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Spring US Economic Outlook: In the Shallow End 

Source: Bureau of Economic Analysis, Bureau of Labor Statistics, Blue Chip Economic Indicators, Federal Reserve, Morgan Stanley Research 

See Spring US Economic Outlook: In the Shallow End (13 Mar 2016) 
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    MS Forecast 

(4Q/4Q % Change) 2015 2016 2017 

Real GDP 1.9 1.6 1.5 

   Final Sales 1.9 1.7 1.5 

   Final Domestic Demand 2.4 1.9 1.8 

   PCE 2.6 2.3 1.9 

   Business Fixed Investment 1.6 0.9 2.1 

   Residential Fixed Investment 8.9 3.0 3.7 

   Exports -0.8 1.1 3.1 

   Imports 2.9 2.5 5.1 

   Government 1.1 1.0 0.6 

CPI 0.4 1.5 1.9 

Core PCEPI 1.4 1.4 1.4 

Unemployment Rate* 5.0 4.7 4.7 

https://ny.matrix.ms.com/eqr/article/webapp/f180d51e-d721-11e5-91c9-c40df6a8c86d?ch=rpint
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Spring US Economic Outlook: In the Shallow End 

Source: Bureau of Economic Analysis, Morgan Stanley Research 

See Spring US Economic Outlook: In the Shallow End (13 Mar 2016) 
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https://ny.matrix.ms.com/eqr/article/webapp/f180d51e-d721-11e5-91c9-c40df6a8c86d?ch=rpint
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Financial Conditions, Oil, USD, and Recession Risk 
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US Economic & Financial Conditions Can Be Sensitive to Global Spillovers 

Source: Federal Reserve Board, Federal Reserve Bank of New York, EIA, Morgan Stanley Research 

See US Economics: Fear and Loathing (22 Jan 2016); See Cross-Asset Dispatches: What’s the Risk Premium for Equities? (23 Nov 2015) for ERP methodology. 
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https://ny.matrix.ms.com/eqr/article/webapp/85b06348-91e6-11e5-8b22-cf8c4c2791ce?ch=rpint
https://ny.matrix.ms.com/eqr/article/webapp/85b06348-91e6-11e5-8b22-cf8c4c2791ce?ch=rpint
https://ny.matrix.ms.com/eqr/article/webapp/85b06348-91e6-11e5-8b22-cf8c4c2791ce?ch=rpint
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Macro Impacts from Tighter Financial Conditions 

Source: Morgan Stanley Research 

Simulations based on Federal Reserve’s FRB/US model. 

See US Economics: Fear and Loathing (22 Jan 2016) and Global Economics Playbook: Rising Risk of a Global Recession? (19 Jan 2016) 
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Initial Drag from the Stronger Dollar and Lower Energy Prices 

Source: Bureau of Economic Analysis, Baker Hughes, Morgan Stanley Research 
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Domestic Energy Industry Gained Share in Post-Crisis Recovery 

Source: Bureau of Economic Analysis, Morgan Stanley Research 
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Decline in Industrial Production is an Energy Story 

Source: Federal Reserve, Morgan Stanley Research 
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Signs of Slowing in Non-Energy Areas of Business Investment 

Source: Bureau of Economic Analysis, Census Bureau, Morgan Stanley Research 
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Business Conditions:  
Weaker External Demand Offsets More Resilient Domestic Service Sector 

Source: ISM, Morgan Stanley Research  
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Consumer Spending and Lower Energy Prices 

Source: Bureau of Economic Analysis, Morgan Stanley Research 
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Diffusion – Only a Handful of States are Weaker 

  

Source: Federal Reserve Bank of Philadelphia, Morgan Stanley Research 

Snapshot: December 2014 Snapshot: December 2015 

And the weakness is concentrated in energy and industrial heavy states 
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Selected Components of Net Financing for Nonfinancial Businesses 

Source: Federal Reserve, Morgan Stanley Research 
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Marginal Productivity of Corporate Debt Has Fallen to Very Low Levels 

Source: Morgan Stanley Research 
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Credit Spreads and Unemployment: An Asymmetric Relationship 

Source: Bureau of Labor Statistics, Federal Reserve, Morgan Stanley Research 
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Net Changes in Household Leverage More Muted 

Source: Federal Reserve, Morgan Stanley Research 
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Fed Policy 
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Outlook for Fed Policy—A Very Flat Fed Rate Path Priced for Coming Years 

Source: Chicago Mercantile Exchange, Morgan Stanley Research 
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Outlook for Fed Policy—Bridging the Gap Between the FOMC and the Market 

Source: Federal Reserve, Chicago Mercantile Exchange, Morgan Stanley Research 
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Persistent Economic Headwinds Keep Neutral Fed Funds Rate Low 

   

  

 “The neutral nominal federal funds rate—defined as 
the value of the federal funds rate that would be 
neither expansionary nor contractionary if the 
economy was operating near potential—is currently 
low by historical standards and is likely to rise only 
gradually over time… 

 The low level of the neutral federal funds rate may be 
partially attributable to a range of persistent 
economic headwinds that have weighed on 
aggregate demand—such as: 

 Limited access to credit for some borrowers; 

 Weak growth abroad; 

 A significant appreciation of the dollar”* 

 The Fed’s assessment for the nominal federal funds 
rate to rise gradually is predicated on a gradual rise 
in the neutral real rate. 

 “Economic theory indicates that the equilibrium level 
of short-term real interest rates would likely remain 
low relative to estimates of its level before the 
financial crisis if trend growth of total factor 
productivity does not pick up and if demographic 
projections for slow growth in working-age 
populations are borne out.” – Oct ‘15 FOMC minutes 

Source: *Janet Yellen, Semiannual Monetary Policy Report to the Congress, February 10, 2016; Morgan Stanley Research 

See US Economics: Potential GDP (04 Feb 2016) 
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Labor Market, Wages, and Inflation 
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New Jobless Claims Point to Stable Pace of Firings 

Source: Department of Labor, Morgan Stanley Research 
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Good Progress on the Employment Side of the Fed’s Mandate 

Source: Bureau of Labor Statistics, Federal Reserve, Morgan Stanley Research 
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Robust Aggregate Income Growth & Tentative Signs of Accelerating Wage Growth 

Source: Bureau of Economic Analysis, Bureau of Labor Statistics, Morgan Stanley Research 
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Wage Growth is Slowly Strengthening and Diffusion is Broadening 

Source: Bureau of Labor Statistics, Morgan Stanley Research 

See US Economics: Wage Growth Is Slow, Until It's Not (13 Nov 2015) 
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State-Level Data on Labor Market Slack and Wage Growth 

Source: Bureau of Labor Statistics, Morgan Stanley Research  

Note: Data are latest 3-month moving averages as of January 2016. Fitted regression line excludes GA, NV, and WA. 

  

Unemployment 

Rate 

Avg Hourly Earnings 

(Year/Year, %) 

North Dakota 2.8% 2.9% 

South Dakota 2.8% 3.0% 

New Hampshire 2.9% 4.3% 

Nebraska 3.0% 4.0% 

Colorado 3.2% 2.4% 

Hawaii 3.2% 2.2% 

Utah 3.4% 2.3% 

Vermont 3.4% 4.5% 

Iowa 3.5% 2.8% 

Minnesota 3.7% 1.9% 

Maine 3.8% 1.4% 

Idaho 3.9% 2.8% 

Kansas 4.0% 2.4% 

Montana 4.1% 3.0% 

Oklahoma 4.1% -0.3% 

Virginia 4.1% 3.4% 

Missouri 4.3% 0.8% 

Arkansas 4.4% 1.8% 

New Jersey 4.5% 1.7% 

Texas 4.5% 0.8% 

2%

3%

4%

5%

6%

7%

-2% 0% 2% 4% 6% 8% 10%

U
n

e
m

p
lo

y
m

e
n

t 
R

a
te

, 
3

M
M

A
 

Average Hourly Earnings, Total Private  
(All Employees), Y/Y 3MMA 



M O R G A N   S T A N L E Y   R E S E A R C H 

29 

March 2016 

  

Gains in Income and Wealth are Supporting Consumer Spending 

Source: Federal Reserve, Morgan Stanley Research 
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Tight Mortgage Credit Causing a High Share of Multi-Family/Rental Starts  

Source: Census Bureau, Morgan Stanley Research  
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National Rental Vacancy Rate Near a Thirty-Year Low 

Source: Census Bureau, Morgan Stanley Research  
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Inflation: Complexities Beyond the Headline 

Source: Bureau of Economic Analysis, Morgan Stanley Research;  
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Inflation Outlook: How Much Low-flation is Transitory? 

Source: Bureau of Economic Analysis, Morgan Stanley Research  

See US Economics & Strategy Insights: How Much Low-flation Is Transitory? (07 Oct 2015) 
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Inflation Outlook: How Much Low-flation is Transitory? 

Source: Bureau of Economic Analysis, Morgan Stanley Research 

See US Economics & Strategy Insights: How Much Low-flation Is Transitory? (07 Oct 2015)  
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We Remain in a World of Very Flat Phillips Curves 
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Inflation Expectations: Near Historically Low Inflation Breakevens  

Source: Federal Reserve, Morgan Stanley Research 

*See “Inflation Dynamics and Monetary Policy,” Janet L. Yellen, September 24, 2015 
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“An important feature of [the Phillips Curve] model of inflation dynamics is that the overall effect that variations in 

resource utilization, import prices, and other factors will have on inflation depends crucially on whether these 

influences also affect long-run inflation expectations.” – Fed Chair Janet Yellen, September 24, 2015* 

http://www.federalreserve.gov/newsevents/speech/yellen20150924a.htm
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Survey-Based Measures of Inflation Expectations Have Fallen As Well 

Source: University of Michigan Survey of Consumers, Federal Reserve Bank of New York, Morgan Stanley Research  
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Real GDP Relative to Trend: Pre- and Post-Financial Crisis 

Source: Bureau of Economic Analysis, Morgan Stanley Research 

See US Economics: Potential GDP (04 Feb 2016) 

The level of output is nowhere near returning to pre-crisis trend  
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We Peg US Potential Growth at 1.5%Y  

Source: Bureau of Labor Statistics, Bureau of Economic Analysis, Morgan Stanley Research 

See US Economics: Potential GDP (04 Feb 2016) 

Rule of Thumb: Growth in Labor Productivity + Growth in the Labor Force = Potential GDP Growth 
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Potential Growth 
 
 
There's a basic accounting identity on the supply side of the economy that 
output growth is determined by growth in labor productivity and the 
working age population, and changes in the unemployment rate, labor 
force participation rate and average hours per worker (Exhibit 9 ).  
 
Based on our outlook, we peg potential GDP growth at 1.5%Y. This 
estimate takes into account a sobering view of these supply side dynamics 
that assumes only a gradual climb in productivity to around 1%Y and very 
slow growth in the labor force of around 0.5%Y.  
 
 Rule of Thumb: Growth in Labor Productivity + Growth in the Labor Force 
= Potential GDP Growth  
 
 
   
 
 
Exhibit 9: 
Supply Side Components of Real GDP Growth: Historical Averages and 
Forecast 
 
 
 
Output identity follows Gordon (2014): Y = (Yb/Ab) * (Ab/Eb) * (E/L) * (L/N) * 
N *[(Q/Ep)/(Qb/Eb)] * (Ep/E), where real GDP (Y) is equal to labor 
productivity (Y/H), aggregate hours per employee (A/E), the employment 
rate (E/L), the labor force participation rate (L/N) and the working age 
population (N), a "mix effect," and a "bridge term." The "mix effect" is the 
ratio of output per payroll employee in the total economy to output per 
employee in the nonfarm private business sector, and the "bridge term" 
converts BLS payroll survey hours to hours from the household survey. 
Superscript "B" denotes nonfarm private business sector. " Ep" denotes 
employment in the payroll survey, while "E" is total employment in the 
household survey.  
 Source: Bureau of Labor Statistics, Bureau of Economic Analysis, Morgan 
Stanley Research 
 
 
Since the post-financial-crisis recovery began, growth in real GDP has 
averaged 2.1%, in line with the FOMC's estimate of the economy's longer-
run potential. Okun's Law, a widely held theory that describes the 
relationship between the level of unemployment and the growth rate of the 
real economy, would inform us that a steady rate of unemployment is 
associated with an economy growing at its potential. Yet over that same 
time the unemployment rate has declined by more than 4 percentage 
points. By that measure, it's clear the economy's growth potential is much 
lower. Indeed, potential output appears to have hit a brick wall after the 
financial crisis. And the cumulative loss in aggregate supply is enormous 
(Exhibit 10 ).[ 4 ] 
 
 
 
 
  
 
 
   
 
 
Exhibit 10: 
Real GDP Relative to Trend: Pre- and Post-Financial Crisis 
 
 
 
Note: Pre-crisis trend calculated 1985 to 2007. Post-crisis trend calculated 
2009-present.  
Source: Bureau of Economic Analysis, Morgan Stanley Research 
 
 
Put another way, in light of the minimal productivity growth, most of the 
sluggish GDP growth trend in the past six years simply reflects elevated 
growth in labor input as the unemployment rate fell sharply. That obviously 
can't be repeated in the next five years. We'll need a much larger 
improvement in labor productivity than the past five-year trend (much 
larger even than what we forecast ) to get close to a sustainable 2% GDP 
trend with labor force growth at 0.5% and the unemployment rate nearing 
sustainable full employment.  
 
Staff at the Federal Reserve are looking at the economy through a similar 
lens, based on the accidental leak of their projections.[ 5 ] 
 
 
 
 
 Forecasts prepared for the June meeting of the FOMC showed the staff 
estimating potential GDP growth at 1.6% this year. Since then, the annual 
benchmark revisions to GDP led the staff to further trim its "projected rates 
of productivity gains and potential output growth" over the medium term in 
the updated outlook presented at the July FOMC meeting. 
 
In this Autumn Outlook, our GDP growth forecasts undercut those of the 
consensus among private forecasters, and the Fed's central tendency 
estimates shown in the June FOMC Summary of Economic Projections 
(SEP) (Exhibit 11 ). For those lofty estimates to prove true, something 
extraordinary in the economy needs to change the course of labor 
productivity and labor force participation.[ 6 ] 
 
 
 
 
  
 
 
   
 
 
Exhibit 11: 
Real GDP (% 4Q/4Q): Morgan Stanley Forecasts vs Consensus and the Fed 
 
 
  Morgan Stanley  
  Blue Chip Consensus (Aug 2015)  June FOMC Projections 
   
2015  2.0  2.1 1.8 to 2.0  
2016  1.8  2.7 2.4 to 2.7  
2017  1.8  - 2.1 to 2.5  
 
 
 
Source: Blue Chip Economic Indicators, Federal Reserve, Morgan Stanley 
Research 
 
 
   
 
Productivity 
 
 
Growth in labor productivity can be decomposed into three parts:  
1.Growth in multifactor productivity—or the change in output after 
accounting for both capital and labor inputs, reflecting technological 
change, efficiency improvements, returns to scale, and reallocation of 
resources; 
2.The contribution of capital deepening; and, 
3.The contribution of labor quality change.  
 
 
   
 
 
Exhibit 12: 
Contributions to Annualized Growth in Labor Productivity Over Time 
 
 
 
Contribution from capital deepening equals capital services per hour 
multiplied by capital's share of current dollar costs. Labor quality is the 
ratio of labor input to hours, and the contribution from labor quality change 
equals labor quality multiplied by labor's share of current dollar costs. 
Multifactor productivity is output per combined units of labor input and 
capital services, capturing effects of technological change, efficiency 
improvements, returns to scale, reallocation of resources, and other 
factors impacting growth.  
Note: Components may not sum to total due to rounding.  
Source: Bureau of Labor Statistics, Morgan Stanley Research 
 
 
The annual benchmark revisions to GDP confirmed a weak and, moreover, 
worsening trend in labor productivity growth. Annualized growth in the six 
years since the recession ended is now 1.0%, and only 0.4% in the past five 
years, 0.3% in the past three years, and 0.0% in the past year and a half 
(Exhibit 13 ). 
 
The deterioration in labor productivity in recent years has importantly 
owed to a shallowing out of the capital stock (lack of capital deepening) 
that has led to an unprecedented decline in capital intensity (less services 
from capital). Multifactor productivity (MFP), has also slowed substantially. 
MFP largely reflects productivity-enhancing technological change, and 
despite some potentially positive developments in the tech sector, we're 
not seeing much of that in the data at this point. But as we discuss in our 
Outlook for Aggregate Demand, R&D spending has accelerated and we 
expect that may portend stronger MFP growth over the next few years.  
 
For the capital deepening part, the ratio of capital services per hour worked 
fell in 2011, 2012, 2013, and 2014, the only run of four consecutive declines 
on record (Exhibit 14 ). Furthermore, it's falling at an accelerating pace this 
year, with payrolls averaging around 200,000 per month, while net 
nonresidential investment fell at a 9.1% annual rate in 1H15. It will take a 
much better pace of investment over a sustained period of time for capital 
deepening to support an improving labor productivity trend.   
 
 
Over the forecast horizon we expect moderate improvement in productivity 
to around 1% in 2016, lower than the historical average but certainly better 
than the more recent trend around 0%. This moderate improvement owes 
importantly to our expectation for better sustained growth in investment. 
After no net growth in the first half of this year, we are looking for 
nonresidential investment to grow at an average annualized pace of 3.8% 
in 2H15, then settle in around a 3.0% growth rate over the remainder of the 
forecast horizon. 
 
 
 
   
 
 
Exhibit 13: 
A Weak and Worsening Trend in Productivity Growth  
 
 
 
Source: Bureau of Labor Statistics, Morgan Stanley Research 
 
 
   
 
 
Exhibit 14: 
Lack of Capital Deepening Contributes to Weak Productivity Growth  
 
 
 
Source: Bureau of Labor Statistics, Morgan Stanley Research 
 
 
 
 
   
 
 
Exhibit 15: 
Net Nonresidential Investment Fell at a 9.1% Annual Rate in 1H15 
 
 
 
Source: Bureau of Economic Analysis, Morgan Stanley Research 
 
 
   
 
 
Exhibit 16: 
It Will Take a Much Better Pace of Net Investment to Support Productivity  
 
 
 
Source: Bureau of Economic Analysis, Morgan Stanley Research 
 
 
   
 
Labor Force 
 
 
Underlying demographic trends point to labor force growth slowing to 
0.5% in coming years, as the participation rate eventually moves back into 
a 0.2-0.3pp annual decline in the demographic trend and the working age 
population grows a bit less than 1% a year. 
 
 
In the past few years, population growth has slowed and labor force 
participation is on a secular downtrend. Simply put, there are fewer 
workers applying the resources available to produce—the civilian labor 
force participation rate has shed 3.5 percentage points in the past seven 
years (Exhibit 17 ). 
 
Cyclically adjusted, the moving estimate of the trend of the labor force 
participation rate dipped into negative territory and has moved lower since 
2004 (Exhibit 18 ). This moving estimate predicts a decline in the 
participation rate of about 0.3 percentage points per year.   
 
 
 
   
 
 
Exhibit 17: 
Labor Force Participation is on a Downtrend and Has Shed 3.5pp Since 
2007  
 
 
 
Source: Bureau of Labor Statistics, Morgan Stanley Research 
 
 
   
 
 
Exhibit 18: 
Estimated Trend Predicts ~0.3pp per Year Decline in the Participation Rate  
 
 
 
Source: Bureau of Labor Statistics, Morgan Stanley Research 
 
 
More recently, labor force participation appears to have flattened out as a 
small cyclical rebound in prime working-aged groups has counteracted 
structural effects such as an aging population. In our forecast this dynamic 
doesn’t last and participation renews its downward trend in 2016, falling to 
62.35% by end-2017 compared with 62.6% as of July this year.  
 
A pickup in the rate of productivity to around 1%, coupled with a steady 
participation rate in 2016, would suggest average monthly payroll gains of 
about 175,000 compared with 200,000 in 2015. But as the downtrend in 
participation resumes, we expect average job gains to slow to just 50,000 
per month toward the end of 2017—that’s enough to hold the 
unemployment rate about steady.  
 
On this backdrop the unemployment rate continues to decline, albeit more 
slowly, and ends 2015 a touch below NAIRU, which we currently peg at 
5%.[ 7 ] 
 
 
 
 
 NAIRU continues to trend lower and the unemployment rate chases it 
throughout the forecast horizon. Diminishing labor market slack has had 
an upward, though muted, effect on wages thus far, and this relationship is 
likely to continue as the unemployment rate and NAIRU remain closely 
matched.  
 
   
 
Equilibrium and the Path for Rate Hikes  
 
 
A lower longer-run growth rate implies a lower equilibrium short-term real 
interest rate. We peg the longer-run neutral real rate to be around 1% 
compared with the Fed's implied median of 1.75% in its June SEP. 
 
Janet Yellen's "persistent headwinds" appear to be more persistent, and 
the current policy setting really isn't all that easy relative to a Taylor rule 
prescription. Therefore, we expect the path of rate hikes to be somewhat 
more gradual compared with our Spring Outlook.  
 
In an important speech on March 27, Chair Yellen lauded improvements in 
the labor market and broader economy, but reminded us those gains had 
required an environment of "extraordinary monetary accommodation" and 
that the economy's potential growth remained "quite weak" by historical 
standards.[ 8 ] 
 
 
 
 
 To that end, the real equilibrium funds rate can also be considered a 
measure of the economy's potential. In February, New York Fed President 
Dudley suggested that the neutral longer-run rate would likely be lower 
than in the past because of slow growth in the labor force and labor 
productivity.[ 9 ] 
 
 
 
 
  
 
In March, Yellen's specification of the Taylor rule pegged the current 
neutral real rate at "close to zero" and underscored that the Committee's 
assessment for the nominal federal funds rate to rise gradually is 
predicated on a gradual rise in the neutral real rate as persistent 
headwinds fade.[ 10 ] 
 
 
 
 
  
 
With lower trend growth and a weak productivity trend improving only 
slowly, we expect the path of rate hikes to be somewhat more gradual 
compared with our Spring forecast. Our baseline assumes the Fed first 
hikes rates by 25 basis points in December this year and follows it up with 
25bp hikes once every quarter. This lowers our end-2016 expected 
midpoint of the target range to 1.375% compared with 1.625% in our Spring 
baseline. And it puts the target range at 2.375% by end-2017 (Exhibit 19 ). 
These results are largely in line with a Taylor rule specification around our 
outlook, where: 
 
 
Rt = r* + πt + 0.5(πt -2) + 0.5Yt   
r* = estimated equilibrium real rate 
πt = core inflation rate 
Yt = output gap measured as the difference between the unemployment 
rate and NAIRU 
 
 
   
 
 
Exhibit 19: 
Contributions to Changes in the Taylor Rule Prescribed Policy Rate Over 
Forecast Horizon  
 
 
 
Source: Morgan Stanley Research 
 
 
Applying the same Taylor rule framework to the median estimate from the 
Fed's June outlook coincidentally falls closely in line with the median path 
for rates laid out in the dot plot. Our projected path for rates is lower than 
the Fed's, but higher than the market. Judging from Fed funds futures, the 
market has cast its vote that the economy's longer-run growth potential 
and the associated equilibrium rate is substantially lower than the Fed's 
and our estimate (Exhibit 20 ). 
 
 
   
 
 
Exhibit 20: 
Outlook for Fed Policy: Morgan Stanley Projections vs FOMC Projections & 
Market Pricing  
 
 
 
Note: Dots represent an individual FOMC participant's expectations for the 
midpoint of the target Fed funds rate at year-end.  
Source: Federal Reserve, Morgan Stanley Research 
 
 
Chair Yellen has said she finds the market's expectation for a very low path 
of rates "sobering,” with low levels of bond yields and low inflation 
breakevens suggesting “investors place considerable odds on adverse 
scenarios that would necessitate a lower and flatter trajectory of the 
federal funds rate than envisioned in participants’ modal SEP projections.”  
 
Yellen has made clear "the FOMC does not intend to embark on any 
predetermined course of tightening following an initial decision to raise the 
funds rate target range...Rather, the actual path of policy will evolve as 
economic conditions evolve, and policy tightening could speed up, slow 
down, pause, or even reverse course depending on actual and expected 
developments in real activity and inflation." For now, monetary policy 
theory informs the FOMC that the equilibrium real federal funds rate is ultra 
low, will rise slowly over time, and the Fed will aim to align policy with that 
gradual climb.  
 
Based on our underlying assumptions and outlook, a gradual pace of 
tightening not too far below what the Fed envisioned at its June meeting is 
appropriate—and something will have to go fantastically right, or horribly 
wrong, to alter that course.   
   
 
The Near-Term Fed Outlook 
 
Outlook for Aggregate Demand 
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Labor Force Participation is on a Secular Downtrend  

Source: Bureau of Labor Statistics, Morgan Stanley Research 

See US Economics: Potential GDP (04 Feb 2016) 
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Why is Productivity Growth So Low? 

Source: Bureau of Labor Statistics, Morgan Stanley Research 

See US Economics: Potential GDP (04 Feb 2016) 

The deterioration in labor productivity in recent years has importantly owed to a shallowing out of 

the capital stock. Multifactor productivity (MFP), has also slowed substantially. 
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Overall Investment Levels Are Running Below Trend 

Source: Bureau of Economic Analysis, Morgan Stanley Research 

See US Economics: Potential GDP (04 Feb 2016) 
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Potential Growth 
 
 
There's a basic accounting identity on the supply side of the economy that 
output growth is determined by growth in labor productivity and the 
working age population, and changes in the unemployment rate, labor 
force participation rate and average hours per worker (Exhibit 9 ).  
 
Based on our outlook, we peg potential GDP growth at 1.5%Y. This 
estimate takes into account a sobering view of these supply side dynamics 
that assumes only a gradual climb in productivity to around 1%Y and very 
slow growth in the labor force of around 0.5%Y.  
 
 Rule of Thumb: Growth in Labor Productivity + Growth in the Labor Force 
= Potential GDP Growth  
 
 
   
 
 
Exhibit 9: 
Supply Side Components of Real GDP Growth: Historical Averages and 
Forecast 
 
 
 
Output identity follows Gordon (2014): Y = (Yb/Ab) * (Ab/Eb) * (E/L) * (L/N) * 
N *[(Q/Ep)/(Qb/Eb)] * (Ep/E), where real GDP (Y) is equal to labor 
productivity (Y/H), aggregate hours per employee (A/E), the employment 
rate (E/L), the labor force participation rate (L/N) and the working age 
population (N), a "mix effect," and a "bridge term." The "mix effect" is the 
ratio of output per payroll employee in the total economy to output per 
employee in the nonfarm private business sector, and the "bridge term" 
converts BLS payroll survey hours to hours from the household survey. 
Superscript "B" denotes nonfarm private business sector. " Ep" denotes 
employment in the payroll survey, while "E" is total employment in the 
household survey.  
 Source: Bureau of Labor Statistics, Bureau of Economic Analysis, Morgan 
Stanley Research 
 
 
Since the post-financial-crisis recovery began, growth in real GDP has 
averaged 2.1%, in line with the FOMC's estimate of the economy's longer-
run potential. Okun's Law, a widely held theory that describes the 
relationship between the level of unemployment and the growth rate of the 
real economy, would inform us that a steady rate of unemployment is 
associated with an economy growing at its potential. Yet over that same 
time the unemployment rate has declined by more than 4 percentage 
points. By that measure, it's clear the economy's growth potential is much 
lower. Indeed, potential output appears to have hit a brick wall after the 
financial crisis. And the cumulative loss in aggregate supply is enormous 
(Exhibit 10 ).[ 4 ] 
 
 
 
 
  
 
 
   
 
 
Exhibit 10: 
Real GDP Relative to Trend: Pre- and Post-Financial Crisis 
 
 
 
Note: Pre-crisis trend calculated 1985 to 2007. Post-crisis trend calculated 
2009-present.  
Source: Bureau of Economic Analysis, Morgan Stanley Research 
 
 
Put another way, in light of the minimal productivity growth, most of the 
sluggish GDP growth trend in the past six years simply reflects elevated 
growth in labor input as the unemployment rate fell sharply. That obviously 
can't be repeated in the next five years. We'll need a much larger 
improvement in labor productivity than the past five-year trend (much 
larger even than what we forecast ) to get close to a sustainable 2% GDP 
trend with labor force growth at 0.5% and the unemployment rate nearing 
sustainable full employment.  
 
Staff at the Federal Reserve are looking at the economy through a similar 
lens, based on the accidental leak of their projections.[ 5 ] 
 
 
 
 
 Forecasts prepared for the June meeting of the FOMC showed the staff 
estimating potential GDP growth at 1.6% this year. Since then, the annual 
benchmark revisions to GDP led the staff to further trim its "projected rates 
of productivity gains and potential output growth" over the medium term in 
the updated outlook presented at the July FOMC meeting. 
 
In this Autumn Outlook, our GDP growth forecasts undercut those of the 
consensus among private forecasters, and the Fed's central tendency 
estimates shown in the June FOMC Summary of Economic Projections 
(SEP) (Exhibit 11 ). For those lofty estimates to prove true, something 
extraordinary in the economy needs to change the course of labor 
productivity and labor force participation.[ 6 ] 
 
 
 
 
  
 
 
   
 
 
Exhibit 11: 
Real GDP (% 4Q/4Q): Morgan Stanley Forecasts vs Consensus and the Fed 
 
 
  Morgan Stanley  
  Blue Chip Consensus (Aug 2015)  June FOMC Projections 
   
2015  2.0  2.1 1.8 to 2.0  
2016  1.8  2.7 2.4 to 2.7  
2017  1.8  - 2.1 to 2.5  
 
 
 
Source: Blue Chip Economic Indicators, Federal Reserve, Morgan Stanley 
Research 
 
 
   
 
Productivity 
 
 
Growth in labor productivity can be decomposed into three parts:  
1.Growth in multifactor productivity—or the change in output after 
accounting for both capital and labor inputs, reflecting technological 
change, efficiency improvements, returns to scale, and reallocation of 
resources; 
2.The contribution of capital deepening; and, 
3.The contribution of labor quality change.  
 
 
   
 
 
Exhibit 12: 
Contributions to Annualized Growth in Labor Productivity Over Time 
 
 
 
Contribution from capital deepening equals capital services per hour 
multiplied by capital's share of current dollar costs. Labor quality is the 
ratio of labor input to hours, and the contribution from labor quality change 
equals labor quality multiplied by labor's share of current dollar costs. 
Multifactor productivity is output per combined units of labor input and 
capital services, capturing effects of technological change, efficiency 
improvements, returns to scale, reallocation of resources, and other 
factors impacting growth.  
Note: Components may not sum to total due to rounding.  
Source: Bureau of Labor Statistics, Morgan Stanley Research 
 
 
The annual benchmark revisions to GDP confirmed a weak and, moreover, 
worsening trend in labor productivity growth. Annualized growth in the six 
years since the recession ended is now 1.0%, and only 0.4% in the past five 
years, 0.3% in the past three years, and 0.0% in the past year and a half 
(Exhibit 13 ). 
 
The deterioration in labor productivity in recent years has importantly 
owed to a shallowing out of the capital stock (lack of capital deepening) 
that has led to an unprecedented decline in capital intensity (less services 
from capital). Multifactor productivity (MFP), has also slowed substantially. 
MFP largely reflects productivity-enhancing technological change, and 
despite some potentially positive developments in the tech sector, we're 
not seeing much of that in the data at this point. But as we discuss in our 
Outlook for Aggregate Demand, R&D spending has accelerated and we 
expect that may portend stronger MFP growth over the next few years.  
 
For the capital deepening part, the ratio of capital services per hour worked 
fell in 2011, 2012, 2013, and 2014, the only run of four consecutive declines 
on record (Exhibit 14 ). Furthermore, it's falling at an accelerating pace this 
year, with payrolls averaging around 200,000 per month, while net 
nonresidential investment fell at a 9.1% annual rate in 1H15. It will take a 
much better pace of investment over a sustained period of time for capital 
deepening to support an improving labor productivity trend.   
 
 
Over the forecast horizon we expect moderate improvement in productivity 
to around 1% in 2016, lower than the historical average but certainly better 
than the more recent trend around 0%. This moderate improvement owes 
importantly to our expectation for better sustained growth in investment. 
After no net growth in the first half of this year, we are looking for 
nonresidential investment to grow at an average annualized pace of 3.8% 
in 2H15, then settle in around a 3.0% growth rate over the remainder of the 
forecast horizon. 
 
 
 
   
 
 
Exhibit 13: 
A Weak and Worsening Trend in Productivity Growth  
 
 
 
Source: Bureau of Labor Statistics, Morgan Stanley Research 
 
 
   
 
 
Exhibit 14: 
Lack of Capital Deepening Contributes to Weak Productivity Growth  
 
 
 
Source: Bureau of Labor Statistics, Morgan Stanley Research 
 
 
 
 
   
 
 
Exhibit 15: 
Net Nonresidential Investment Fell at a 9.1% Annual Rate in 1H15 
 
 
 
Source: Bureau of Economic Analysis, Morgan Stanley Research 
 
 
   
 
 
Exhibit 16: 
It Will Take a Much Better Pace of Net Investment to Support Productivity  
 
 
 
Source: Bureau of Economic Analysis, Morgan Stanley Research 
 
 
   
 
Labor Force 
 
 
Underlying demographic trends point to labor force growth slowing to 
0.5% in coming years, as the participation rate eventually moves back into 
a 0.2-0.3pp annual decline in the demographic trend and the working age 
population grows a bit less than 1% a year. 
 
 
In the past few years, population growth has slowed and labor force 
participation is on a secular downtrend. Simply put, there are fewer 
workers applying the resources available to produce—the civilian labor 
force participation rate has shed 3.5 percentage points in the past seven 
years (Exhibit 17 ). 
 
Cyclically adjusted, the moving estimate of the trend of the labor force 
participation rate dipped into negative territory and has moved lower since 
2004 (Exhibit 18 ). This moving estimate predicts a decline in the 
participation rate of about 0.3 percentage points per year.   
 
 
 
   
 
 
Exhibit 17: 
Labor Force Participation is on a Downtrend and Has Shed 3.5pp Since 
2007  
 
 
 
Source: Bureau of Labor Statistics, Morgan Stanley Research 
 
 
   
 
 
Exhibit 18: 
Estimated Trend Predicts ~0.3pp per Year Decline in the Participation Rate  
 
 
 
Source: Bureau of Labor Statistics, Morgan Stanley Research 
 
 
More recently, labor force participation appears to have flattened out as a 
small cyclical rebound in prime working-aged groups has counteracted 
structural effects such as an aging population. In our forecast this dynamic 
doesn’t last and participation renews its downward trend in 2016, falling to 
62.35% by end-2017 compared with 62.6% as of July this year.  
 
A pickup in the rate of productivity to around 1%, coupled with a steady 
participation rate in 2016, would suggest average monthly payroll gains of 
about 175,000 compared with 200,000 in 2015. But as the downtrend in 
participation resumes, we expect average job gains to slow to just 50,000 
per month toward the end of 2017—that’s enough to hold the 
unemployment rate about steady.  
 
On this backdrop the unemployment rate continues to decline, albeit more 
slowly, and ends 2015 a touch below NAIRU, which we currently peg at 
5%.[ 7 ] 
 
 
 
 
 NAIRU continues to trend lower and the unemployment rate chases it 
throughout the forecast horizon. Diminishing labor market slack has had 
an upward, though muted, effect on wages thus far, and this relationship is 
likely to continue as the unemployment rate and NAIRU remain closely 
matched.  
 
   
 
Equilibrium and the Path for Rate Hikes  
 
 
A lower longer-run growth rate implies a lower equilibrium short-term real 
interest rate. We peg the longer-run neutral real rate to be around 1% 
compared with the Fed's implied median of 1.75% in its June SEP. 
 
Janet Yellen's "persistent headwinds" appear to be more persistent, and 
the current policy setting really isn't all that easy relative to a Taylor rule 
prescription. Therefore, we expect the path of rate hikes to be somewhat 
more gradual compared with our Spring Outlook.  
 
In an important speech on March 27, Chair Yellen lauded improvements in 
the labor market and broader economy, but reminded us those gains had 
required an environment of "extraordinary monetary accommodation" and 
that the economy's potential growth remained "quite weak" by historical 
standards.[ 8 ] 
 
 
 
 
 To that end, the real equilibrium funds rate can also be considered a 
measure of the economy's potential. In February, New York Fed President 
Dudley suggested that the neutral longer-run rate would likely be lower 
than in the past because of slow growth in the labor force and labor 
productivity.[ 9 ] 
 
 
 
 
  
 
In March, Yellen's specification of the Taylor rule pegged the current 
neutral real rate at "close to zero" and underscored that the Committee's 
assessment for the nominal federal funds rate to rise gradually is 
predicated on a gradual rise in the neutral real rate as persistent 
headwinds fade.[ 10 ] 
 
 
 
 
  
 
With lower trend growth and a weak productivity trend improving only 
slowly, we expect the path of rate hikes to be somewhat more gradual 
compared with our Spring forecast. Our baseline assumes the Fed first 
hikes rates by 25 basis points in December this year and follows it up with 
25bp hikes once every quarter. This lowers our end-2016 expected 
midpoint of the target range to 1.375% compared with 1.625% in our Spring 
baseline. And it puts the target range at 2.375% by end-2017 (Exhibit 19 ). 
These results are largely in line with a Taylor rule specification around our 
outlook, where: 
 
 
Rt = r* + πt + 0.5(πt -2) + 0.5Yt   
r* = estimated equilibrium real rate 
πt = core inflation rate 
Yt = output gap measured as the difference between the unemployment 
rate and NAIRU 
 
 
   
 
 
Exhibit 19: 
Contributions to Changes in the Taylor Rule Prescribed Policy Rate Over 
Forecast Horizon  
 
 
 
Source: Morgan Stanley Research 
 
 
Applying the same Taylor rule framework to the median estimate from the 
Fed's June outlook coincidentally falls closely in line with the median path 
for rates laid out in the dot plot. Our projected path for rates is lower than 
the Fed's, but higher than the market. Judging from Fed funds futures, the 
market has cast its vote that the economy's longer-run growth potential 
and the associated equilibrium rate is substantially lower than the Fed's 
and our estimate (Exhibit 20 ). 
 
 
   
 
 
Exhibit 20: 
Outlook for Fed Policy: Morgan Stanley Projections vs FOMC Projections & 
Market Pricing  
 
 
 
Note: Dots represent an individual FOMC participant's expectations for the 
midpoint of the target Fed funds rate at year-end.  
Source: Federal Reserve, Morgan Stanley Research 
 
 
Chair Yellen has said she finds the market's expectation for a very low path 
of rates "sobering,” with low levels of bond yields and low inflation 
breakevens suggesting “investors place considerable odds on adverse 
scenarios that would necessitate a lower and flatter trajectory of the 
federal funds rate than envisioned in participants’ modal SEP projections.”  
 
Yellen has made clear "the FOMC does not intend to embark on any 
predetermined course of tightening following an initial decision to raise the 
funds rate target range...Rather, the actual path of policy will evolve as 
economic conditions evolve, and policy tightening could speed up, slow 
down, pause, or even reverse course depending on actual and expected 
developments in real activity and inflation." For now, monetary policy 
theory informs the FOMC that the equilibrium real federal funds rate is ultra 
low, will rise slowly over time, and the Fed will aim to align policy with that 
gradual climb.  
 
Based on our underlying assumptions and outlook, a gradual pace of 
tightening not too far below what the Fed envisioned at its June meeting is 
appropriate—and something will have to go fantastically right, or horribly 
wrong, to alter that course.   
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Lack of Capital Deepening Contributes to Weak Productivity Growth  

Source: Bureau of Labor Statistics, Bureau of Economic Analysis, Morgan Stanley Research 

See US Economics: Potential GDP (04 Feb 2016) 
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Capex: Persistent Low Spending Has Resulted in Rising Replacement Needs 

Source: Bureau of Economic Analysis, Morgan Stanley Research 

See US Economics: Potential GDP (04 Feb 2016)  
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Strong R&D Cycle May Help Improve Multifactor Productivity 

Source: Bureau of Labor Statistics, Bureau of Economic Analysis, Morgan Stanley Research 

See US Economics: Potential GDP (04 Feb 2016) 
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Real Wage Growth Moves With Productivity 

Source: Bureau of Labor Statistics, Morgan Stanley Research 

See US Economics: Potential GDP (04 Feb 2016) 
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