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What Is the New Normal for U.S. Growth?

BY JOHN FERNALD

Estimates suggest the new normal for U.S. GDP growth has dropped to between 1% and 134%o,
noticeably slower than the typical postwar pace. The slowdown stems mainly from
demographics and educational attainment. As baby boomers retire, employment growth
shrinks. And educational attainment of the workforce has plateaued, reducing its contribution
to productivity growth through labor quality. The GDP growth forecast assumes that, apart from
these effects, the modest productivity growth is relatively “normal”—in line with its pace for
most of the period since 1973.

Economic growth during the recovery has been slower on average than its trend from before the Great
Recession, prompting policymakers to ask if there is a “new normal” for U.S. GDP growth.

This Economic Letter argues that the new normal pace for GDP growth, in real (inflation-adjusted) terms,
might plausibly fall in the range of 1%% to 134%. This estimate is based on trends in demographics,
education, and productivity. The aging and retirement of the baby boom generation is expected to hold
down employment growth relative to population growth. Further, educational attainment has plateaued,
reducing the contribution of labor quality to productivity growth. The slower forecast for overall GDP
growth assumes that, apart from these effects, productivity growth is relatively normal, if modest—in line
with its pace for most of the period since 1973.
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in the 1970s and 1980s, the labor force grew much more rapidly than the population as the baby boom
generation reached working age and as female labor force participation rose. Those drivers of labor force
growth largely subsided by the early 1990s. Since then, the labor force, working-age population, and
overall population have all seen slower growth rates. Labor force participation fell sharply during the
Great Recession, which held down labor force growth. But labor force growth has since rebounded to
roughly the pace of the working-age population.

Future labor force growth is likely to remain low for a couple of reasons. First, as shown in Figure 1, the
population is now growing relatively slowly, and census projections expect that slow pace to continue.
Second, these projections also suggest the working-age population will grow more slowly than the overall
population, reflecting the aging of baby boomers. Of course, some of those older individuals will continue
to work. Hence, the Congressional Budget Office (CBO) projects the labor force will grow about 2% per
year (red dashed line) over the next decade—a little faster than the working-age population, but
substantially slower than in the second half of the 20th century. I use their estimate as a basis for my
assumption that hours worked will also grow at about 2% per year so that hours per worker do not
change much.

Recent slow growth for productivity

Figure 2 shows growth in GDP per hour since 1947 broken into periods to reflect variation in productivity
growth. This measure of productivity growth was very fast from 1947 to 1973 but much slower from 1973
to 1995. It returned to a fast pace from 1995 to 2004, but has slowed again since 2004. During the fast-
growth periods, productivity growth averaged 2% to 234%. During the slower periods, growth was only 1
to 1¥4% and dropped dramatically lower in 2010—2015 (Fernald 2016 discusses this period).

Figure 2 is consistent with the view that the history of productivity growth has shifted between normal
periods and exceptional ones (Gordon 2016, Fernald 2015, and David and Wright 2003). Unusually
influential innovations—such as the steam engine, electric dynamo, internal combustion engine, and
microprocessor—typically lead to a host of complementary innovations that boost productivity growth
broadly for a time.
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the economy used information technology (IT) to transform what and how they produced. After 2004, the
low-hanging fruit of IT had been plucked. Productivity growth returned to a more normal, modest, and
incremental pace—similar to that in 1973—-95.

The past and future of GDP growth

GDP growth is the sum of growth in worker hours and GDP per hour. The blue line in Figure 3 shows how
GDP growth fluctuated for each period mentioned in Figure 2. Before 2005, GDP growth since World War
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plateaued. This reduces productivity
growth via increases in labor quality, which measures the combined contribution of education and
experience. Labor quality has added about 0.4 percentage point to annual productivity growth since 1973.
However, by early next decade, labor quality will contribute only about 0.10 to 0.20 percentage point to
annual productivity growth (Bosler et al. 2016).

On its own, then, reduced labor quality growth suggests marking down productivity and GDP projections
by at least two-tenths of a percentage point and possibly more. The lower dashed line in Figure 3 shows
future GDP growth assuming that productivity growth net of labor quality grows at its 1973—95 pace,
while labor quality grows at the slower pace of 0.2%. By this projection, GDP growth per hour would be
only a little above 1%2%.

At first glance, a pace of 1% to 134% seems very low relative to history. But the main reason for the slow
pace is demographics—growth in the 1973—95 period would have been equally slow had hours growth
been only ¥2% per year. The red line shows how fast GDP would have grown in that scenario, holding
productivity growth at its actual historical pace by period but using the slower pace of growth for hours
that the CBO expects in the future. For example, in th1973—95 period, GDP grew at nearly a 3% pace. But
if hours had grown only ¥2% per year, then GDP growth would have been about 13/4%.
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The major source of uncertainty about the future concerns productivity growth rather than demographics.
Historically, changes in trend productivity growth have been unpredictable and large. Looking ahead,
another wave of the IT revolution from machine learning and robots could boost productivity growth. Or,
as Fernald and Jones (2014) suggest, the rise of China, India, and other countries as centers of frontier
research might lead to more innovation. In such a case, as Fernald (2016) discusses, the forecast here
could reflect an extended pause before the next wave of transformative productivity growth. But, until
such a development occurs, the most likely outcome is a continuation of slow productivity growth.

Conclusions

Once the economy recovers fully from the Great Recession, GDP growth is likely to be well below
historical norms, plausibly in the range of 134 to 134% per year. The preferred point estimate in Fernald
(2016), who examines these issues in even more detail, is for 1.6% GDP growth. This forecast is consistent
with productivity growth net of labor quality returning over the coming decade to its average pace from
1973-95, which is a bit faster than its pace since 2004. In the past we have seen long periods with
comparably modest productivity growth. But we have not experienced such modest productivity growth
combined with the types of changes in demographics and labor quality that researchers are expecting.

This slower pace of growth has numerous implications. For workers, it means slow growth in average
wages and living standards. For businesses, it implies relatively modest growth in sales. For policymakers,
it suggests a low “speed limit” for the economy and relatively modest growth in tax revenue. It also
suggests a lower equilibrium or neutral rate of interest (Williams 2016).

Boosting productivity growth above this modest pace will depend primarily on whether the private sector
can find new and improved ways of doing business. Still, policy changes may help. For example, policies
to improve education and lifelong learning can help raise labor quality and, thereby, labor productivity.
Improving infrastructure can complement private activities. Finally, providing more public funding for
research and development can make new innovations more likely in the future (Jones and Williams,
1998).

John Fernald is a senior research advisor in the Economic Research Department of the Federal Reserve
Bank of San Francisco.
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