stiglitz (1999) 



Principles of the Knowledge Economy

• Public Policy
– Education: higher cognitive skills, training in science 

and technology, mathematics
– Research:  support basic research, avoid fancy 

projects
– Tax policy:  treat capital gains on R&D/innovation 

differently than capital gains on real estate

Source: Stiglitz (1999) 



Globalization



Globalization:
Chinese Firm Building British Cars in 

Oklahoma



Globalization 

In the New Economy:
• Globalization is a fact of life
• Business source supplies internationally
• Businesses market internationally
• U.S. workers compete in foreign markets
• Foreign workers compete in U.S. markets
• “The World Is [Almost] Flat”



Globalization 

Characteristics
• Growing trade in goods and services
• Expanding capital flows
• Rapid transfer of knowledge and technology
• Mobile populations

Due to: Inexpensive, rapid communications and 
information trasnsmission due to IT revolution



Globalization 
Economic benefits
• New markets for our products
• New sources for less expensive products
• New job opportunities for our children in 

world business
• Significant short-term and longer-term 

disruptions (job losses/changes)
• Life as we know it could not continue 

without international trade



Globalization: Falling Transport 
Costs

Sea

Air: < 40% 1950

ICT: < 5% of 1950



What Is Globalization?

The closer integration of countries due to the 
ICT revolution, lower transportation costs, 
and elimination of man-made trade 
barriers.

Larger markets (“rational” supply decisions) 
increase living standards for both 
developed and developing nations.

Source: derived from Stiglitz (2005)



What Is Globalization?

World trade is not new
– 2000 B.C.  Sumerians traded widely by land 

and water (later, Phoenicians)
– Romans traded widely
– 1500: Navigation of open oceans eased by 

new instruments, rapid growth of countries 
along the Atlantic 

– 1815 to 1913: Golden Age of Globalization
– In mid-1980s, world trade, relative to world 

GDP, regained 1913 levels.  



What Is Globalization?

Five new aspects of modern world trade
• “Intra-trade”:  trade in similar goods between similar 

countries
• “Slicing value chain” – highly disaggregate supply 

decisions
• “Supertrader” countries – exports much greater than 

GDP
• Large exports of manufactures from low-wage to high-

wage countries
• Large inflows of capital to U.S. from developing countries

Source: derived from Krugman, Cooper and Srinivasan (1995)



Has Globalization Benefited All?

Losers in developed countries
• Competition from low-wage workers 

abroad
• Competition for higher-skilled workers

– Outsourcing (actual/feared/threatened)
– Success of education in developing countries

• Response?
– “We just need to up-skill”
– “We didn’t care about those low-wage jobs”

Source: derived from Stiglitz (2005)



Has Globalization Benefited All?

Winners in developed countries
• Reduced costs when bidding for contract work

– Outsource routine tasks to lower-cost suppliers
– E.g., U.S. firms bidding for worldwide IT work 

outsourcing programming to India
• Reduced cost of purchased inputs, supplies, 

components, machinery
– Lower cost of new cars due to lower-cost components

• General lower cost of manufacturers
• Higher-skilled workers gain the most

Source: derived from Stiglitz (2005)



Has Globalization Benefited All?

Mixed record in developing countries
• East Asia:  Rapid growth

– Globalization of technology, markets
– Large foreign direct investment

• “Managed” globalization
– Slow to open markets
– Capital controls (cannot repatriate earnings)
– Weak protection of intellectual property 

(sometimes government-sponsored theft)

Source: derived from Stiglitz (2005)



Has Globalization Benefited All?

Mixed record in developing countries
• Africa:  decline in real incomes
• Middle East:  Oil profit but stagnation

– Heavy investment in U.S. assets
• Latin America:  Failure?

– Unemployment higher
– Larger “informal” sectors (tax evasion?)
– Poverty persists, low real growth rates
– Even true for Mexico, despite access to U.S.

Source: derived from Stiglitz (2005)



Has Globalization Benefited All?

What happened?
• Bad political science and economics?

– Does growth require liberalization of markets, 
privatization, price stability, transparency in 
government?  (They help…)

• Overly optimistic expectations
• Failures have led to more radical 

governments and opposition to openness
• Too many special commercial interests?

Source: derived from Stiglitz (2005)



Has Globalization Benefited All?

WTO and Doha trade talks
– Agriculture most visible issue
– U.S. increased agriculture subsidies, refused 

reductions
– Europe refuses to open its markets
– Reflects “me, my, mine” views
– Lack of domestic political leadership

Source: derived from Stiglitz (2005)



The New Economy



The New Economy is:
• More rapid increases in output per hour of 

labor
• Decreased employment in manufacturing 

despite increased manufacturing activity
• Increased employment in services-

producing sectors
• Increased international competition

The New Economy



The New Economy

The New Economy is:
• More rapid innovation and invention

– Research and Development
– Patents

• Risk we lose our R&D leadership
– Strong educational systems abroad
– Many times the number of science and 

engineering students



Labor Markets 

In the New Economy:
• Business cycles continue to occur
• Employment rebounds slowly after 

recessions
• Income distribution has become more 

unequal
• Education pays better than ever
• Persons in lower parts of income 

distribution are poorer than in the past



Recession
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Labor Productivity Trend

Source: Rand Corporation

1.5% p.a.

3.0%



Payroll Employment: before and after recession
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Employment: 2001 recession and recovery
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Price of Information Technology and 
Communications Equipment
(index, per unit, 1996 dollars)

Source: Rand Corporation

Price of computer hardware, 
quality adjusted

Price of computer software



Financial services

Manufacturing

Investment Spending on 
Information Technology and Communications

Exploded as Prices Fell

Source: Rand Corporation



Number of Patents Granted Has Soared

Source: Rand Corporation and U.S. Patent Office

Mid-1990s explosion 



All Employees:  Manufactur ing
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All Employees: Manufactur ing

SA, Thous
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All Employees: Ser vice-pr oviding Industr ies
SA, Thous

All Employees: Goods-pr oducing Industr ies
SA, Thous
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The Service Sector Rebounded from Recession.
Manufacturing Did Also – But Weakly

All Employees:  Pr ivate Ser v ice-pr ovid ing Industr ies
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Manufactur ing Sector : Output Per  Hour  of All Per sons
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Manufactur ing Sector : Real Compensation Per  Hour

    % Change - Year  to Year         1992=100
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Source:   Bureau of Labor  Statistics /Haver  Analytics
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Manufactur ing: Unit Labor  Costs

Yr /Yr .%Chg

050095908580757065605550

Sour ce:   Bur eau of Labor  Statistics /Haver  Analytics

12

8

4

0

-4

12

8

4

0

-4

Productivity gains have 
offset labor costs for 25 
years



Nonfinancial Cor por ations: Output per  All Employee Hour

Yr /Yr  % Chg
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Nonfinancial Cor por ations: Hour ly Compensation

Yr /Yr  % Chg

05009590858075706560

Source:   Bureau of Labor  Statistics /Haver  Analytics
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Source: Bureau of Labor Statistics, Establishment Survey (Table B-1)
1.43%133459Total Non-Farm
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Where Has Employment Increased?

11% of jobs



Source: Bureau of Labor Statistics, Establishment Survey (Table B-3)
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Labor Markets 
and

Income Inequality



Labor Markets

In the New Economy there are:
• Wider income and wage differentials: 

- Larger group well-paid, high-skill workers
- Larger group low-paid, less skilled workers
- Falling real earnings for low-paid workers
- Stagnant real earnings for average workers

• No obvious forces reversing this
• Great uncertainty re extent!



Labor Markets

In the New Economy:
• Real wages for some workers have 

stagnated
– Distinguish “mean” from “median”
– “Mean” (“average”) has done well
– “Median” (“average”) has not done well

• Depends on price deflator/index
• Varies with time period



Labor Markets

Before the New Economy:
• “Rising tides” seemed to lift all boats, 

although perhaps not equally
• Tight labor markets:

– Increased real earnings for most workers 
– Reduced income inequality

• Prior to 1973, real hourly wages for most 
workers rose about 2 percent per year



Labor Markets

In the New Economy, job growth has:

– been mostly in lower-paid service-type 
industries jobs

– been mostly in higher-paid managerial 
and professional jobs

⇒ Both are true!
⇒ Fewer jobs in the middle 



By Industry:
• The largest number of new jobs has been in 

service industries, paying less than 
manufacturing on average

By Occupation:
• Rapid growth in both high-paying and low-

paying occupations

Labor Markets



By Sex:
• Women have done better than men.
• More rapid employment growth
• and Rising wages

By Education:
• Lower educated men have done the worst
• Lower educated women saw wage losses, but 

not as much as men

Labor Markets 10



Growth in Real Hourly Earnings by Deflator
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Growth in Real Hourly Earnings by Deflator

-3.00%

-2.00%

-1.00%

0.00%

1.00%

2.00%

3.00%

2000 2001 2002 2003 2004 2005 2006 - Jan

Core PCE

CPI

The Story Depends on the Data: 

Average Hourly Earnings with Two Price Deflators

Total CPI suggests real hourly earnings have fallen

Core PCE suggests real hourly earnings have risen



Real Median Household Income  

• 1999 → 2005,  ─3%    ||    1993 → 2005,  +11.5%



Labor Markets - 2

“Median” Income and Wage
• Household income (real)

– Increased  11.5% 1993 → 2005
– Decreased 3.0%   1999 → 2005

• Real median hourly wage
– Increased 12.2% 1995 → 2003



Labor Markets - 2

“Median” Wage Growth
• Real median hourly wage, by percentile, 

1995 → 2003
– 20th: +14.0%
– 50th: +12.2%
– 80th: +11.6%
– 90th: +14.6%
– 95th: +15.0%

No Big Differences 
Across Groups!!

Source: Mishel, Bernstein and Allegretto (2005), table 2.6
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10.814.0$594.93$578.21$6592006 Q2

4.03.5$578.27$559.36$6162003 Q2

$5952001 Q2
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adjusted 
by the 
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Increase in CPI

(percent)in 2001 dollars

Median Weekly Earnings of Wage and Salary 
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Source: Author’s calculations from Bureau of Labor Statistics data

Not much gain for median worker since 2001 



Core PCE

CPI

Nonfar m Business Sector :  Real Compensation Per  Hour
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Compensation per hour, all workers, inflation-adjusted
Nonfar m Business Sector :  Compensation Per  Hour
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Core PCE

CPI

Total CPI suggests real hourly earnings have fallen

Core PCE suggests real hourly earnings have risen

Aver age Hour ly Ear nings:  Total Pr ivate Industr ies
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Real Income Growth by Income GroupIn the New Economy, higher wage 
workers receive larger 
increases:

Source: Mishel, Bernstein and Allegretto (2005)



Labor Markets 6

Men, change in real hourly wage by wage percentile

Source: Mishel, Bernstein and Allegretto (2005)



Labor Markets 7

Women, change in real hourly wage by wage percentile

Source: Mishel, Bernstein, and Allegretto (2005)



Labor Markets - 2

“Mean” Wage and Benefit Growth
• Real mean hourly wage, 1995 → 2003

– 9.7%
• Benefits

– 0.0%
• Total Compensation

– 7.8%

Less than the 
median increase

Source: Mishel, Bernstein and Allegretto (2005), table 2.3



International Trade



Trade Facts

• 2005 Trade Deficit:   -$705 billion
• Goods:  -$783 billion
• Services:  +$66 billion

• Exports:  $1.28 trillion (~ 10% GDP) 

• Goods:  $895 B,  Services:  $380 B

• Imports:  $1.99 T ( ~ 16% GDP)

• Goods  $1.67 T,  Services  $314 B



1980 2002

Share of Consumer goods has doubled.

Share of capital goods (machinery, equipment) has doubled.

Share of supplies and materials has halved.



Most Important Trade Partners: Europe, Canada, Asia excl. China

1980 2002



2005 Trade Deficit:   -$705.4 billion

Goods:  -$783 billion

Services:  +66 billion

Exports:  $1.275 trillion   (Goods:  $895 B,  Services:  $381 B)

Imports:  $536 B  (Goods  $452 B,  Services  $83.1 B)

Balance on Cur r ent Account as a % of GDP

SAAR, %
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Sour ce:   Bureau of Economic Analysis/Haver  Analytics
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State and Regional 
Analysis



Required Reading!



Regional Analysis 1 

In the New Economy:
• Skilled workers relocate to areas with skilled 

workers
• Firms react – locate in areas with skilled 

workers: skilled labor + technology
• New technology requires new business rules, 

systems and practices (and perhaps workers)
• Skilled workers receive higher wages in areas 

with many skilled workers
• Affects manufacturing and service sectors



Regional Analysis 1

Since 1929, differences in state per capita 
incomes have narrowed

• In 1929, income in the highest state was 5 
times income in the lowest

• In 2005, the ratio was 2:1
• Differences narrowed almost continuously 

1929 to 1980
• Differences have changed little since 1980

State Income Differences 1



Regional Analysis 1

Empirical research finds two factors explain 
state income differences:

• “Knowledge” = HS and college education 
of its population

• “Patent Stock” = patents held by firms in 
state (measure of innovation, R&D, 
entrepreneurship)
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Percent of Population with a College Degree

National Average: 24.4%



% of the population over 25 with 
H.S Degree 

National Average 80.4%             Source: U.S Census



% of Population over 25 with 
Bachelor Degree or Higher

National Average 24.4%     Source: U.S Census
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