The Dominance of Producers Services
in the US Economy *

The rapid growth of US service sector employment and output
has attracted the attention of a number of studies, most of which
considered the effect to be dettimental to the well-being of Americans
and often saw in it the need for the adoption of industrial strategies.
The most recent and widely cited studies in this tradition have been
by Beli, Shelp and Bluestone and Harrison,! who did much to
popularize the concepts “de-industrialization” and “post-industrial
society” and related them to the growth of the service sector.

The ideas of these authors are surrounded by a model of historic
determinism with wide appeal. This model, very popular during the
1930s, postulates the existence of development cycles which take
countries from primaty to secondary and tettiary stages. The second
and third stages were initiated as productivity growth and consumer
satiation in agriculture and manufacturing, respectively, pushed
labour into the next highest sector. The chilling prospect for our age
is where will the workers go after computers have raised productivity
in the tertiary sector and consumer demand reached its limit? The
model took on a seemingly special relevance as an explanation of the
high unemployment rate during the recession of 1981-82 and the
subsequent shrinkage of industries in the rust belt of the United
States.

* The paper applies to US data a methodology which was developed in the context
of a major research project dealing with the service industries in Canada. It was financed
by the Government of Canada and administered by the Fraser Institute. Purther
elaboration of the ideas in this paper is found in Hersert G. GRUBEL and MICHAEL A.
Warker, The Canadian Service Indusiries, Vancouver: The Fraser Institute, 1989.

! The references to these writings ave: Davip Berr, The Coming of Post-Industrial
Society: A Venture in Social Forecasting, New York: Basic Books, 1973: Baxry BLUESTONE
and BENNET HarrisoN, The Deindustrialization of America, New York: Basic Books, 1982;
and Rowarp SeELe, Beyond Industrialization: The Ascendancy of the Global Service
Economy, New York: Praeger Special Studies, 1981.
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Blustone and Hartrison? also authored a study of the income
distribution effects of the service sector growth and in it developed
the concepts of “the vanishing middle class” and the “bimodal income
distribution”, again attributing much of the phenomenon to the
growth of the service sector.

Troughout modern history, the service sector has been identified
as the cause of economic troubles. Adam Smith considered it to

~involve the non-productive use of resources, an idea which was

picked up by Matx and Lenin. It resulted in the exclusion of personal
service industry output from the national income accounts of the
Soviet Union and other socialist economies. As late as the 1960s a
British Labour government imposed a special tax to discourage the
growth of the industry.

The more recent work of Baumol and Fuchs® influenced the
thinking of generations of economists with theorems about the low
productivity growth of the sector, the resultant upward bias on prices
generally and the cost of government in particular. Browne* discussed
the widespread notion that much of the service sector growth in-
volves “taking in each other’s laundry”. According to this model,
women entering the labour force reduce production in the traditional
household and replace it with the same output produced in the
market. This process involves an overstatement of economic growth
because national income accountants record the increase in the mar-
ket production but do not note the decrease in the output of
households,

In all of these studies, the analysis has concentrated on services

for consumers, bought in the market or supplied by government. The

most memorable of the analysis by Smith deals with the work done by
personal valets and actors. Baumol’s widely cited model involves the
unchanged productivity of quartets playing the same piece of music
through the centuries. Bell, Bluestone and Harris draw heavily on the
image of the modern fast food service restaurants. The government
supply of education, health and welfare services for public consum-

2 Bazry BrursToNE and Benwer Harrison, The Great American Job Machine: The
Proliferation of Low-Wage Employment in the US Economy, Washington: Joint Economic
Committee, 1986.

3 Wiriam Baumor, “Macroeconomics of Unbalanced Growth”, American Economic
Review, 57, 1967, pp. 415-26; Vicror Fucus, The Service Ecornorry, New York: National
Bureau of Fconomic Research, 1968.

* L.E. Browng, “Taking in Each Other’s Laundty — The Service Economy”, The
New Epngland Economic Revietw, July/August 1986.
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ption is documented and discussed in many studies, supporting the
widely held belief in the importance of government services in the
overall growth of the service sector,

Interest in producer services is a relatively new phenomenon and
is found most notably in the recent studies by Ginzberg and Voijta,
Gershuny and Miles; and Riddle.” In general, the relative importance
of this service sector is inferred from the very rapid growth of the
industries called Business Services. Momigliano and Siniscalco® in a
pioneering study evaluated the quantitative importance of all pro-
ducer services in the output of the goods sector. Using input-output
tables, they measured the direct and inditect input of producer
services in the Ttalian economy and showed that they represented 2
very large and growing part of the entite service sector.

In this study we measure the level and growth of producer
services in the US economy, using an innovative technique which
avoids the use of complex input-outpt calculations, The technique
permits us to overcome a basic problem of existing government
statistics. These statistics only show the total production of financial,
insurance, architect, computer, communication, transportation, res-
taurant and many other setvices which are purchased by both con-
sumers and industry. Only that share of these services bought by
industry can propetly be considered to be producer services.

I. The definition and measurement of consumer, government and
producer services

The national income accounts of the United States contain a
long and consistent time seties on the fotal size of the service producing
sector of the economy, as measured by its value-added or GNP, This
basic time series is shown as the top line in Figure 1. Tt has produced
the 50 percent figure noted in the opening sentence and provoked
much of the recent discussion in the literature,

7 I.I Gersnuny and 1. Mies, The New Service Econoemy: The Tranformation of Em-
ployment in Industrial Societies, New York: Praeger Publishers, 1983; Frx Ginzperc and
Grorge J. Vorra, “The Service Sector of the US Yconomy”, Scientific American, 244, 3,
March 1981, pp. 48-55; DorotHy Rivbrk, Service-Led Growth: The Role of the Service Sector
in World Developmeni, New York: Praeger Special Studies, 1986,

& MomiGcrisno, Franco and Domenico Smiscarco, “The Growth of Service Em-
ployment: A Reapptaisal®, in this Review, September 1982, pp. 269-306.
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Ficure 1
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In recent years national income accountants and scholars have
been reflecting on the measurement principles and techniques which
undetlie these figures. However, progress on these matters is slow,
The analysis thus far promises to result in marginal improvements
only. As a result, revisions based on new data and concepts lack
urgency and are not likely to be available for a long time, if ever. The
data used here, therefore, are the best available.

Data on the purchase of comsumer services are available from
national spending surveys. These data are reliable and consistent since
they setve as the raw data for the calculation of consumer price and
expenditure statistics and contain very detailed records on hundreds
of goods and services bought by consumers. They provide estimates
of spending on such setvices as finance, insurance, communication,
transportation, computers and restaurants.

These data cover expenditures and therefore include the goods
components of the final price. Included in expenditures on restau-
rants, for example, is the cost of the food. To eliminate this goods
component and make the scties consistent with the GNP concept of
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the overall service sector output, it is necessary to determine the
value-added of these service industries. For this purpose we drew on
data from a major study of the service industries in Canada, where we
had estimated the ratio of value-added to gross output of these service
industries to be .6. We assume that this figure is the same for US and
Canadian service industries and that it has not changed during the
period under study. The bias introduced by this assumption is un-
known but unlikely to affect the main findings of this analysis.

To obtain information on government services it is necessary to
divide government expenditure into its two main components,
transfer payments and exhaustive spending. The former involves
pensions, welfare and unemployment insurance payments. Exhaustive
expenditures go for the provision of education, health, defence,
justice and general government services, including the administration
of the pension and welfare transfers, at all levels of government. The
value-added of the government sector as published by the US gov-
ernment is used in this study to measure the value of national product
devoted to the provision of government services of this type.

Producer service output is estimated by the subtraction of the
consumer and government services from the total service sector
output. Producer services therefore contain the output of the indus-
tries obviously producing intermediate inputs, like Business Services
and Wholesale Services. Importantly, they also include as a residual
the output of all those industries widely viewed as serving mainly
consumers, like finance, restaurants, hotels and transportation. A
large fraction of the output of these industries is used by business and
government as input into the further production of goods and ser-
vices,

It is important to note a likely downward bias in the estimation
of producer services. Many of the setvices produced by government
are used as inpuis by business. The most obvious are the output of the
Departments of Agriculture and Commerce, but most other gov-
ernment departments serve both consumers and business. Unfor-
tunately, it is not possible to determine the relative magnitude of the
two. By not allocating any of the government setvice output to the
category of producer services, our procedure biases downward the
estimate of the latter.
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1L The size and growth of the types of service industries

In Figure 1 the size of the total service sector and its three
components are shown as a percentage of GNP and in constant 1982
dollars, for the yeats 1954-1987. The top line shows the clear upward
trend in the basic series. Small fluctuations around the trend are
correlated with business cycles. Traditionally these cycles have re-
sulted in greater swings in goods than in service industries’ output,
which explains why the 1981-82 recession shows the service indu-
stries’ share at its postwar peak.

Figure 1 indicates that in 1954 consumer and government ser-
vices each represented 15 percent of GNP while producer setvices
held the smallest share at 12 percent. Since then, the share of
government services has been on a rathet steady downward trend to a
1987 level of slightly less than 10 percent. Producer and consumer
services trended upward and by the end of the period had reached 18
and 19 percent, respectively.

For the purposes of the present analysis, greatest interest lies in
rates of growth rather than levels of the types of services. Relative
growth rates are brought out effectively in Figure 2, which uses the
‘nformation contained in Figure 1 but expresses the share of GNP of
each sector in 1954 as an index of 100 and traces the development of
this share through time. According to this figure, government services
during this period have dropped by one third, total setvices have
tisen by 17 percent and consumer services by 32 percent, all ex-
pressed as a share of GNP, The growth in the share of producer
services by about 52 percent has been the most rapid by a large

margin.

IIL Causes and effects of changes in share by sector

What have been the causes and welfare effects of these trends in
the share of output of the three sectors?

Government services

The decline of the value-added by the government service sector
appears to be inconsistent with the widely accepted view that the
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shal:e of government in the economy has been growing rapidly, even
dur‘mg the administrations of President Reagan. The main ,expla—
nation of the puzzle is found in the fact that transfer payments have
increased very rapidly. This development is consistent with the
mo'dern theory of government spending associated with the publi-
cations _Of James Buchanan, the 1984 winner of the Nobel prize in
econormics. It is much easier to target transfer payments rather than
e‘X}.laustlve expenditures to benefit interest groups which repay poli-
ticians by voter loyalty and financial contributions. Moteover, transfer
payments are determined by existing laws while muc}; of the
exhaustive expenditure requires new and politically difficult legis-
lative initiatives.

. We can only speculate on the welfare implications of this decline
in Eaxhaustive expenditures. On the one hand it may be seen to be
desgable since the private sector is capable of supplying most of these
services more efficiently than the government. On the other hand, it
is also possible that the decline has reached an inefficiently low le\;el

given the more than normal complaints from many users in recenz
yeats about the adverse consequences of reduced supplies of edu-
cation, health, justice, police, patent administration, basic science

defence, airport safety and many others. ,
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We cannot assess here the relative merit of the two vi.ev&'rs on the
decrease in the supply of government. A consensus on this issue hfis
not emetged even among well-informed economists. The main
reasons for this are inadequacies in factual knowledge, along with
differences in ideological perceptions of the rolef of government.

However, there are two relatively technical matters wl.nch
should enter into any debate over the supply of government setvices.
First, the decline in the supply of gove‘rnme{lt services shown in ‘the
graphs may be overstated by the way in 'W]‘:nch government serv1ces£
are measured. By accounting convention it is assumed that output o
the sector is proportional to the amount of labour' gsed. As' a result,
the data do not account for changes in the productivity of t.hls labm.Jr.
This means that if, for example, administrators of the soc%al secutity
system have become more efficient in the issue of pension che.cks
through the use of computers, the volume of government sxlefs}ilices
supplied has increased more than the data show. There may we 1ave
been productivity gains in defence and health care and other servlcecsi,
which bias downward the estimate of supply. On the ot}.ler hand,
reductions in the efficiency of government services produc.:tl,on lower
the size of this bias. In spite of substantial efforts to ql%antlfy produc-
tivity in the government sectof, no reliab%e ‘and consistent data are
available to correct for the bias in the existing statistics.

Second, the contracting out of government services at .all' levels
has increased the efficiency of production. For example, it is fvell
documented that workers in privately owned garbage collection firms
remove about 94 percent mote tons per crew person per hout than d-o
workers employed in the public Sectof.? G.ene‘rahzmg fI‘OTI}; _t}us
example suggests that the trend towards privatization generallly iases
downward the estimate of the quantity of government services sup-
plied. Unfortunately, no estimates of the precise magnitude of this
bias are available. However, the public’s assessment of the success of
privatization may well have an important influence on the future
growth of the government service sector employment and output as

measured traditionally.

7 See, for example, MicHAEL A, Warker, editor, Privatization: Tactics and Te-
: 0]
chniques, Vancouver: The Fraser Institute, 1988.
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Consumer services

The demand for consumer setvices is influenced by two op-
posing forces. On the one hand, the demand for consumer setvices is
an increasing function of family incomes. The rich are spending larger
proportions of their incomes on entertainment, restaurant services,
recreation, education, health and similar services.

On the other hand, increases in average income through time
have not generated increases in demand for these services which
might have been expected from the cross-section evidence, One
reason for this is found in the so-called Baumol effect, According to
this model, many types of services by their nature require petrsonal
contact and therefore productivity of supply cannot be increased
significantly by the use of technology. Important examples of such
setvices are entertainment, bus transportation and taxis, barbers and
private education and health care. The cost of these services has been
rising because the labour needed has to be paid wages that are
competitive with those paid in industries in which the application of
technology has increased productivity of labour and resulted in in-
creasing wage rates. The increases in the relative prices of these
setvices have a negative influence on demand. The development of
new products has made possible the consumption of substitutes for
these services. For example, TV and musical recordings have substi-
tuted for the services of live entertainers, vacuum cleaners and
washing machines have taken the place of domestic workets.

The relatively low growth rate of the share of consumer service
demand shown in the graphs represents the net of influences of the
growth in average incomes, the rise in relative prices of services and
the development of substitutes. However, in a recent study of the
demand for consumer services by Hammes ef al.,8 the female labour
force participation rate has been identified as an important influence
on the demand for these services. Econometric results suggest that
about 40 percent of the increase in the demand for consummer services
has been attributable to this change in behaviour, which in turn has
been driven by increases in educational attainment by women and
exogenous changes in social norms. The effects of the increases in the
female labour force participation rates on the service sector may be

¢ Davip Hammes, Jean-Jacques Rosa and Herserr Grupgr, “The National Ac-
counts, Household Service Consumption and its Monetization”, Kyklos, 1989,
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seen from the finding by Scarfe and Krantz’ that the 'demand for high
priced restaurants is functionally related to fami_ly incomes whereas
demand for the output of fast food restaurants is a function of the
female labour force participation rate. ‘

The future of the demand for consumer services will be. determn}ed
by developments which are difficult to pred:ict, such as the introduction
of technological substitutes and changes in the‘ female labour force
patticipation rates, However, if the past is any ggde for ‘the future., the
growth of the demand for consumer setvices will remain constrained.
We may be reasonably confident that its growth, and that of government
services, will not embrace an overwhelmingly large' proportion of the
country’s productive capacity. The US economy will not.become c.le-
industrialized and face the problems which many have predicted to arise
in the wake of such a development.

Producer services

A large and most tapidly growing propottipn of prod‘ucer ser-
vices are sold by firms which employ persons w1t‘h high Skl’ﬂ le\{els,
such as finance, accounting, legal, advertising, science, engineering,
architecture, computer, communications and training f)f p'ers'onr}el.
There are also business services requiring low skills, like janitorial,
personnel, wholesale, retailing and personpel services. All of the§e
producer setvice industrties draw on a growing stoc.k of knowledge in
the natural, engineering, social and managerial sciences. _

It is through the increased use of huma_n and knowledge caplt‘al,
along with physical capital, that economic deve.lopllnent and m%
creasing productivity are achieved. The overwhelming importance o
human and knowledge capital in this process has been disFovered in
the 1960s by Solow, who was awarded the 1986 Ngbel ptize for this
work. The finding was confirmed and strengthened in recent work by
Jorgensen and Fraumeni’® who claim that as mucb as 80 percent of
US wealth consists of human and knowledge capital. ‘

How are these forms of capital introduced into the p}:odu:ctlon
process? Why has the accumulation of this capital not resulted simply
in an increase in the number of highly skilled workers by manufac-

? Brian ScarFE and Davip Kranvz, The Accommodation, Foo'd and Beverage Industry
in Canada, Vancouver, B.C.; Fraser Institute Service Sector Pro]ect,. 1988. ;

' DaLe JoreensoN and BarpAra Fraument, The Accumulation of Human an
Now-Human Capital 1948-84, Cambridge: Harvard University, 1987.
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turing firms, whete they would be counted as working in the goods
producing sector? The answer to these questions may be found in the
ideas of Austrian school of economics. This school made much of the
proposition that increases in the quantity of physical capital per
worker are associated with increased specialization of the production
process, which they labelled increased roundaboutness, We now
postulate that this same process of specialization accompanies in-
creases in the stock of human and knowledge capital per worker,

Experts in finance, advertising, entertainment, law, science, en-
gineering and similar fields are becoming increasingly specialized.
Their expertise tends to be so specialized that it is not needed full
time by even the largest manufacturing concerns, However, they can
be employed fully by a firm catering to customers throughout a
region, country or even the world, Importantly also, there has been
the development of specialized firms with producer setvice expertise
which cater primarily to smaller firms in more localized matkets
which previously have tended to do without them. It is clear that
such specialization has been encouraged by technological improve-
ments in communications and travel. The main point here is that the
human and knowledge capital deepening and the accompanying
patterns of specialization have resulted in a growth in the demand for
the services of such firms by the goods producing sector, governments
and other producers of setvices.

An understanding of the phenomenon of producer service growth
may be aided by considering the idea that these services end up
embodied in goods, where they constitute an ever increasing fraction of
the final price of a product. For example, Lee Tacoccal® has noted in
his biography that a larger part of a Chrysler car’s costs now consists of
spending on medical services for workers than spending on steel. In
addition, of course, all of the material inputs used by automobile
manufactuters embody growing amounts of producer services, as for
example in the many electronic devices, The phenomenon is general,
Its manifestation in the extreme is found in the case of computer disks
which hold a sophisticated program. This product is counted as the
output of the goods industry but the value of services embodied in such
a disk may easily represent 90 percent of the market price of the good.
At the same extreme end of goods with high amounts of embodied
services we find modern medicines and complicated machinery like
typewtiters, assembled in fully automated factories.

" 1eE Iacocea, Tacocca: An Autobiography, Toronto: Bantam Books, 1985,
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IV. Summary and policy implications

In sum, the preceding consideration lead us to the following,
centtal postulate. The growth in the shate of producer services shown
in the statistics above is due to the process of human and knowledge
capital accumulation and increased specialization in the producer
setvice industries. Tt has resulted in the phenomenon of ever in-
cteasing shares of embodied services in the market value of US goods
and the output of government and other service industries.

The implications of this analysis are important for a number of
public policy issues. Fitst, the growth of the services sector does not
imply the de-industrialization of America in the sense that goods
production will cease or even decrease dramatically. The number of
people employed by the goods producing sector may continue to fall,
but there is no theotetical limit, short of 100 percent, of the pro-
portion of market value of goods accounted for by the workers in the
producer service sector. There will not be high unemployment levels
because of productivity gains in the setvice sector and the satiation of |
consumer demand for services.

Second, while producer service industties typically do not show
rapid increases in productivity, they are one of the main sources of
productivity gains in the goods producing sector. Third, goods are an
effective vehicle for international trade in embodied services. They
will permit continued exploitation of the sources of comparative
advantage among nations and thete is no need to worry that US
goods producers will be wiped out by competition from cheap labour
in newly industrializing countries. Fourth, there will be no problem
with a bimodal income distribution and the vanishing of the middle
class. The future middle class is likely to be recruited from workers
employed in producer service sector. It will grow more rapidly and
offer jobs that are more highly paid and require higher technical skills
than the consumer service sector.

Burnaby,
Vancouver
Hrerser G, GrUBEL - MicHAEL A, WALKER






