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SHIFTING BLAME FOR
MANUFACTURING JOB LOSS

Effect of rising trade deficit
shouldn’t be ighored

by Josh Bivens

Many economic observers have recently exonerated international trade flowsfor the hemorrhaging job
losses in the manufacturing sector of the United States, generally claiming that either changing demand
patternsor rapid productivity growth are the cause of manufacturing’ sdecline. But the evidence shows
that trade imbal ancesin manufacturing have accounted for 59% of the declinein manufacturing employ-
ment since 1998. A close examination of net imports, demand for manufactured goods, and productivity
growth revealsthat these three factorsinfluence the U.S. manufacturing industry in the following ways:

. U.S. consumers and businesses have not shifted their purchasing away from manufactured goods.
In fact, demand for manufactured goods as ashare of total demand in the United States has actu-
ally grown over thepast 10 years.

. Therising trade deficit hasled to an unprecedented divergence between domestic manufacturing
output and demand. Domestic output isnow just 76.5% of domestic demand, nearly 14% |lessthan
the 1987 to 1997 average. Raising output closer to this previousrel ationship with demand (around
90%) would generate millionsof jobsin manufacturing.



. Therising trade deficit in manufactured goods accountsfor about 58% of the declinein manufac-
turing employment between 1998 and 2003 and 34% of the declinefrom 2000 to 2003. Thistrans-
latesinto about 1.78 million jobs since 1998 and 935,000 jobs since 2000 that have been lost dueto
rising net manufactured imports.

The manufacturing sector lost more than three million jobs between 1998 and 2003, with 2.7 million lost
sincetheimmediate pre-recession year of 2000. Roughly coinciding with this manufacturing employ-
ment loss, the trade deficit in manufactured goodsincreased by over $230 billion. The synchronicity of
large-scale manufacturing job lossand growing trade deficits has | ed to a debate about whether interna-
tional trade flows have contributed to theloss of manufacturing jobs.

Those economic observersthat dismisstrade asaprimary driver of manufacturing job lossclaim
that either changing consumer and investment demand patterns and/or fast productivity growthinthe
manufacturing sector isthe culprit for thisjob loss. These analyses share two underlying messages: that
thereislittlethat policy makers can do to avert manufacturing’ s employment decline, and more specifi-
cally, that international tradeisnot acontributor to thisdecline becauseit has been driven mostly by
domestic factors(i.e., demand and productivity).

Inreality, the manufacturing jobscrisisin the United States can beresolved, andtodo o, itis
crucialy important for the trade account to move closer to balance through rising exportsand/or falling
imports. The single best way to influence theseimport and export flowsis by encouraging afurther (and
wider) depreciation of the U.S. dollar to make domestically produced goods more competitive on global
and domestic markets.

Accounting for manufacturing job loss

Changing demand patterns

The decline of manufacturing asashare of total GDP over the past 30 yearsisoften highlighted as
evidence of along-term trend away from consumer and busi ness demand for manufacturing output.
However, while manufacturing’ s share of GDP hasfallen steadily and rapidly over the past couple of
decades, thishasbeen largely caused by lower inflation for manufactured goodsthan for services, driven
by higher productivity growth ratesin manufacturing.

A different pattern emerges when using the share of real (inflation-adjusted) manufacturing output
inreal GDP. Real measures account for the faster price declinesfor manufacturing goods. Inreal terms,
manufacturing’ s share has actually been quite stable over the past 25 years. Since 2000, however, it has
dropped afull percentagepoint.t A portion of thisdrop issurely reflecting thelargefall in business
investment that began in 2000. Figur e 1 showstrendsin manufacturing’ s share of real and nomina GDP.

Even given therelative stability of manufacturing’ s share of total (real) GDP, it could be argued that
Americans have begun demanding lessin the way of manufacturing output in the very recent past (since
2001), and that this shift in demand explainsagood portion of both manufacturing job lossand the entire
joblessrecovery, asaggregatejob | oss has been driven by the manufacturing sector.



FIGURE 1

Real and nominal shares of manufacturing output in GDP
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Source: GDP series from the Bureau of Economic Analysis (BEA).

A recent Congressional Budget Office (CBO) report on manufacturing employment presents
evidence on along-term shift in demand away from manufacturing goods by referencing the relationship
between real manufacturing output and real GDP. This, however, isthe wrong comparison. Figure 2 shows
that there has actually been very little changein the domestic demand, properly measured, for manufactured
goodsintheU.S. economy intherecent past.

While domestic manufacturing output has declined asashare of GDP, there has been an enormous
surge of net importsin the manufacturing sector. To measure whether or not consumersand businessesare
really demanding lessintheway of manufactured output, netimportsaswell asdomestic production must
beincluded. Figure 2 showsthe share of domestic manufacturing demand asashare of total domestic
demand for all goodsand servicesinreal terms. Manufacturing demand isthe sum of domestic manufactur-
ing output plus net manufactured importsinto the United States (i.e., importsminus exports). Total domestic
demandisGDP plusnetimportsof all goodsand services.

Grossdomestic product and the net imports of goods and services are much better representations of
demand. Thisproperly measured seriesisremarkably stable over time, and evenincreasesin recent years,
refuting thewidely held view that thereisalong-term demand shift away from manufactured goodson the
part of U.S. consumers and businesses.

Given that the demand for manufacturing output has grown even faster than other demandsin recent
years, the hemorrhaging of manufacturing jobs has not resulted from long-run trendsin spending patterns.



FIGURE 2

Manufacturing as a share of total demand: domestic output plus net imports
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Source: Trade data from the Census Bureau. Output data from the Bureau of Economic Analysis. Manufacturing output for
2003 is a projection based on past relationships with manufacturing and aggregate output.

Domestic production as a share of total demand
While demand for manufacturing output has remained constant (or even grown) asashare of the U.S.
economy, domestic production of manufactured goods has|agged thisdemand by awidening marginin
recent years. This“wedge” between demand and production means that manufacturing purchases by
U.S. consumers and businesses do not translate into expanded employment and output.
Thiswedgeisequal to netimports. Oneway to measurethisisto chart domestic manufacturing
production asashare of total manufacturing demand over time. Thismeasurevariesgreatly over the
1987 to 2003 period, but it setsnew lowsin every year since 1998 (seeFigure3). Raising thisshare
back to itsmore normal historiclevel (for example, to 90%, the averagelevel between 1987 and 1997)
would bethe single most effectivelever in spurring manufacturing output and employment, with output
rising 16% and employment following aong closdly.

Contributions to manufacturing job loss

Threeinfluences on manufacturing employment have beenidentified: demand, productivity, and interna-
tional trade. Examining the aggregate data on these influences reveal s how much each factor has
contributed to manufacturing’ semployment decline during varioustime periods. A formal accounting



FIGURE 3

Ratio of domestic manufacturing output to demand
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Source: Trade data from the Census Bureau. Output data from the Bureau of Economic Analysis. Manufacturing output for
2003 is a projection based on past relationships between manufacturing and aggregate output.

framework for parsing out these contributionsislaid out in thetechnical appendix. Essentially, employ-
ment in manufacturing will rise as demand for manufacturing output rises, but will fall asproductivity rises
and/or domestic demand is satisfied by manufacturing imports.

Figures4 and 5 summarizethe contributions of demand growth, productivity growth, and net
import growth to manufacturing employment over 1998-2003 and 2000-2003. (Thesefiguresare based on
thenumbersinTableAlin thetechnical appendix.)

Growing net importsin this decomposition explains 59% of the declinein manufacturing employ-
ment since 1998 and 34% of the decline since 2000. Domestic factors (demand growth and productivity
growth) cannot come closeto explaining thetotal drop in manufacturing employment from 1998 to 2003.
Over thisperiod, productivity rose extraordinarily quickly in manufacturing, but so did domestic demand.?
Eveninthe 2000 to 2003 period, when productivity growth wasfast and therecession led to sluggish
demand growth, domestic factors do not explain alarge portion of thetotal job loss. From 1998 to 2003,
3.04 million jobswerelost in manufacturing, with rising net importsaccounting for about 1.78 million of
them. Between 2000 and 2003, 2.70 million jobswerelost in manufacturing, with rising net manufactured
importsexplaining about 935,000 of thisdecline.

Conclusion
TheU.S. economy has been shedding manufacturing jobs since 1998, with the current level of manufactur-
ing employment at itslowest point since 1958. Some have argued that this could be the manifestation of



FIGURE 4

Contributions to manufacturing employment (1998-2003)
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FIGURE 5

Contributions to manufacturing employment (2000-2003)
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changing demand patternsand rapid productivity growthinthissector. Thisargumentisoftenlinked to
admonitions against those who would blameinternational trade flowsfor thelossof manufacturingjobsin
the United States.

Itisprematureto shift responsibility for the struggles of the manufacturing industry away from
international trade. Demand for manufacturing output, properly measured, remainsin linewith the historical
average of the past couple of decades. There has been no long-term shift away from therel ative share of
manufacturing goodsin total demand. Furthermore, the domestic factorsinfluencing manufacturing employ-
ment (demand and productivity) cannot by themselves explain the scal e of job lossin manufacturing—rising
trade deficitshave made asignificant contribution to theindustry’ semployment decline.

Therising trade deficit in manufactured goods, which has not been compensated for by growthin
other sectors' net exports, can explain 34% of the declinein manufacturing employment between 2000 and
2003. Somewill arguethat thetrade deficit in manufactured goodsis, infact, along-runtrendinthe U.S.
economy that will not bereversed. Theideaseemsto bethat the United States can afford to run largetrade
deficitsin manufactured goods aslong asit runslarge surplusesin services, reflecting the shift to apost-
manufacturing economy. Thistrade-off between manufacturing and servicesistheoretically possible, but
giventhat the U.S. service surplusis 11% the size of itsmanufacturing deficit and that this service surplus
has shrunk by 0.5% of GDP over the past sevenyears it is unrealistic to expect that the current enormous
trade deficit in manufactured goods can be sustai ned through burgeoning service exports.

The manufacturing employment situation callsfor attention from policy makers. First and foremogt,
the value of the dollar should be encouraged to fall against awider range of currencies. Inthe past year, the
dollar haslost amost 40% of itsnominal value against the euro. Although thiswas anecessary adjustment, it
isnow timefor other countriesto alow their currenciestofall. A block of East Asian countries (China,
Malaysia, and Taiwan) account for 30% of thetotal U.S. trade deficit by pegging their currenciesfirmly
against thedollar and impeding necessary adjustments. These nations should be pressured torevaluetheir
currencies. If these countriesalow their currenciesto adjust, thiswill relieve the competitive pressureon
other nationsto alow their currenciesto move against the U.S. dollar aswell.

There are other stepsnot directly related to trade that can also be taken to aid U.S. manufacturing
firms. Given that much of the manufacturing industry’ sdistressis caused by eventsand policiesoutside
itsown control (i.e., theovervalued dollar), it seems appropriatefor policy makersto lend support to the
manufacturing industry. Oneway to do thisisfor the federal government to relieve the burden of the
fixed costs of U.S. manufacturing firmsby picking up somelegacy coststhat firmshaveincurred for
retiree health and pension benefits. Manufacturing firmsarefar morelikely to have offered sufficient
retiree health and income benefits and are now suffering financially asaresult. Firmswith largelegacy
costs should not be punished for being good empl oyers, and workers and retirees should not be punished
for economic eventsoutsidetheir purview.

Lastly, the proposition must be abandoned that tradeis blamelessfor the recent | oss of manufactur-
ing jobs and that the declinein manufacturing employment isanatural phenomenon that cannot (and
should not) be arrested. Thereisnothing desirable, sustainable, or irreversible about the present enormous
trade deficitsin manufactured goods that the United States currently carries.



APPENDIX 1: References on the debate over manufacturing job loss

In opposition to the view that trade has been a primary driver of manufacturing job loss, anumber of economic
observers have declared changing consumer demand patterns and/or fast productivity growth in the manufacturing
sector to bethe culpritsfor thisjob loss. The common core of these analysesisthat thereislittle that policy makers
can do to avert manufacturing’ s employment decline, and, more specifically, that international tradeisnot acon-
tributor to thisdecline.

Earlier debates about the loss of manufacturing jobs brought forward the notion that manufacturing empl oy-
ment lossis due mainly to changing demand patterns by consumersin the United States—substituting services for
manufacturing output. In thisview, first put forward by Clark (1957), manufacturing’s declineisthe natural
consequence of growth in an advanced economy. A recent Congressional Budget Office (CBO) report summarizes
thisview asfollows:

The share of consumer spending devoted to manufactured goods has declined over time both in the United States
and in other industrialized nations. As consumers income has risen, they have increased their purchases of good
but boosted their spending on services—including medical care, notably—even more. In 2000, 42% of U.S.
consumer spending was devoted to goods, down from 52% in 1979 and 67% in 1950. (CBO 2004)

Another argument put forward to explain manufacturing’ s declineisfast rates of productivity growth in the
manufacturing sector relative to other sectorsin the economy. All else equal, rapid productivity growth in manufac-
turing impliesthat fewer workers are needed to produce a given amount of output. Unless demand for manufactur-
ing output rises quicker for manufacturing than other sectors, thisrapid productivity growth will imply adeclinein
the share of workers employed in the manufacturing sector. Manufacturing’s share of total employment hasindeed
steadily declined through the years, giving somering of truth to the rapid productivity growth rate argument.

Berry (2003) istypical of thisview, arguing that “ most [ manufacturing jobs] by far were eliminated because
companies used new technol ogies, management techniques, and other methods to achieve huge gainsin productiv-
ity.” Hecontinueshby stating that “thejobs|lost to productivity gainswill not come back, regardless of what policy
makers do in Washington.”

Federal Reserve Chairman Alan Greenspan has blamed manufacturing employment’ s decline on the combi-
nation of demand and productivity:

The loss of jobs over the past three years is attributable largely to rapid declines in the demand for industrial good
and to outsized gains in productivity that have caused effective supply to outstrip demand. (Greenspan 2004)

Manufacturing job loss and trade
There haslong been a debate about the relationship between international trade and the loss of manufacturing jobs
inthe U.S. economy, started largely by Bluestone and Harrison (1982). M ost economists have taken the stand that
trade flowsplay atrivial roleinthelossof manufacturing jobsinthe American economy (Rowthorn and
Ramaswamy 1999, Krugman 1994, L awrence and Slaughter 1993). Implicit (at |east) intheir argumentsisthat the
decline of manufacturing work in the United Statesisanatural part of agrowing economy, and one that would occur
regardless of trade flows.

Even economistswho believe that domestic factors (changing demand patterns and rapid relative productiv-
ity growth) explainthelion’s share of manufacturing’ s decline acknowledge that trade flows theoretically can
impact manufacturing employment, asidentified by Rowthorn and Ramaswamy (1999):

More recent studies seeking to explain the declining share of manufacturing employment , such as for instance those
by Sachs and Shatz (1994), Wood (1994 and 1995) and Saeger (1996) broadly concur with the importance assigned
to “interna” factors in accounting for deindustriaization. They recognize, however, that “externa” factors such as
the growth of north-south trade may also have played a significant role in accelerating the decline of manufacturing
employment. (Rowthorn and Ramaswamy 1999)

The same CBO report that identifiesinternal factors as driving manufacturing’ s decline also recognizesthis:
“ A portion of the long-term decline in employment some manufacturing industries can be linked to the expansion
of trade” (CBO 2004).

In essence, the argument is not whether international trade contributesto manufacturing job loss, rather, itis
how much trade has contributed recently. This paper attemptsto provide aframework for answering this question.



TECHNICAL APPENDIX: Accounting framework for decomposing
domestic and net imports’ effects on manufacturing job loss

A familiar identity in economicsrelates employment, output, and productivity.
LY=yL

Yinthiscaseisoutput, yisproductivity, and L isemployment. Output is often assumed equivalent to demand.
Over the long-run, output and demand will equalize, yet long periods of time can pass with output diverging from
demand, even in the aggregate economy, let alone for specific sectors.

Thisidentity isupdated to reflect the fact that domestic output is not always and everywhere equivalent to
demand:

( dYy = yL

Y, is domestic demand, while d represents the ratio of domestic output to domestic demand. Domestic demand is

the sum of domestic output in manufacturing plus net manufactured imports (imports minus exports). Thisexpres-
sion isthe proper representation of demand for manufacturing output inthe U.S. economy. Theratiod isdomestic
output divided by this demand figures. L andy remain the same as before.

Expression (2) can be expressed in rates of change as follows:

@ d+Y, =g+L
Then, re-arranging terms gives us a simple expression for employment growth:
@ L=Y,-y+d

Thefirst two terms on the right-hand side of (4) are domestic demand growth and productivity growth. The
difference between their influences on employment is referred to in this paper as“domestic” factors. Thelast term on
theright-hand side (d) isthe gap between manufacturing output and demand, and is equivalent to net import growth.

Thelevelsand changes from 1998-2003 and 2000-2003 for each of these influences, aswell as the contribu-
tions of the right-hand side terms of (4) to manufacturing employment loss are presented inTableAl.

The data on employment, productivity, and output come from the Bureau of Labor Statistics (BLS) manu-
facturing productivity series and are expressed asindices. Theratio of domestic output to demand is cal cul ated by
dividing the output series from manufacturing compiled by the Bureau of Economic Analysis by the sum of this
output series plus net manufactured imports (imports minus exports) datafrom the Census Bureau’ s foreign trade
statistics measures.

In each period, the combined influences of domestic factors and net importstend to slightly overexplainthe
fall in manufacturing employment (see the column titled “residual”). To get the final numbersfor this paper, itis
assumed that thisresidual reduces the contribution of each influence on manufacturing employment proportion-
ately. The numbersreported in the text are then the numbers for each influence in the table mulitplied by (1+re-
sidual).

This analysis makes a couple of simplifying assumptions. Thefirst isthe assumption that all current demand
has to be satisfied by current production. In fact, some demand will be met through selling goods that are stored as
inventory, while some current production will not be sold in the same period it is produced and will instead end up
asinventory itself.

Dataon inventoriesthrough 2003 are not available, so this paper assumesthat inventory/sal esratios have
remained constant over the periodsin question. This could be untrue, but it still seemsunlikely that this changes
theresultsimplied by the accounting framework in any seriousfashion.



TABLE Al
Demand, productivity, and net imports:
levels, percentage changes, and contributions to employmentloss

Percentage change

VALUES 1998 2000 2003 1998-2003 2000-2003
(1) employment (index, 1992 = 100): (L) 104.6 102.5 86.4 -17.4% -15.7%
(2) ratio of output to demand: (d) 86.4% 81.4% 76.5% -11.5% -6.0%
(3) domestic output (index, 1992 = 100): (Y *d) 130.7 138.6 131.6 0.7% -5.1%
(4) domestic demand (index, 1992 = 100): (Y,) 151.3 170.3 172.1 13.7% 1.0%
(5) productivity (index, 1992 = 100): (y) 125.0 135.3 152.3 21.8% 12.6%
Implied employment changes, (Thousands of jobs) (Share of total)

all else equal, resulting from: 1998-2003 2000-2003 1998-2003 2000-2003
(6) productivity growth: (5)/(1) -3,810 -2,190 -125.5% -80.0%
(7) demand growth: (4)/(1)*(-1) 2,392 175 78.8% 6.4%
(8) domestic factors: (4) + (5) -1,417 -2,015 -46.7% -73.6%
(9) net import growth: (2)/(1)*(-1) -1,998 -1,045 -65.8% -38.2%
(10) domestic factors + net imports -3,415 -3,060 -112.5% -111.8%
(11) acutal employment loss -3,035 -2,738 100% 100%
(12) residual -380 -322 -12.5% -11.8%
Implied employment changes, (Thousands of jobs) (Share of total)

all else equal, constrained to 100% 1998-2003 2000-2003 1998-2003 2000-2003
(13) productivity growth: [(5)/(1)]*(11/10) -3,385 -1,960 -111.5% -71.6%
(14) demand growth: ](4)/(1)*(-1)]*(11/10) 2,126 157 70.1% 5.7%
(15) domestic factors: (4) + (5) -1,259 -1,803 -41.5% -65.8%
(16) net import growth: [(2)/(1)*(-1)]*(11/10) -1,776 -935 -58.5% -34.2%
(17) domestic factors + net imports -3,035 -2,738 -100.0% -100.0%

Source: Employment, output, and productivity indices from the Bureau of Labor Statistics productivity series. Ratio of output
to demand same as Figure 3. Total domestic demand is output divided by ratio of output to demand.

The second simplifying assumption isthat increasesin demand lead to aproportionateincreasein the
number of employees, not just the number of hours. If thereisroom to increase the hours of current manufacturing
employees, then some of theincrease in demand that could be spurred through lower net importswill not lead to
proportionate gainsin new hires—some of it will be met through higher hours.

There could be some room for hoursto expand in the manufacturing sector—average weekly hours are down
by about 2% since 2001 in this sector. Again, however, it seems unlikely increasing hours could soak up any
significant increase in manufacturing demand that was spurred by serious improvement in the manufacturing trade
balance.

Thefinding that trade has had |large effects on manufacturing employment is not affected by the choice of
end-points. FigureA1l showsthe sameanalysis performed for the 2001-2003 period. Net importsactually account
for alarger portion of the employment lossin manufacturing for this period, asdemand began rising briskly againin
theyearsafter 2001and then fell back afterwards. Rising net importsaccount for 42% of the 1.9 million jobslost from
2001 t0 2003 (about 897,000j0bs).3

During the 1987 to 2003 period (the data window we have on this accounting framework), there are only
very short spans of yearsin which the share of manufacturing demand satisfied by domestic output has consis-
tently risen. One such span was between 1987 and 1989. During this time, manufacturing employment rose by
about 2.3%. The employment-depressing effects of rising productivity (domestic factors) were more than counter-
balanced by arising share of domestic output to demand (falling net imports).
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FIGURE Al

Contributions to manufacturing employment (2001-2003)
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Source: Employment, output, and productivity indices from the Bureau of Labor Statistics productivity series. Ratio of output
to demand same as Figure 3. Total domestic demand is output divided by ratio of output to demand.

FIGURE A2

Contributions to manufacturing employment (1987-1989)
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Source: Employment, output, and productivity indices from the Bureau of Labor Statistics productivity series. Ratio of output
to demand same as Figure 3. Total domestic demand is output divided by ratio of output to demand.
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Endnotes

1. It should be noted that due to the technical issues that arise when using chain-weighted measures of real
output, thereis aproblem in doing this sort of comparison of shares across time. However, for the short timespan
highlighted in this paper (1998-2003), the chain-weighting seemsunlikely to make asubstantial differenceinthe
point being depicted.

2. It should be noted that thisis not completely unexpected: fast productivity increaseslead invariably to lower
relative prices for manufactured goods, which should increase demand for them. Demand for manufactured goods
would haveto be extraordinarily unresponsiveto price changes (or, inthe jargon, to have avery low price elasticity
of demand) to not compensatein asignificant way for therapid productivity increasesin generating employment.

3. Experimentswere performed using different measures of productivity and output obtained from the Bureau of
Labor Statistics (BLS) program on international productivity comparisons. This measure uses the value-added
output measure constructed by the Bureau of Economic Analysis (BEA), whichisonly currently available for
manufacturing through 2002. The measure of output reported in Table Al isa“sectoral output” measure, which
includes intermediate non-manufacturing inputsinto production.

This value-added measure of output behaves abit differently than the one reported above, in ways that cast
doubt on their strict comparability. However, substituting in different output and productivity measures doesnot
change the outcome that rising trade deficits are a prime contributor to job loss. Over both the 1998-2003 and 2000-
2002 periods, trade’s contribution to job lossis at |east as large using the value-added output measure asis
reportedin Table Al
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