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Key Takeaways
* We expect the U.S. economy to experience a productivity boom, not stagnation, in the coming years.

e Demographics, technology and investment trends suggest the neutral rates in the economy are likely
to be higher over the next investment horizon.
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The economy in any single year is subject

to the vagaries of chance and, as such, can
be “noisy”. Near-term volatility that exerts
short-term stress into markets may be front
of mind for most investors, but it is long-term
trends that provide us with the best view

of the future, especially for those with long
investment horizons.

The experience of COVID has substantially
warped our understanding of the economy
and how it is likely to function in the near
term. Similarly, interest rates have not been
acting normally for some time, an issue made
worse by COVID, and which further warps
our understanding of the current economic
environment.

After the Great Financial Crisis (GFC) but
before COVID, there was a general sense of
pessimism in the economy as the possibility
of secular stagnation — the hypothesis that
U.S. economic growth and interest rates will
remain low on average in the long run due to a
combination of too much saving and too little
investment — and Japan’s inability to stimulate
economic activity weighed on expectations.
After COVID the economy once again had to
contend with inflation and a high degree of
volatility around productivity.

Taking a longer view, we find reasons for
optimism about potential growth in the United
States. Labor force participation rates, a
powerful growth driver, are likely to continue
to climb as the shock from COVID fades, the
statutory retirement age rises, and public
pension benefits are reduced. At the same
time, technological advances suggest we
could be approaching a material acceleration
in productivity as we see payoffs from
previous investments and technologies begin
to become more widely adopted. The low-
growth, low-productivity, and low-interest rate
environment of the post- GFC days appear to
be behind us, at least for now.

Whatever Happened To Secular
Stagnation?

After the GFC, there was a concern that the
U.S. was experiencing long-term “secular
stagnation.” Although many have been quiet
on the topic given the strong post-COVID
recovery, a vocal contingent maintains that the
U.S. is likely to sink back toward slow growth
and low rates after the pandemic recovery is
completed. We argue that the U.S. economy
has broken out of secular stagnation—if that
was the correct framework—and we believe
it is likely to spend several years on a more
positive economic path.

What Is Secular Stagnation?

Secular stagnation is the hypothesis that U.S.
economic growth and interest rates will remain
low on average in the long run, cyclical swings
notwithstanding.

Under secular stagnation, consumer demand is
weak while savings—from home and abroad—
are excessive. At the same time, there is a lack
of promising investment opportunities due

to a lack of demand-led growth, weakening
labor force participation, and an unfavorable
investment environment such as a lack of
technological breakthroughs, deteriorating
infrastructure or a stagnating workforce.

The result is too much money chasing too few
investment opportunities, thereby depressing
equilibrium interest rates. Moreover, the
situation is self-reinforcing as low rates force
people to save more to meet savings goals,
and less investment itself creates a less
favorable investment environment.

The secular stagnation hypothesis gained
currency after the GFC, when U.S. economic
growth was weak and there were concerns
about the Fed’s inability to properly stimulate
the economy, given that rates were at the zero
lower bound.
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Exhibit 1 | Too-Low Interest Rates Can Boost Savings
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Could Secular Stagnation Still Be
a Threat Going Forward?

A key proponent of secular stagnation, Larry
Summers, recently declared secular stagnation
over. He believes that the massive stimulus
packages of the pandemic era had effectively
jolted the consumer out of a weak spending,
low growth equilibrium and onto a more robust
aggregate demand path.

Despite this, and despite current robust
economic growth, there are still researchers
who argue that secular stagnation may
reassert itself after the current pandemic
recovery period is over.2

On the side of insufficient consumption

and excess savings, the major concern is
demographic decline. Persistently high savings
may come from an anticipated long retirement:
if people spend less today and save more,

that reduces demand and can lower yields.
Stagnationists also worry about low economic
growth from lower labor force growth and a
rising share of retired adults.

Another argument on the side of insufficient
consumption and excess savings is inequality.
Most U.S. households are not actually saving
enough for retirement - instead, most of the

savings is being done by those with high net
worth. Concentrated wealth leads to a few
households saving a large amount, while a
large number of relatively poor households
are constrained from spending on necessities.
A more equal distribution would create

more aggregate spending as consumers buy
necessities without reducing consumption

by the highest net-worth households. Excess
savings also have global origins—as wealth
was built in China and other emerging markets,
people who had never been able to save
before were able to save, both at home and in
global markets. This helped raise the amount
of total global savings.

From the perspective of a poor investment
environment, an oft-cited concern is the lack
of investment in infrastructure. This is seen as
constraining future growth and creating a less
favorable investment climate. Polling in the
U.S. shows people are generally dissatisfied
with the country’s national infrastructure—one
recurring theme states that trains in the U.S.
are much slower than trains in other countries
like France, Japan, and China.® A related
argument is that there is poor investment

in basic research, which in the past led to
brekthrough technologies like personal
computing, the internet and GPS.



MetLife Investment Management

Another argument against a favorable
investment environment is the plateauing of
educational attainment in the U.S. Ironically
this is because the U.S. increased education for
a larger share of its population during the 20th
century than other countries in Europe and
many emerging market economies, particularly
for the female labor force.* This means that
other countries might expect productivity
gains from an improving workforce, while the
U.S. has already realized many of those gains.

While these are plausible headwinds, we
think there is room for greater optimism. In
the following sections we point out ways in
which productivity, growth, and labor force
participation may paint a more promising
economic picture.

Capital: Fruits of Past Investment

There is an enormous amount of excitement
around artificial intelligence (Al). While we
fundamentally share that excitement, in this
section we pull back the lens to provide

a wider view of the potential for growth-
enhancing technological advancements.

Innovative technologies including Al can
create opportunities for growth. Al can be
considered a general-purpose technology.®
These technologies have the potential of
fueling economic growth by catalyzing waves
of complementary inventions and innovations.

However, adoption of technologies is an
uneven process. These technologies need
time to disseminate through the economy in

a productivity-enhancing manner. In some
cases, general purpose technologies can even
produce productivity losses in the short-term
as firms have to overcome switching costs and
inertia when implementing a new technology
that changes operations on a wide scale.®
Furthermore, even though Al can improve the
performance of humans in some tasks, in other
activities it may actually impede performance.”
Like all new technologies, determining the best
use cases is a key part of maximizing its value
to the enterprise.

Electrification, for example, took over

two decades to produce a productivity

boom after being introduced to American
factories. Factory managers had to reorganize
production lines to take advantage of
electricity, invest in new machinery, retrain
workers, and make large complementary
investments before realizing productivity
gains.®

The technology-driven productivity boom

of the 1990s and early 2000s, also fueled

by an investment cycle, was similar, as the
investment stock in computers and research
had been building for years. During this period,
total factor productivity (TFP) grew rapidly in
the technology boom of the late 1990s and
early 2000s.° But once the new computer
technology had been adequately diffused
throughout the economy, further investment
produced only marginal incremental benefits.”

Exhibit 2 | TFP Growth has Slowed Since

the 1990s
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Source: Federal Reserve Bank of San Francisco, Haver, MIM.

Regarding Al technology, we are likely closer
to the middle of that adoption timeline than
the beginning, as the ideas and technologies
have been developing since the 20th century.
Indeed, the recent advances of generative Al
that have grabbed the public’s attention are
primarily about mass distribution of already-
extant capabilities. This may be analogous

to the way the creation of the web browser
Netscape in 1994 popularized rather than
created access to the World Wide Web.
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The economy is still figuring out the true
capabilities of Al to enhance productivity, with
the attendant risks and rewards. We think that
there is enormous room for investment growth,
as investment in Al is still relatively low.

Private investment in Al was just $52 billion in
2021 with increases expected, software and
information processing equipment GDP in the
same year was approximately $1 trillion."

We already see evidence of labor saving

and boosting benefits from Al technologies.
Recent research shows cases where software
engineers could program twice as fast with
the help of Al tools, and call center employees
became 14% more productive with better
customer satisfaction and lower employee
attrition rates.”

Beyond direct labor-saving effects, Al can
also boost TFP. Al technologies can optimize
processes to reduce costs. One good example
is Google’s use of DeepMind to reduce its
datacenter cooling costs by an astonishing
40%." These capital-enhancing improvements
may not be directly seen in the productivity
statistics but will be applied in more use cases
as time passes, providing a boost to TFP.

Looking ahead, Al models could augment labor
productivity more directly. For example, they
may transform the education of the workforce
by acting as engaged tutors for students.
Studies on the quality of learning based on the
teaching structure used (classroom, classroom
with homework or one-on-one tutoring) show
significant gains to students receiving tutoring.
An Al tutor could improve learning for all,
while narrowing the variance of learning by
improve the test results of the worst students
by tailoring the tutoring more precisely

toward students’ needs. It would be a “Lake
Woebegone” environment for learning where
every student is above the (prior) average, with
potential significant gains for the quality of the
workforce.”

Extending that idea into workforce training,
where each worker has an Al mentoring them
in their roles, and we could potentially see not

only a better-quality workforce but also reduce
the need to divert top employees’ time toward
training younger workers. The net result

Exhibit 3 | Achievement Scores by Type of
Instruction
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Source: Bloom, Benjamin; “The 2 Sigma

Problem: The Search for Methods of Group Instruction as
Effective as One-to-One Tutoring”; Educational Researcher;
could be a sustained boost to productivity.
The aforementioned study also noted that
“The ones [consultants who participated in
the experiment] who are below average [in
performance] were actually benefiting much
more from Al...”, consistent with the score
improvement seen when students were taught
via one-on-one tutoring versus a conventional
classroom setting.

More broadly, when we consider technological
advances that have become commonplace
since COVID, such as the extraordinary
decline in the price of access to space, the
rate of data creation, biotechnology advances,
communications and the democratization of
artificial intelligence via generative pre-trained
transformer Al models it would seem that we
are entering a period when the potential for
accelerating productivity is rising. Many of
these advances are likely to interact, further
increasing their potential. For example, a
rocket now takes a satellite into space that,
because of the lower cost of access, has
greater ability to generate data which, in
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turn, can be used to better train an Al model.
Alternatively, Al allows researchers to use the
existing trove of data to develop new drugs
that are only possible because of advances in
biotechnology.

As these feedback loops continue, they would
seem likely to boost overall efficiency in the
economy and productivity among workers
with access to the technology. These workers
of course also tend to benefit from extended,
healthier, lifespans as well as from an improved
ability to communicate and engage with their
family, friends, and coworkers.

Labor: Positive Participation
Rate Shock

Despite many worries about deteriorating
demographics, we believe that the next
decade or so has significant upside potential
for labor force participation and therefore for
the potential rate of growth of the economy.

COVID was notable for the impact it had

and continues to have on the labor force
participation rate. Overall labor force
participation ended 2023 at 62.5%, 0.8pp
below the rate seen immediately before the
pandemic. Notable is the negative impact the
pandemic had on the participation rate among
older workers. The labor force participation
rate among workers up to age 65 has since
recovered. Lower participation in the labor
force begins with the 65-69 year-old cohort,

Exhibit 4 | Older Labor Force Participation-
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who would have been approaching retirement
age when COVID’s health impact was at its
greatest. Pre-COVID, the participation rate
for those aged 65-69 was 34.8%, but at the
end of 2023 the rate was 33.2%, a decline of
1.6pp. Even older cohorts also showed a drop
in participation, with those aged 70-74 posting
a 0.5pp decline and those aged 75+ showing

a 1.0pp drop. In other words, it seems as if
COVID shocked the participation rate among
those approaching retirement and those
working during traditional retirement years.
These workers are likely permanently out of
the labor force while the next set of workers
turning that age are unlikely to exit at the same
pace. As such, the impact on participation
should become less noticeable, resulting in a
rising participation rate among older workers
over time.

Separately, a secular trend of increased
participation among the older workforce is
also likely to resume. There are two primary
drivers to the participation rate of older
workers. The first is life expectancy and health.
Increases in life expectancy typically result in
increased labor force participation that better
health allows. Although life expectancy and
healthy life expectancy have both been on the
decline, that is likely a temporary phenomenon
linked to COVID. Advances in vaccine and
drug development appear set to increase life
expectancy and improve its quality over the
next few years.

The second driver is financial. The primary
financial driver will likely be the retirement age
at which benefits can be claimed Here, 2020
represented the last year of those eligible to
retire at age 66 in the United States under
Social Security, and 2027 will be the first

year that those workers who are not able to
retire until age 67 begin to exit the workforce
(workers born in 1960 and later). Relatedly,

the size of retirement benefits is likely to also
exert a strong influence on workers’ decision
to exit the labor force. The more generous the
benefits, the lower the number of workers who
will continue to participate. Absent changes
to funding, we believe Social Security (the
primary government pension plan) will have to
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reduce benefits to those workers born in 1960 and later by an estimated 19 to 27%, a development
that would likely result in a higher participation rate among older workers. The retirement age
continues to move higher, and the expected benefits are increasingly uncertain.

Exhibit 5 | Social security benefits to fall for those born after the 1950s
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Source: Congressional Budget Office, CBO’s 2023 Long-Term Projections for Social Security, June 2023.

Finally, there is a generational transition that may provide a labor force boost in the near- to
medium-term. Current prime-aged workers—workers from 25-54 years of age, who have the
greatest labor force participation rates—include the entire Millennial generation, the 10 youngest
Gen X years, and the two oldest Gen Z years. By number of births, Gen Z is 10 million people larger
than Gen X (and slightly larger than the Millennial generation). As Gen Z replaces Gen X in the labor
force over the next eight years, labor force participation should continue to grow.

From Secular Stagnation to Cyclical Boom

In addition to the foregoing discussion, other aspects of the state of the U.S. economy are also
promising.

Some aspects of inequality eased during the pandemic. The recent, post-pandemic reduction in
inequality may be partly responsible for raising consumption. The net worth of households in the
bottom 50% of the population by wealth has risen relative to the net worth of the 50th to 90th
percentile households. Moreover, each of these groups saw their wealth expand more rapidly
during the pandemic than the those in the top 10th percentile.” The sources of the improvements in
inequality likely include direct government stimulus due to the pandemic as well as higher wages
gained during the labor market squeeze since 2022. Although these changes are likely to reverse
over time, they provide consumption impetus in the near term.

With respect to the investment environment, quantitative evidence on infrastructure is better than
perception. Total investment per capita in the U.S. is among the highest in the world.”® The logistics
index constructed by the World Bank World Development indicators assessed U.S. infrastructure
as 15th best among 51 countries.” The U.S. is among the strongest countries in technology
infrastructure despite its vast physical size.?° With the Infrastructure and Jobs Act, we may even
see improvement in these statistics going forward.
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Exhibit 6 | Net Worth of Most Constrained Households Is Rising
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Spending on R&D has in fact risen, although the shift has been away from government-funded
R&D investment. As a share of GDP, R&D spending is now about as high as it has ever been—partly
helped by a COVID-fueled rebound in R&D.?'

Finally, we believe that the secular stagnation concerns over lack of investment opportunities is
well in the past. In addition to the aforementioned investment needs of Al and biotechnology, we
see three additional near- to medium-term needs for investment funds. First is climate change;
there has been a sizable increase in climate transition investments in the U.S. in recent years. We
expect this to continue to some degree regardless of the 2024 elections. A second investment
initiative is the industrial policy/China separation nexus. Regardless of the specifics—reshoring,
friendshoring, nearshoring—there are investment needs to reposition and restructure supply
chains. And thirdly, the heightened geopolitical pressures may mean that defense investment will
ramping up. From Ukraine using up several years’ worth of U.S. missiles in a matter of months?? to
Europe needing to shore up its own defense industry, there are numerous reasons why investment
in defense is expected to increase.

Higher for Some Time Longer

The current environment is dramatically different from the one before the pandemic. Consumers
are spending, excess savings appears to be receding as a problem, demographic problems are in
a lull, and there are seemingly endless investment opportunities. Higher growth and higher rates
appear to be with us for a while.
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