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Technology, Economic Statistics, and How They Impact Markets
Overview
Technology has transformed our country in many ways. Over the past 25 years,
advances in electronics, compu ng, and communica ons have fundamentally
altered all sectors of the na onal economy. The crea on and mass adop on of tools
such as the Internet, smartphones, and e‐mail have impacted nearly all personal and
professional lives on a scale not seen since the Industrial Revolu on. Undoubtedly,
these changes also made us more eﬃcient and produc ve.
Paradoxically, the tradi onal sta s cs measuring the economy’s well‐being indicate
that economic growth, as measured by Gross Domes c Product (GDP), produc vity,
and infla on, have been disappoin ng. For example, GDP growth and
unemployment have historically shown a common‐sense inverse rela onship:
unemployment tends to spike when GDP growth slows or contracts, and vice versa.
However, the post‐crisis unemployment rate has steadily trended downward while
annualized GDP growth has stayed range‐bound at close to 2%.

Source: Bloomberg

This has important policy and investment implica ons, as the Federal Reserve
factors this data into its views on the economy and monetary policy. The post‐crisis
economy’s disappoin ng pace of recovery has provided the basis for the Fed to
con nue its ultra‐accommoda ve monetary policy. If, however, the Fed adjusted its
GDP measurement tools, it could result in a more immediate normaliza on of
monetary policy.
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Informa on and Communica ons Technology Have Changed the Economy
In this golden age of progress, rapid improvements in technology have helped the economy grow more produc ve. Innova on
and compe on have led to broad adop on of technological advances that add value and punish ineﬃcient businesses. As a
result, our economy now produces more with less, opera ng in a more vibrant yet cost eﬃcient and accessible manner. A few
examples:






In 2005, Blockbuster employed 60,000 and generated almost $6 billion in revenue from a tradi onal video rental business
model. Today, Ne lix has less than 2,500 employees and generates $5.5 billion in revenue from flat rate monthly
memberships. Moreover, instead of simply ren ng videos and DVDs, Ne lix instantly delivers streaming media, with the
ability to watch on almost any device.
Instead of going to specialty stores like the now‐defunct Circuit City and Borders, Amazon shoppers can immediately
compare prices, quality of goods, evaluate subs tutes, and make purchases anywhere at any me. Addi onally, substan al
cost savings from centralized warehousing, data‐driven inventory management, and lack of brick‐and‐mortar retail
loca ons are passed on to consumers through lower prices.
Tradi onal travel agencies have been replaced with online travel search engines including Travelocity, Expedia and Kayak,
which let consumers easily book vast combina ons of travel and hotel arrangements at a frac on of the costs.

Similar anecdotal evidence is abundant in virtually all aspects of our personal and professional lives. All of this has resulted
from the transforma on into a more connected, data‐driven world.
Percep on vs. Data
A puzzle arises when comparing these observa ons with major economic sta s cs. The logical expecta on would be that GDP
growth would reflect the eﬀects of new technology leading to accelera ng business ac vity. However, the data do not bear this
out: since 2010, annualized GDP growth has averaged just 2.1%, lukewarm at best when compared to GDP growth during
previous recoveries.
GDP growth is not the only measure with a puzzling disconnect from common observa on. The most frequently referenced
measure of the American economy’s eﬃciency, the change in labor produc vity, has no ceably slowed over the past decade
(implying that Americans haven’t become much more eﬃcient). In par cular, over the past 5 years this dataset suggests
produc vity growth has been excep onally low. The year‐over‐year percentage change from 2011 to today has averaged
0.46%, down from an average 3.45% from 1998 to 2004.

Change in Labor Produc vity
% Change from Same Quarter in Previous Year

1998‐2004 Average
2005‐2010 Average
2011‐2015 YTD Average

3.45%
2.00%
0.46%

Source: US Department of Labor, Bureau of Labor Sta s cs

The Problem with Standard Economic Models
The magnitude of the contradic on between the anecdotal and quan ta ve evidence is notable. We believe the discrepancy
lies with how these sta s cs are being calculated. Tradi onal economic models have relied on the assump on that the amount
of money exchanged for goods and services is a good proxy for measuring the total value being added to the economy. This
method works well when measuring changes in the value of tradi onal goods and services that are produced and sold by
tradi onal companies, such as how many jet engines GE delivers. However, it fails to capture the total value added by new
technology‐oriented companies with innova ve business models. Today, there are many new types of businesses and products
which clearly create value not fully reflected in their selling prices. For example:
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Google and Apple Maps, which oﬀer free naviga on services on smartphones, has replaced many consumers’ need to buy
a separate, dedicated GPS device.
Low‐cost or free internet video services such as Ne lix, Hulu and Youtube have led to the rise of “cord‐cu ers,” who
forego costlier cable and satellite TV subscrip ons.
E‐mail allows us to instantaneously send documents to anyone around the world, for free. As a result, the United States
Postal Service has seen the annual volume of first class mail fall from a peak of 103 billion pieces in 2000 to just 63 billion
pieces in 2014.
According to the Bureau of Labor Sta s cs, the infla on‐adjusted price of a new car is just 17.75% higher than it was in
1990—an annual price increase of just 0.65%. Today, a new car’s ameni es include rear‐view cameras and automated
parallel/perpendicular parking, with average fuel eﬃciency of 36 miles per gallon (nearly a 30% jump from 28 mpg in
1990).

This reality suggests we are systema cally undercoun ng the GDP of our economy, leading to a lower oﬃcial measure of labor
produc vity.
The Infla on Connec on
By all accounts, persistently low GDP growth, produc vity , and infla on indicate consumers are weakened and not genera ng
significant demand. However, if the true level of value crea on is being undercounted, these measures understate the true
level of demand, the health of consumers, and the strength of GDP. As a result of technological progress, we may simply be
ge ng more “bang for the buck” in modern goods and services, which leaves us be er oﬀ but isn’t reflected in oﬃcial
numbers.
If this is true, the sustainable level of infla on – the level at which employment is maximized without uncomfortably high
infla on– has likely decreased. The Fed judges the economy’s sustainable level of infla on to be 2% per year. Importantly, the
Personal Consump on Expenditures (PCE) Deflator, one of the Federal Reserve’s preferred measures of infla on, has trended
well below this level for the past couple of years.

Change in PCE Deflator
% Change from Same Month in Previous Year
5.00%
4.00%
3.00%
2.00%
1.00%
0.00%
‐1.00%
‐2.00%

Source: Federal Reserve Bank of St. Louis

When infla on runs consistently below 2% (as it has recently), the popular percep on is that demand is weak and monetary
policy ought to be accommoda ve. A permanent downward shi in the sustainable infla on rate could make these important,
long‐held beliefs no longer appropriate.
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Investment Implica ons
This quandary has major implica ons for economic policy and, as a result, investment decisions.
The Fed has a dual mandate of promo ng full employment and price stability through monetary policy. Unfortunately,
tradi onal economic indicators have signaled a disappoin ng pace of growth. The seemingly feeble real economy’s inability to
drive infla on higher has provided the basis for the Fed’s quan ta ve easing (QE) programs, as well as the ultra‐
accommoda ve monetary policy. These decisions aﬀect all asset classes directly, with fixed income rates remaining near
historic lows, savers penalized, and equity valua ons somewhat supported by the low cost of funds.
In recent months, the Fed has gone to extraordinary lengths to communicate their projec on for a very gradual pace of rate
hikes in coming years. The market’s view is that the actual path of ghtening will be even slower than the Fed’s forecast.
What, however, if the Fed comes to believe that new technology allows for structurally lower infla on and the economy is
healthier than perceived? The likely result would be more aggressive moves toward normalizing monetary policy. If the Fed
begins to communicate higher rates and a faster pace, markets will certainly be disrupted.
Conclusion
Technological change has fundamentally altered many aspects of our lives, jobs, and the economy. Advancements have been so
drama c and rapid, it’s not surprising that outdated GDP produc vity sta s cs used by the Fed need to be revamped.
Tradi onal measures such as GDP, produc vity growth and infla on seemingly indicate a disappoin ng pace of economic
growth, which is the basis for the Fed con nuing to keep rates at historic lows. However, we believe there is compelling
evidence that true economic growth is actually higher. Thanks to new technology, consumers now receive more value for each
dollar spent on modern goods and services, which suggests the sustainable infla on rate is lower than in the past. This supports
a more bullish view on the American economy, and we’ve reflected this in our posi oning of client por olios. However, should
the Fed and markets begin to adopt this view, there would be significant implica ons for fixed income and equity valua ons.
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