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The Most 
Important Topic 
in Economics!
The financial markets, politicians, and media are fixated on a 
small number of economic statistics including GDP, inflation, 
unemployment, and interest rates. Every report seems to lead 
to bold headlines, surging or plunging markets, and either 
braggadocio or blame-shifting by those holding elected office. 
While those four variables are indeed important, the most critical 
determinant of our collective future garners considerably less 
interest and coverage. Output per hour worked, also known as 
productivity, is a key determinant of economic growth which in 
turn leads to growth in personal income and improvement in our 
living standard. While this topic is a bit wonky and somewhat 
abstract, each of us should have at least a basic understanding of 
it given that productivity will dramatically impact our collective 
future. I begin with a primer on economic growth realizing that 
slogging through it may be slightly painful for non-financial 
types. With that discussion as context, I turn to historical trends 
in productivity and then consider the future. I want to whet 
my readers’ appetite by pointing out that this topic is closely 
associated with perhaps the most important technology of our 
time: Artificial Intelligence. Despite the possibility of temporary 
dislocation in the job market, we can be hopeful that AI will lead 
to a surge in productivity and a new era of prosperity!
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ECONOMICS 101
The most comprehensive measure of economic activity is Gross Domestic 
Product (GDP) which is defined as the value of all goods and services 
produced during a specific time period. (usually one year) Boiled down to 
basics, GDP is equal to the number of hours worked multiplied by output 
per hour. Therefore, economic growth comes from some combination of 
increases in the number of hours worked and greater output per hour. 
What follows is a detailed discussion of each component.

DEMOGRAPHICS
While seemingly straightforward, the number of hours worked is actually a 
blend of the following demographics:

•	 The size of the overall population

•	 The portion of the population that is of working age

•	 The percentage of working age individuals who work

•	 The number of hours those individuals work

Let’s consider each of them.

The first is the size of the overall population which is a function of births, 
deaths and immigration. The Fertility Rate, which is defined as the number 
of births per woman, has fallen in the U.S. from 3.6 in 1960 to 1.6 today. 
Since the death rate is fairly constant, the net of births and deaths, which 
is known as the Natural Population increase, is currently contributing only 
about .1% to annual population growth. As shown on the following page, it 
is expected to turn negative later this century.
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The minimal positive or slightly negative impact of births versus 
deaths means that overall population growth is determined primarily 
by immigration. The following graphic is based on a forecast of stable 
immigration (light green bars) which offsets the negative Natural Population 
growth (dark green bars).

NATURAL POPULATION GROWTH

Source: UN, World Population Prospects (2024) 
OurWorldinData.org/population-growth | CC BY

POPULATION GROWTH AND CONTRIBUTING FACTORS
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However, the current Administration is implementing a policy of limiting 
inward migration and deporting large numbers of migrants. Should that 
policy remain in place for an extended period, it will eliminate an important 
tailwind to population growth. For the purposes of very long term forecasts, 
I will stick with the assumption of moderate immigration resulting in the 
overall population initially growing at a .4% annual rate declining to .1% or 
so by 2055. The message is that overall population growth of a fraction 
of one percent will make only a minimal contribution to the number of 
hours worked.

Perhaps even more important than the overall size of the population is 
its distribution among various age cohorts. In particular, how large is the 
working age population vis-à-vis the total? The answer has a major impact 
on the number of hours worked as well as the state of public finances, the 
viability of pension systems, patterns of consumption, and a whole host of 
other issues. The aging of the population in most mature economies has 
been well documented. In the U.S., the median age increased from 29.5 in 
1960 to 39.2 years in 2023 and is forecasted to increase to 47.9 years by 2100. 
As shown on the following page, low overall population growth and the 
aging of the population mean that the number of working individuals will 
stagnate. In fact, the share of the total population of working age peaked 
in the U.S. in 2007. Returning to the key determinants of the number of 
hours worked, we have now seen that growth in the overall population 
and the percentage of individuals of working age are unlikely to make a 
significant contribution.

Perhaps even 
more important 
than the overall 
size of the 
population is 
its distribution 
among various 
age cohorts.
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The Labor Participation rate is the percentage of working age individuals 
who are either working or searching for work. This rate grew steadily from 
the 1950’s through 1990 due to the rising participation of women, entry 
into the workforce of the baby boomers, and an increase in the number of 
foreign workers. However, it has declined from roughly 67% in 2000 to about 
62.5% today. Of particular interest is the fact that participation has not 
recovered to pre-pandemic levels suggesting there has been a major cultural 
shift since 2020. Once again, the lack of participation in the workforce 
represents a headwind to the number of hours worked.

Source: UN, World Population Prospects (2024) 
OurWorldinData.org/age-structure | CC BY

POPULATION OF YOUNG, WORKING-AGE AND ELDERLY, UNITED STATES
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The final variable is the number of hours that each employee works. A trend 
toward fewer hours has been in place for many years as indicated by a 3 hour 
decrease in the average work week since 1980. Additionally, there is a very 
consistent pattern across the world in which the number of hours worked 
peaks around age 50 and declines thereafter. In the U.S., workers in the 25-
54 age group average 40.5 hours per week while those over 55 log about 38 
hours. And, the work week decreases to roughly 10 hours for those 65 and 
older. Therefore, both worker preferences and the aging of the workforce 
should place additional downward pressure on hours worked.

DEMOGRAPHIC SUMMARY
Recall that economic growth results from some combination of increases 
in the number of hours worked and improvement in output per hour 
(productivity). Unfortunately, the four demographic trends that determine 
the number of hours worked are all pointing to minimal or no growth in that 
key variable. The overall population is growing at a fraction of a percent per 
year and the percentage of the population of working age is in the process 
of flatlining. The number of working age individuals who choose to work 
has declined from historical levels and the aging of the workforce as well as 
cultural changes point to fewer hours worked by those who are employed. 
Most of these variables are unlikely to change. However, a higher level of 
immigration is the one factor that could move the needle in that it would 
increase overall population growth, and more important, the number of 
working age individuals.

Economic growth of 2%-3% is considered healthy. If we assume no change 
in hours worked, then the economy must enjoy output per hour or 
productivity gains of 2%-3% per annum in order to achieve that target. 
To reemphasize a point made at the outset, productivity growth is the key 
to economic growth and improvements in our standard of living. To place 
2%-3% productivity gains in perspective, the next section provides historical 
data. We will then consider the factors that could contribute to future 
productivity gains with particular emphasis on emerging technologies.

Productivity 
growth is the 
key to economic 
growth and 
improvements 
in our standard 
of living. 
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HISTORICAL PRODUCTIVITY TRENDS
Productivity growth varies considerably from one quarter to the next making 
it necessary to look at a longer time frame to discern a trend. The following 
graph depicts 10 year average growth:

First, note that growth has averaged about 2% since 1960 although there 
are fairly long periods in which it has been above or below average. It is not 
particularly surprising that productivity growth declined from the unusually 
high peak after 2006. However, it has been below the 2% long term average 
since the middle of 2013 averaging just 1.5% over the most recent eleven 
years. This poor showing has mystified many economists who were 
expecting the technology investments of the late 1990’s and early 2000’s 
to result in a long-term surge. While there is no definitive answer, here are 
some of the most common explanations for the productivity shortfall:

•	 Digitalization has taken longer than expected to flow through to 
productivity gains. However, proponents of this theory expect the 
impact to appear soon.

•	 Statisticians may be measuring output incorrectly. In particular, it is 
difficult to evaluate intangibles such as intellectual property which 
are increasingly important in our economy. For example, how do you 
measure the output of social media?

Source: RBC Wealth Management, Bloomberg; data through 9/30/24

U.S. PRODUCTIVITY GROWTH HAS EBBED AND FLOWED
TEN-YEAR ROLLING AVERAGE CHANGE IN PRODUCTIVITY, Y/Y
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•	 There are lingering effects of the Great Financial Crisis.

•	 The dominance of the top firms in many sectors may have reduced the 
incentive for other companies to innovate.

A RAY OF HOPE
Focusing on the right side of the previous chart, notice that productivity 
growth has improved in the past two years. Specifically, it has averaged 
2.5% since the first quarter of 2023, and there were three quarters in which 
growth exceeded 3% at an annual rate.

As shown above, U.S. productivity growth has also pulled away from much 
of the industrialized world. One important contributor to productivity 
growth is the formation of new businesses because they must be dynamic 
and highly productive in order to compete with established firms. 
Applications to form new businesses have increased 45% since 2019. Longer 
term, U.S. productivity has been enhanced by the diffusion of technology, 
flexible labor markets, and a high level of Research and Development 
spending as shown on the following page.

U.S. LABOR PRODUCTIVITY PULLING AHEAD
OUTPUT PER HOUR, INDEXED TO 100 (1/1/15)

Source: RBC Wealth Management, Bloomberg, European Central Bank; data through 6/30/24

U.S. productivity 
growth has also 
pulled away from 
much of the 
industrialized 
world.
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Of course, the real question is what can we do to sustain or even accelerate 
this recent progress.

STRATEGIES FOR IMPROVING PRODUCTIVITY GROWTH
Improving productivity basically means creating more output with the 
same or fewer resources. Not only does enhanced productivity stimulate 
economic growth and a higher standard of living, it improves the 
profitability of individual businesses which makes them more valuable. 
Therefore, managers have every incentive to pursue productivity growth 
but the fact that it has varied over time suggests that a simple playbook 
does not exist. As mentioned earlier, productivity is hard to measure and 
somewhat abstract. Nevertheless, readers who manage businesses can 
employ some of the following strategies, and we can hope that productivity 
growth becomes a national imperative as well.

I - Optimize workflow by streamlining and standardizing processes, 
identifying inefficiencies, measuring performance, eliminating 
redundancies, and automating repetitive tasks.

Source: RBC Wealth Management, Organisation for Economic Co-operation and Development

INVESTMENT IN INTELLECTUAL PROPERTY PRODUCTS AS PERCENTAGES 
OF GROSS FIXED CAPITAL FORMATION IN 2021

U.S. productivity 
has been enhanced 
by the diffusion 
of technology, 
flexible labor 
markets, and 
a high level of 
Research and 
Development 
spending.
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II - Invest in employees

1.	 Enhance educational opportunities and employee training

2.	 Contribute to employee well-being through corporate culture, employee 
engagement, employee health and wellness, and work-life balance

3.	 Improve communication with employees

4.	 Establish clear goals and priorities and appropriate measurement tools

5.	 Provide constructive feedback and appropriate rewards

6.	 Promote employee flexibility and agility

III - Automate. The greatest opportunity for productivity enhancement lies in 
capital spending and automation. Referring back to the graphic showing ten year 
averages, note that productivity growth averaged 3.3% from 1998 to 2005. This 
outstanding performance was directly attributable to advancements in technology 
and its integration into every corner of the economy. Artificial Intelligence offers 
the same or greater opportunity for productivity gains that computers, software, 
networks, and the internet provided in the 1990’s. In fact, McKinsey believes that 
we could enjoy annual productivity growth of 3-4% through 2030.

AUTOMATION COULD LEAD TO 3 TO 4 PERCENT ANNUAL PRODUCTIVITY 
GROWTH IN THE UNITED STATES BY 2030

Note: While AI promises to propel productivity, increasingly fragmented global value chains and growth of traditionally low-productivity 
service sectors such as healthcare (due to increasing longevity) could restrain productivity growth. 
1	McKinsey analysis in “The economic potential of generative AI: The next productivity frontier,” June 2023, estimates that half of today’s 

work activities could be automated between 2030 and 2060, with a midpoint in 2045.
2 	Workers who lost their jobs to automation but then rejoined the workforce.
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CONCLUSION
The demographic data clearly indicate that we can expect only modest 
growth in the economy and little improvement in income unless we can 
maintain or even accelerate the recent improvement in productivity growth. 
Fortunately, new technologies such as AI make that a realistic scenario. 
AI will certainly eliminate some jobs but prior technology waves have 
always been characterized by the creation of new jobs that were previously 
unimaginable. So, while we can expect some short-term disruption and 
angst, I am optimistic that we are on the cusp of an exciting time in which 
we will enjoy a great leap in our collective living standard! 
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IMPORTANT NOTES AND DISCLOSURES
This White Paper is being made available for educational purposes only and should not be 
used for any other purpose. Certain information contained herein concerning economic 
trends and performance is based on or derived from information provided by independent 
third-party sources. Diversified Trust Company, Inc. believes that the sources from which 
such information has been obtained are reliable; however, it cannot guarantee the accuracy 
of such information and has not independently verified the accuracy or completeness of such 
information or the assumptions on which such information is based.

Opinions expressed in these materials are current only as of the date appearing herein and 
are subject to change without notice. The information herein is presented for illustration 
and discussion purposes only and is not intended to be, nor should it be construed as, 
investment advice or an offer to sell, or a solicitation of an offer to buy securities of any type 
of description. Nothing in these materials is intended to be tax or legal advice, and clients are 
urged to consult with their own legal advisors in this regard.
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