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That’s the rallying cry of the economic bulls. Aside from the fact that jobs and personal income 
are coincident indicators, not leading indicators, and that labor compensation as a percent of 
consumer spending tends to rise just before the onset of recessions (see Payroll Growth = 
Consumer Spending Growth? ), will jobs and income growth alone be enough to sustain real 
consumption growth going forward? That is, with mortgage equity withdrawals drying up and 
corporate buybacks and private equity buyouts slowing down, suppose that consumer spending 
relative to disposable income reverts to its mean. What rate of growth in real consumer spending 
could we look forward to in 2007? 
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Chart 1 shows real personal consumption expenditures (PCE) as a percent of real disposable 
(after-tax) personal income (DPI). For the years 1947 through 2006, the average percentage was 
92.3. From 1993 on, consumption as a percent of disposable income has been above average. In 
2006 it was 95.80%. Chart 2 shows the year-to-year change in real DPI. The compound annual 
rate of growth real DPI from 1947 through 2006 was 3.52%. In the six years ended 2006, year-to-
year DPI growth has been below 3.52% except for 2004 (3.61%). 

 

Chart 1 

Real PCE as % of Real DPI

Average 1947 - 2006 = 90.23%
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Chart 2 
Real Disposable Personal Income % Change - Annual Rate

 Compound Annual  Growth 1947 - 2006 = 3.52%
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Remember that Hewlett-Packard commercial of a few years ago, “What if?” What if in 2007 real 
DPI grew at 3.52% -- faster than its 2.75% compound annual growth in the past five years -- but 
real PCE fell back to its long-run average of 90.23% of real DPI? What would growth in real PCE 
be in 2007 vs. 2006? Growth? There would be no growth. Instead, under this “what if scenario,” 
real PCE would contract by 2.5%. 

There is little doubt, in my mind anyway (see Wealth Effect or Borrowing/Asset Sales Effect? ), 
that the higher ratio of consumer spending relative to disposable personal income has been the 
result of increased household borrowing using residential real estate as collateral and the sale of 
household direct and indirect holdings of corporate equities to corporations and private equity 
syndicates. If households had to depend only on their income from employment and other sources 
to fund their consumer spending, we would observe much slower growth in consumption 
expenditures. So, those who keep harping that “the consumer” will be just fine so long as there is 
job and income growth ought to do some “what ifs.”  

 

The ISM Manufacturing Survey vs. Actual Factory Production Asha Bangalore 
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 The ISM manufacturing survey for July will be published on August 1.  The consensus is for an 

unchanged reading of the composite index at 56.0.  This index hit 49.3 in January, reversed the 
downward trend in the following month, held above 50.0 in March and it has been advancing 
consistently in each of the three months ended June.  The production index (49.6) touched below 
50.0 in January but it has advanced and held above 50.0 in the last three months, with the June 
reading at 62.6.  Historically, a pickup in the production index is associated with growth in 
factory production.   
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Chart 3 
<  ISM Manufactur ing:  PMI Composite Index

SA, 50+=Incr easing

    ISM Manufactur ing:  Production Index  >
SA, 50+=Incr easing
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True, factory production is growing but at a decelerating trend (see chart 4).  The year-to-year 
change in factory production appears to have peaked in September 2006.  The softness in factory 
production is a troubling feature and it is not consistent with the message from the ISM 
manufacturing survey in the current cycle.  We are looking forward to the ISM survey results of 
July to sort out the mixed message.   

Chart 4 
Industr ial Production:  Manufactur ing [SIC]

    % Change - Year  to Year         SA, 2002=100
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