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Where the Money Comes from, where
it goes

Productivity Gains Generate Real Wealth

By what mechanism or miracle of alchemy does our
economy convert investments — of assets and efforts
alike — to a wealth greater than that poured in?
Productivity growth is the key to this positive sum
game: the ability of companies to respond to
salubrious competition by adopting technological
and organizational innovations that increase their
efficiency of output.

In a speech last month, Fed Chief Ben Bernanke
described a veritable long-term productivity boom.
After ambling along at an annual rate of 1.5% from
the early seventies to 1995, non-farm productivity
growth ramped up in the second half of the 1990s to
a 2.5% annual average, and then accelerated in the
tirst few years of this decade to 3.5% annually. Most
astonishing perhaps, US manufacturing productivity
actually improved some 6% annually over the last
decade — though our total industrial output was less
than before relative to our competitors abroad, we
did, at least, produce less more etficiently. Who
benefits from these gains?

Labor and Capital

No, I'm not going to launch off on a “classes and
masses” tangent like some overcaffeinated beatnik
teaching assistant you may remember from your
college days. But how the productivity benefit gets
divvied between labor and capital affects your
portfolios, so it requires contemplating. Thus far, the
gains have accrued almost entirely to the owners of
capital, which includes you. Can that continue?

The fundamental relevance of productivity growth is
that it can create wealth that survives headline
inflation. But that hasn’t helped most wage-earners —
median hourly income has actually fallen 2% since
2003, after adjusting for inflation. Also, much of the
nominal (pre-inflation) wage gains made this decade
have taken the form of non-cash benefits like health
coverage, and so indeed they reflect an inflation rate
higher than CPI - healthcare — and don’t put actual
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money in people’s pockets. While you may hear
politicos talk about real growth in average family
wages, those gains derive from a growing skewness
in the distribution towards the highest earning ten
percent, and the top one percent in particular.

This year though, we may be seeing the beginning of
a different dynamic. Unit labor costs —i.e. wages per
unit of output — leapt 4.9% in the second quarter.
While this may be a statistical hiccup, it raises the
possibility that the wealth pie is being reapportioned
more broadly. The concern? That wage inflation may
be stoking up just as the productivity gains we’ve
become accustomed to are slacking off: since the end
of 2003, productivity growth averaged just over 2.2%
annually — still good, but trending down. Remember,
productivity growth keeps total inflation at bay; as it
wanes, inflation can gain momentum.

Market Implications

Historically, inflation depresses Price/Earnings ratios.
Forced to discount future cash flows at a higher rate,
investors demand a corresponding reduction in the
numerator of the ratio: share price.

And the denominator of the P/E ratio too may yet
come under pressure. The Commerce Department
reports that 2" Quarter U.S. corporate profits made
up 12.2% of GDP, a 40-year high. If, as some argue,
corporate profit margins are an inevitably mean-
reverting series, this cushy level of profitability won’t
persist. The recent jump in wages should directly
detract from corporate bottom lines, and may signify
that implacable mean-reversion is asserting itself.

On the upside, wage inflation is not a deadweight
burden like commodity inflation, because wages can
cycle back to the corporate top line (Sales) in the
form of consumer spending. Additionally, corporate
profits and headline inflation alike may benefit if
commodity prices continue their late summer retreat.
Altogether, wage inflation in the face of commodity
deflation would look like a good trade to us.

Firm News

Tara Hendison, Allen Trust’s VP and Senior Trust
Officer, will be speaking on October 31 as part of an
expert panel on “Estate Settlement: Handling Non-
Probate Assets — Trusts, IRAs, Annuities and Life
Insurance.” To learn more about this one-day
continuing education seminar for legal, accounting
and financial professionals, please give us a call.
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