Overenthusiastic advocates of the idea that there is a "new economy" are making the idea of a fundamental structural transformation the object of ridicule. Read the pages of the Atlantic Monthly, of Business Week, or of other publications and you can learn that the "new economy" means: that the business cycle is dead; that there will never be another recession; that inflation will never again threaten to move above five percent--or maybe even three percent; that central bankers worried about the return of inflation are hobbling economic growth; that measured labor productivity in the U.S. economy could grow in the future not at the one percent per year it has grown since 1973 but at three, four, or even five percent per year that a stock market with the Dow-Jones Industrial Average at 12000 is, if anything, undervalued: 40,000 is--or soon will be--the appropriate fundamental value; or even that the convergence here in the United States of a political culture based on individual liberty, of a prosperous market economy based on entrepreneurship--the exercise of individual liberty--and of revolutionary technology based on the quantum-mechanical properties of doped silicon is a sign--since quantum mechanical indeterminacy is the ultimate foundation of free will--that God is sending us a message that we are blessed.

No one individual makes all, or even a majority, of these arguments. But their combination in the popular press greatly overstates the case for and impact of a "new economy." And such overstatement is ready-made for a backlash--it is, indeed, the reason that we have tried to avoid calling the ongoing process of structural and technological transformation by the name "new economy." 

In these circumstances, it is more important than ever to try to get clear what are and are not potential macroeconomic consequences of the information technology and data communications revolutions.

Potential consequence one: a smaller inventory cycle: The American economy today has an inventory-sales ratio perhaps a third less than it had back in the 1970s. Improvements in materials handling and in distribution systems made possible by new data processing and communications technologies allow organizations to keep capacity utilization high with lower levels of materials in storage, goods in process, and finished goods on trains, on trucks, or on store shelves. One of the principal causes of business cycles over the past hundred years has been the inventory cycle: businesses guess wrong about demand, and find themselves either drastically cutting back production to unwind excess inventories or drastically increasing production to fill goods pipelines that have suddenly emptied. Over the past century the inventory cycle has made production more volatile than demand, and has been a prime cause of cyclical unemployment.

Just as better computer and communications technologies diminish the magnitude of inventory levels, there is every prospect that they will diminish the magnitude of inventory cycles as well. Thus business cycles should shrink because our better technology will damp the inventory cycle-driven component in the future.

Potential consequence: a better unemployment-inflation tradeoff: The rate of unemployment at which inflation neither rises nor falls but remains constant has many determinants--the costs to businesses of hiring or firing workers, the regressiveness of the tax system, the average skill level of the labor force, demographic composition, and so forth. But one principal cause is the relationship between the real wage aspirations of the labor force and the underlying rate of aggregate productivity growth. One theory has been that the rate of unemployment at which inflation is constant is that rate at which workers are sufficiently fearful of unemployment that they damp down their real wage growth aspirations to those that can be sustained without accelerating inflation by the current rate of labor productivity growth.

Computers and communications technologies are now having a visible impact on aggregate productivity growth of between one half and one percent a year. That means that higher real wage growth aspirations are consistent with constant inflation because of faster productivity growth. And thus the rate of unemployment consistent with constant inflation has fallen: a better inflation-unemployment tradeoff.

Non-consequences: It is just as important to be clear on non-consequences of the computer and communications revolution. Better communications that mean more competitive markets diminish the barriers to entry that firms rely on to maintain high margins. Thus to the extent that the internet does become the global shopping mall of choice and competition increases, the profit share of total sales will fall, not rise. And to the extent that internet companies lack major barriers to entry they will be unable to make profits to sustain even moderate stock market valuations.

The most likely endgame for the contest between Borders, Amazon, Barnes and Noble, and the independent bookstores is that the rise of the internet will destroy the margins (and stock market valuations) of bricks-and-mortar booksellers, but that the ease with which a server can be loaded with an .html front end and a database backend that orders by email from Ingram Distributors will keep internet booksellers like Amazon from making significant profits. The beneficiaries will thus be consumers who get more books and a better selection of books cheaper, and investors and insiders who sold near the peak of the internet stock boom.

For in the long run the level of the stock market has much more to do with attitudes toward risk than with the capabilities of computer and communications technology.
The claim that production and productivity as measured by the Bureau of Economic Analysis will experience sudden and major accelerations is equally empty. It is certainly the case that we do not know how fast our material standards of living are rising: our speedometer--our measurements of real output--is broken. But because our speedometer is broken, even enormous computer-driven improvements in service-sector economic performance and true value added would have little effect on measured productivity and output growth. Expect at most the measured rate of productivity growth in the American economy to rise by one percentage point per year or so, not by three or four or five.
