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“Productivity isn’t everything, 
but in the long run it is almost 
everything.” These words 
were written by Paul Krugman 
in his 1994 book, The Age of 
Diminishing Expectations, a 
title that now with the bene-
fit of hindsight looks highly 
prophetic. In the ensuing two 
decades or so, little serious 
attention has been leveled at 
this subject. But now that the 
world economy is behaving 
like a recalcitrant toddler and 
refusing to achieve ‘escape 
velocity’, mainstream econ-
omists are returning to this 
subject.

This is just as well, since productivity is a 
slippery concept. It can be defined in different 
ways, is deemed difficult to measure and even 
harder to prescribe appropriate policy for. 
This led to Princeton Professor Alan Blinder 
commenting as follows in 2014, “Maybe some 
of the copious attention now being devoted 
to assessing labour-market slack should be 
redeployed to studying productivity growth. It 
might be more productive.” Warren Buffett also 
hits on the subject in his annual report this 
year, describing it as the ‘secret sauce’ of the 
remarkable gains in US living standards over 
multiple generations. He rightly points out that 
without productivity gains, genuine prosperity 
is hard to come by.

So how does an economy become more 
prosperous? Or, assuming we take economic 
growth and prosperity as synonymous, how 
do we generate consistently more output over 
long periods of time? 

Most research takes the total output of an 
economy to be a function of the stock of 
labour, capital and total (or multi) factor pro-
ductivity that is generated. If total output rises 
more than the growth in labour and capital 
combined, then productivity is deemed to have 
risen (it can›t be directly measured). Broadly 
speaking, this is what has happened over the 
majority of recorded economic history. Total 
factor productivity is hence also considered 
a measure of technological progress and 
innovation. Accordingly, GDP per person has 
also grown over time, and this is often con-



sidered a more accurate interpretation of a nation›s prosperity. 
A 2015 McKinsey study pegged historic productivity growth 
between 1964–2014 in the G20 group of countries at 1.8% per 
annum. Added to growth in employment, this produced real 
GDP growth of 3.6% per annum and per person GDP growth of 
2.1% in the G20 over that period. The fact that there has been a 
slowdown in the last decade seems irrefutable.

As an aside, while not explicitly shown in their calculations, 
changes in the capital stock must also be implicit in the labour 
productivity data given the direct connection to total output 
described earlier. Consider a man digging a hole. If he worked 
all day with a shovel he might end up with a modest hole. Give 
him a JCB, and he could certainly dig a substantially larger 
hole in the same amount of time. The labour force would be 
unchanged, but the output would be much higher, a direct 
function of the higher capital stock employed. Productivity 
would be recorded as having risen considerably. Capital stock, 
or ‘capital deepening’ as it is called, thus plays a crucial role 
in economic growth yet is less frequently mentioned in discus-
sions of productivity growth. It is for this reason that trends in 
traditionally measured labour productivity, defined as output 
per hour worked, and the amount of capital per hour worked 
have moved synchronously in the US over the last 60 years. 
The connection between capital per person and GDP per per-
son is shown below.
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What does all this have to do with investing? Despite the fact 
that economic growth and market returns are not correlated 
over the short term, over the very long term there has to be a 
strong correlation. That in turn means growth in productivity 
and the labour force, and since we can be fairly confident in 
assuming that global labour force growth is going to be much 
slower than in the past, productivity will assume even greater 
importance in the decades to come. 

The one very significant snag in the argument however is 
that based on all available evidence, productivity growth has 
already seen a material slowdown when compared with the 
long-term average. In May 2016, the US Conference Board 
updated its outlook for productivity, expecting 1.5% growth 
globally in 2016, but they foresee stagnant output per worker. 
Their data shows GDP per hour growing 2.4% per annum from 
1999 to 2006, 1.1% per annum from 2007 to 2013, between 
0.3% and 0.5% for the last three years and a -0.2% estimate for 
2016. If this is a secular trend, then all economic agents have 
some adjusting to do. 

Indeed, President James Bullard of the St. Louis Federal 
Reserve very recently issued the following about-turn on the 
way they view the US economy. “We are backing off the idea 
that we have dogmatic certainty about where the US economy 
is headed in the medium and long run”, he writes, followed by 
“one important fundamental is productivity growth...we view the 
low productivity growth regime as very persistent...”.

Why is this happening? Why are we slowly losing the ability 
to do things faster and better, which is essentially what lower 
productivity growth means? 

The advances that are truly game-changing are known as 
discontinuous innovations, ones that create whole new indus-
tries. We might label these disruptive technologies – something 
Silicon Valley talks about a lot. Others tend to be continuous, 
reflecting extensions within an existing industry. To draw on a 
real world example, ongoing iterations of the iPhone are exten-
sions of an existing technology, not genuine innovation. One 
could even say that the iPhone is an extension of the computer. 
On the other hand, there is a strong argument that mobile 
phones as a whole are in the discontinuous category. Discon-
tinuous innovation has been relatively scarce of late.

There is also a case to be made that innovation is declining and 
we have passed the peak. This is the view of Professor Robert 
Gordon and his significant work on the subject in the book, 
The Rise and Fall of American Growth. It makes the point that 
current innovations bear no comparison in their significance 
to the progress of the prior 150 years. In his own words, ‘some 
inventions are more important than others’. The period in 
which these advances came into being, 1870–1970, a so-called 
‘special century’ covering the development of running water, 
electricity and the personal computer were more significant in 
freeing up people’s time – making them more productive – than 
Facebook, YouTube or Uber. Indeed, some of these later ‘inno-
vations’ are probably net detractors from productivity.

Research by The MacroStrategy Partnership also points to a 
major question mark over the sustainability of such stalwarts 
of technological progress like Moore’s Law (and the closely 
related Dennard Scaling, which says reduction in energy usage 
of a transistor should scale down with size), as well as the rising 
cost of energy extraction. Failure of these traditional relation-
ships would obviously be very important, since supercomput-
ers are already the bedrock of several industries that are reliant 
on their computing power for developmental progress and 
future success.  



On top of that, we then have the argument that financial incen-
tives for public companies have become so skewed in the last 
15–20 years or so that investment has suffered as a result. 
Research by Andrew Smithers points to the fact that investment 
spending of unquoted companies is twice that of their listed 
peers, suggesting the behaviour and capital allocation of listed 
entities is different. The principal-agent problem explains this. 
Public companies are run by agents with incentives focused on 
short-term performance; conversely, privately held companies 
are typically run by principals with a much longer-term per-
spective. Finally, management may not see much opportunity 
for profitable investment in global conditions of weak growth 
and overcapacity. The net result of this is low investment, which 
means less innovation and faster aging of capital stock. Both 
detract from potential productivity growth. 

This issue of incentives is just one example of the financialisa-
tion of the economy over the last 40 years, which has priori-
tised nominal asset inflation over the real economy. The result 
has been phenomenal returns for most asset classes, but has 
gone hand-in-glove with a downtrend in productivity growth. In 
reference to the last decade, if money is essentially free, capital 
discipline goes out of the window since what incentive is there 
to focus on the hard work of improving productivity anyway? 
And that is before the huge sums of capital that have been 
actively misallocated, for example in the resources super-cycle 
or the banking sector as a result of the financial crisis.

Finally, consider the government sector and the mix of the 
economy. One would expect productivity and efficiency here 
to be lower than in the private sector. Results in large govern-
ment-dominated sectors like healthcare and education suggest 
spending is rising yet outcomes are falling, or stagnant at best. 
So productivity is arguably deteriorating in a sector that is still a 
substantial part of the economy (just over 17%). Public infra-
structure has also clearly been aging in the US – an opportunity 
for future fiscal stimulus maybe, but currently a drag on produc-
tivity. The Financial Times cites data suggesting a USD 4 trillion 
loss to potential GDP in 2025 unless this ‘decay’ in the quality 
of US infrastructure is reversed. Regulation and red tape is also 
a factor. Bruce Greenwald of the Columbia Business School 
presented interesting data at a recent conference that suggests 
US productivity growth has been almost perfectly negatively 
correlated with the number of pages in the federal register 
issued annually by the US government. More rules are bad for 
business productivity and animal spirits. 

As economies generally evolve toward services and away from 
industry, productivity gains generally should be harder to gen-
erate. A better machine might make more widgets in a day, but 
it is hard for a person to cut more hair, regardless of how good 
their scissors are. Services consumption is roughly 45% of US 
GDP and roughly 66% of total household spending (which is 
69% of GDP). This mix effect is another headwind to productiv-
ity growth.

Those of a more positive disposition on the outlook for pro-
ductivity suggest that there is an issue with the measurement 
of it. The argument is that because the economy is becoming 
more capital light, apparent under-investment in capital stock 
is not a problem. The composition of an economy will obvi-
ously change over time, but even if intangibles receive the 
bulk of investment in the US (which they do), if that investment 
is generating gains in productivity then that should be appar-

ent in overall real growth. It is not. There is also an argument 
that micro-level firm productivity is pretty good but that this is 
somehow missed in the macro data. But those two facts can 
easily coexist if there are forces beyond those individual firms 
reducing system-wide productivity. Even services that are free 
at the point of use to the consumer, which are not recorded 
in GDP, should have a beneficial impact on the productivity 
and hence output of that person and should not therefore be 
‘added back in’ as some suggest. Alternatively, they may have 
no substantive benefit to productivity, or in any case be funded 
by something else that is included in GDP and hence would 
represent double counting.

But none of this is evident in the numbers. The fact that debt 
to GDP has been rising on a secular trend in the US, and 
globally for that matter, strongly suggests that whatever 
investment is occurring is not generating a sufficient return to 
repay that debt. Conversely, the rapidly rising stock of debt in 
fact becomes an impediment to future productivity growth, by 
further restricting investment and therein taxing the potential 
for future productivity improvements. It is also apparent in the 
reported lack of income growth. If consumers in aggregate 
were ‘secretly’ being more productive, then one would expect 
to see that in their incomes, since it is only when each individ-
ual produces more that they can afford to be paid more. That is 
not particularly evident either, and in fact real wage trends have 
lagged even the subdued productivity trend in the US for the 
best part of 40 years. The importance of income growth cannot 
be understated, since improvements in living standards and 
reducing inequality are front and centre of the debate around 
the rise of populism. This is right at the intersection of econom-
ics and politics today.

So how to draw all this together? Productivity growth is one of 
the main planks of overall economic growth (which we assume 
is a desirable outcome), along with growth in the capital stock 
and the labour force. It has been, and will continue to be, 
the driving force behind wage growth and increases in the 
standard of living. In recent periods, gains in productivity have 
slowed substantially, the causes and consequences of which 
are being more actively debated. The adverse impact on equal-
ity has driven a whole new political agenda. Absent a signifi-
cant rebound though, and a miraculous reversal in long-stand-
ing demographic trends (or immigration), the potential growth 
of the US economy (and other developed markets exhibiting 
very similar trends) will be lower than historic norms. All things 
considered, it could even be negative. 

 We plan to take a deeper look at the consequences of this in 
a future piece, but suffice to say this will take a lot of people a 
long time to adjust to. It is thus a relief to see at least one mem-
ber of the US Federal Reserve back away from their prior ‘dog-
matic certainty’ about where the economy is heading. Indeed, 
an elevation of pragmatism over dogmatism is something from 
which all investors might benefit in the coming years.

Particular credit is due to The MacroStrategy Partnership for 
their thoughts on productivity and help in putting this article 
together.
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