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Since its record high in 2009, the U.S. capital to labor (KL) ratio 
has experienced one of its longest and most severe declines of 
the post-war era. Perhaps not surprisingly, the dip in the KL ratio 
has coincided with the worst productivity performance of any 
economic recovery in post-war history. However, the economic 
and fi nancial market fallout from this lapse in investment 
spending may be far from over. Historically, changes in the U.S. 
KL ratio have tended to lead the pace of real economic growth, 
corporate profi t results, and the performance of the stock 
market by as much as fi ve years. That is, the U.S. economy and 
its fi nancial markets may just be entering a “capital constraint” 
which could last several years.

U.S. Capital-Labor (KL) Ratio
Since 1945, the level of the real capital stock per employee 
has risen by about 1.3 % per annum (i.e., the slope of the 
trendline shown in Chart 1). Constantly providing labor with a 
rising level of capital has been an important factor behind the 
post-war U.S. economic miracle. However, in the last fi ve years 
(between 2009 and 2014), capital per worker has declined on 
average by about 0.2 % per year. Although the KL ratio has 
declined signifi cantly in the past (e.g., in the late-1940s and 
again in the early-1950s) or has remained essentially fl at for 
several years (e.g., during the 1980s), it has rarely declined as 
sharply and for as long as it has since 2009.  

What is the future impact of such a large and prolonged 
reduction in the U.S. KL ratio? Is this why the pace of U.S. 
economic growth and productivity has remained weak in 
this recovery? Has it impacted the stock market? Could these 
disappointing trends be quickly improved if the KL ratio soon 
starts to increase again? Or, even if capital spending does soon 
improve, can the U.S. avoid the lagged impact a weak KL ratio 
has typically had on the performance of the economy and the 
fi nancial markets during the next few years? 

Chart 1

U.S. Capital to Labor Ratio* 
*Ratio of the net stock of real private U.S. non-residential assets 
(table 4.2 of the Bureau of Economic Analysis (BEA) fi xed asset 
tables) relative to non-farm U.S. payroll employment. Natural log 
scale and dotted line represents the post-war trendline of the capital 
to labor ratio. 
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Chart 2
U.S. real GDP vs. Capital-Labor Ratio 
Solid (left scale) — Trailing fi ve-year annulized percent change in U.S. 
real GDP.
Dotted (right scale) — U.S. Capital-Labor Ratio as a percent above 
or below its post-war trendline level. PUSHED FORWARD (or leading 
GDP growth) by fi ve years.  

Chart 3
U.S. real coporate profi ts vs. Capital-Labor Ratio
Solid (left scale) — Trailing fi ve-year annulized percent change in U.S. 
real corporate profi ts. 
Dotted (right scale) — U.S. Capital-Labor Ratio as a percent above 
or below its post-war trendline level. PUSHED FORWARD (or leading 
profi t growth) by fi ve years.  

The impact of the KL Ratio lingers
Adding capital to the labor supply does not often have 
immediate impact. Full implementation of a capital spending 
program takes time and labor usually faces a learning curve. 
Consequently, the impacts of changes in the KL ratio on 
both the economy and the fi nancial markets have historically 
lasted much longer than most would expect.

This is illustrated in Chart 2, which compares the growth in 
real GDP to lagged changes in the KL ratio (based on yearly 
data since 1945). The solid line in this chart is the trailing fi ve-
year average annualized growth in real GDP. The dotted line 
is the level of the KL ratio (from Chart 1) as a percent above or 
below its post-war trendline level. That is, when the dotted 
line rises (falls), the KL ratio is rising faster (slower) than its 
post-war average growth rate. Importantly, the dotted line is 
“pushed forward or is leading” the pace of real GDP growth 
(solid line) by fi ve years.   

Surprisingly, changes in the KL ratio appear to have about a 
fi ve-year lagged relationship to real GDP growth. As shown in 
Chart 2, this is far from a perfect relationship. The magnitude 
of changes in the KL ratio does not necessarily correspond 
to similar size changes in real GDP growth. For example, real 
GDP growth rose much more dramatically than did the KL 
ratio in the 1960s, and real GDP growth did not fall nearly 
as much as the KL ratio did in the early-2000s. However, 
“directionally,” changes in the KL ratio have provided a fairly 
good indication whether real GDP growth is likely to rise or 
fall in the ensuing fi ve years. For example, the KL ratio rose 
signifi cantly between 1980 and 1985 correctly predicting 
that the fi ve-year annualized real GDP growth rate would 
accelerate between 1985 to 1990. Similarly, growth in the KL 
ratio declined during the fi rst half of the 1960s suggesting 
real GDP growth would ease in the second half of the decade. 
More recently, the KL ratio as a percent of its trendline began 
rising in 2006 leading an acceleration in the fi ve-year growth 
rate of real GDP by fi ve years starting in 2011. And most 
recently, real GDP growth peaked in 2014 exactly fi ve years 
after the KL ratio peaked in 2009.  

This same fi ve-year lagged relationship is also evident 
between changes in the KL ratio and its ultimate impact on 
both corporate profi ts (Chart 3) and on the stock market 
(Chart 4). Again, while the relationship is far from perfect, 
most major tops and bottoms in the fi ve-year growth rates 
of real GDP, corporate profi ts and the U.S. stock market 
correspond reasonably close to the peaks and valleys in the 
KL ratio (relative to its trendline) “fi ve years earlier”!   
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Current implications?
As shown in Chart 1, the U.S. KL ratio has been declining since 
2009. However, the primary impact of this decline on the pace 
of economic growth, corporate profi t performance, and the 
stock market might just be beginning. Indeed, as suggested by 
Charts 2, 3 and 4, this recovery may suff er from a lack of capital 
investment during the next four years!   

Chart 4

U.S. stock market vs. Capital-Labor Ratio
Solid (left scale) — Trailing fi ve-year annualized percent change in 
the S&P 500 Composite Stock Price Index. 
Dotted (right scale) — U.S. Capital-Labor Ratio as a percent above 
or below its post-war trendline level. PUSHED FORWARD (or leading 
stock market changes) by fi ve years.  

The fact the U.S. KL ratio has declined in the last fi ve years 
does not imply the impact of that decline is now over. Nor 
does it necessarily suggest an imminent recession, a collapse 
in corporate profi ts, or a looming bear market. Rather, the 
signifi cant decline in the KL ratio since 2009 may just now 
become more noticeable in terms of its impact in slowing 
economic growth, reducing profi tability, and lowering future 
stock market returns.

While we expect the economic recovery to most likely last 
several more years, investors should realize the best of 
this cycle is probably past. The pace of economic growth, 
corporate profi t performance, and stock market returns will 
likely be less satisfactory during the balance of this recovery 
as it increasingly struggles with the lagged impact of a 
prolonged “capital constraint.”   

The relationships highlighted in this note say little about what 
may happen economically or in the stock market during the 
balance of this year. However, they do suggest investors should 
consider an added challenge faced by this economic recovery 
which may intensify in the next few years. 


