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Secular decline in the natural rate of interest 
The natural rate of interest is defined as "the real short-term interest rate consistent with 

the economy operating at its full potential once transitory shocks to aggregate supply or 

demand have abated" 

The natural rate of interest is highly persistent 

Source: John C. Williams, The Decline in the Natural Rate of Interest, March 2, 2015, 

http://www.frbsf.org/economic-research/files/Williams_NABE_2015_natural_rate_FRBSF.pdf 
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Secular decline in the natural rate of interest 
Alternative measures of long-term real interest rates show a decline similar to the natural 

real (short-term) interest rate  

"Overall, the decline in trend growth accounts for nearly one half of the decline in the natural rate and a 

little over one-half is accounted for by other unspecified factors" 

Source: Thomas Laubach and John C. Williams, Measuring the Real Rate of Interest Redux, Hutchins Center on 

Fiscal & Monetary Policy, Working Paper #15, November 2, 2015, 

http://www.brookings.edu/research/papers/2015/10/30-natural-interest-rate-laubach-williams 
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Secular decline in the natural rate of interest 
The decline in the real long-term interest rate is a global phenomenon 

Note that inflation surprises (e.g., oil price shocks in the 1970s and the Volcker disinflation in the early 

1980s) can lead to deviations of the observed real interest rate from the natural real interest rate 

Source: International Monetary Fund, World Economic Outlook, Chapter 3: Perspectives on global real interest 

rates, April 2014, https://www.imf.org/external/pubs/ft/weo/2014/01/pdf/c3.pdf 
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Potential Explanations 

Secular decline in the natural rate of interest 

 A large increase in the emerging market economy saving rate between 2000 and 
2007, largely driven by an increase in income growth and demographics—leveraged 
by the increased weight of emerging market economies in world GDP 

 Changing global demographics may contribute to a lessening of  the savings glut 

 Higher demand for safe assets, mostly from the official sector in emerging market 

economies 

 Increase in the riskiness of equity relative to that of bonds—the correlation between 

bond and equity returns has steadily declined, whereas the correlation between 

consumption growth and equity returns has dramatically increased since 2000 

 Sharp and persistent decline in investment in advanced economies driven by a 

lower price of investment and, following the Global Financial Crisis, a reduction in 

the profitability of investment 

Savings Glut 

Portfolio Shifts in the 

2000s in Favor of Bonds 

Scars from the Global 

Financial Crisis 

Source: International Monetary Fund, World Economic Outlook, Chapter 3: Perspectives on global real interest 

rates, April 2014, https://www.imf.org/external/pubs/ft/weo/2014/01/pdf/c3.pdf 
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Secular decline in the natural rate of interest 
Increase in saving-to-GDP ratio in Emerging Market Economies (EMEs) 

"...the steady increase in emerging market economy growth in the past decade contributed to a shift in 

saving rates…between 2000 and 2007, mainly accounted for by the effect of the acceleration in China" 

Source: International Monetary Fund, World Economic Outlook, Chapter 3: Perspectives on global real interest 

rates, April 2014, https://www.imf.org/external/pubs/ft/weo/2014/01/pdf/c3.pdf 

Advanced Economies (25 countries, incl. United States, United Kingdom, Japan, Germany, France,…) 
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Secular decline in the natural rate of interest 
Decrease in the price of investment goods relative to consumer goods 

"The relative price of investment fell steadily from 1980 to the beginning of the 2000s" 

Source: International Monetary Fund, World Economic Outlook, Chapter 3: Perspectives on global real interest 

rates, April 2014, https://www.imf.org/external/pubs/ft/weo/2014/01/pdf/c3.pdf 

Advanced Economies (25 countries, incl. United States, United Kingdom, Japan, Germany, France,…) 
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Secular decline in the natural rate of interest 
Decrease in profitability of investment 

"Investment profitability has markedly declined in the aftermath of the global financial crisis, particularly  

in the euro area, Japan, and the United Kingdom" 

Source: International Monetary Fund, World Economic Outlook, Chapter 3: Perspectives on global real interest 

rates, April 2014, https://www.imf.org/external/pubs/ft/weo/2014/01/pdf/c3.pdf 

AEs = Advanced Economies, EA = Euro Area, JPN = Japan, UK = United Kingdom, US = United States 
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Secular decline in the natural rate of interest 
Decrease in attractiveness of investment 

"A q value greater than one for a company means that the market value of the company is greater  

than the value of its recorded assets and that firms have an incentive to invest in it" 

Source: International Monetary Fund, World Economic Outlook, Chapter 3: Perspectives on global real interest 

rates, April 2014, https://www.imf.org/external/pubs/ft/weo/2014/01/pdf/c3.pdf 

AEs = Advanced Economies, EA = Euro Area, JPN = Japan, UK = United Kingdom, US = United States 
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Secular decline in the natural rate of interest 
Hypothesis of Secular Stagnation 

"Reassessments of economic trends that were in process before the recession began account  

for...about two-thirds…of the revision" 

Source: Congressional Budget Office, Revisions to CBO's Projection of Potential Output Since 2007, February 

2014, http://www.cbo.gov/sites/default/files/113th-congress-2013-2014/reports/45150-PotentialOutput.pdf 

Lawrence H. Summers, 2014. "U.S. Economic Prospects: Secular Stagnation, Hysteresis, and the Zero Lower 

Bound," Business Economics, 49(2), 65-73 
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Secular decline in the natural rate of interest 
Decrease in cost of capital is moderated by increase in equity risk premium 

"Since the early 1980s, global real interest rates have strongly declined.  The cost of capital has also 

fallen, but to a lesser extent because the required return on equity has increased since 2000" 

Source: International Monetary Fund, World Economic Outlook, Chapter 3: Perspectives on global real interest 

rates, April 2014, https://www.imf.org/external/pubs/ft/weo/2014/01/pdf/c3.pdf 



13 

Secular decline in the natural rate of interest 
Demographics may start lessening the savings glut 

By 2050, according to the United Nations, the working-age population is expected to have shrunk 26% in South 
Korea, 28% in Japan, 23% in both Germany and Italy, and 21% in China.  In India, the working-age population is 

expected to have increased by 33% 

Source: Jon Faust and Eric M. Leeper, "The Myth of Normal: The Bumpy Story of Inflation and Monetary Policy, 

August 15, 2015, https://www.kansascityfed.org/~/media/files/publicat/sympos/2015/econsymposium-faust-leeper-

paper.pdf?la=en 
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Secular decline in the natural rate of interest 
Demographics, saving rate, and current account surplus: The case of Japan 

Japan started making less capital available to the rest of the world and may start importing capital 

Source: World Bank 
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Inflation 
The great post-crisis inflation scare 

The bulk of funds injected into the financial sector via Quantitative Easing never left the  

Federal Reserve system 

Source: FRED database, Federal Reserve Bank of St. Louis 
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Potential causes of increasing rates of inflation 

Inflation 

 Creation of purchasing power that has no equivalent on the supply side 

 War reparations were a major reason of the German hyperinflation in the 1920s 

 The 1970s oil price shocks serve as examples 

 The oil price shocks gave rise to obsolescence and a change in industrial structure  

 The Phillips curve postulates a link between inflation and the labor market 

 The defining pattern of the Phillips curve is a negative relation between inflation and 

unemployment—in the current expansion, this relation has proven tenuous due to 

confounding factors 

Excess Consumer 

Purchasing Power 

Adverse Supply Shock 

The Phillips Curve 
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Inflation 
The case for labor market-induced inflation pressure is harder to make 

The Phillips curve tends to shift across expansions.  During any expansion, the relation is supposed to 

be stable.  The current expansion offers little of the postulated pattern 

Source: "The Fed Has a Theory. Trouble Is, the Proof Is Patchy," Wall Street Journal, August 23, 2015, 

http://www.wsj.com/articles/the-fed-has-a-theory-trouble-is-the-proof-is-patchy-1440352846 
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Three implications of deflation 

Inflation 

 Inflation allows for real wage flexibility in the presence of downward-sticky nominal wages 

 Flexibility in real wages reduces friction in the labor market 

 Negative rates of inflation increase the real value of debt 

 Debt is a hard budget constraint and gives rise to frictional costs 

 Traditional monetary policy relies on engineering real interest rates below the natural rate 

 With the natural rate at zero, the recession-fighting interest rate has to be deeply negative 

 In the presence of a low rate of inflation, traditional monetary policy is challenged 

 The frequently cited journalistic argument according to which deflation provides consumers 

an incentive to hold off with purchases of durable goods has no basis in academic research 

Reduced Real Wage 

Flexibility 

Increase in Real Value  

of Debt 

Zero Lower Bound 

No Evidence of Delayed 

Consumption 

Deflation is not a negative force per se, the Swiss economy being a case in point 
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Income Inequality 
The great equalization 

Openness is defined as the ratio of the sum of imports and exports to GDP and measures the degree  

to which the economy directly competes in world markets 
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Income Inequality 
The great equalization (of labor) 

Since 1964, inflation-adjusted (using the PCE Deflator), the Average Hourly Earnings of Production and 

Nonsupervisory Employees (Total Private Industry) grew a mere 37%.  Real GDP per capita grew by 157% 

Source: Congressional Budget Office, "The Distribution of Household Income and Federal Taxes, 2011," November 

2014, https://www.cbo.gov/sites/default/files/113th-congress-2013-2014/reports/49440-Distribution-of-Income-and-

Taxes.pdf.  FRED database, Federal Reserve Bank of St. Louis 
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Income Inequality 
Hypothesized mortality reversal for middle-aged non-Hispanic Whites 

Source: Anne Case and Angus Deaton, "Rising morbidity and mortality in midlife among white non-Hispanic 

Americans in the 21st century," Proceedings of the National Academy of Sciences of the United States, September 

15, 2015, http://www.pnas.org/content/early/2015/10/29/1518393112.full.pdf?with-ds=yes 

Middle-aged non-Hispanic Whites have not experienced the same degree of mortality improvements as 

the population of European countries.  But…the situation is not as dire as depicted in this chart… 
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Income Inequality 
Adjusted for the aging of the 45-54 age bracket, the reversal is already behind us 

Source: Andrew Gelman, "Is the Death Rate Really Increasing for Middle-Aged White Americans?" Slate, 

November 11, 2015, 

http://www.slate.com/articles/health_and_science/science/2015/11/death_rates_for_white_middle_aged 

_americans_are_not_increasing.html 

The 45-54 age group is aging due to the baby boomer cohort passing through…accounting for this effect, 

demonstrates that the increase in mortality of middle-aged non-Hispanic Whites is already behind us 
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Income Inequality 
Then again, the hypothesized mortality reversal appears to hold true for women 

Source: Andrew Gelman, "Is the Death Rate Really Increasing for Middle-Aged White Americans?" Slate, 

November 11, 2015, 

http://www.slate.com/articles/health_and_science/science/2015/11/death_rates_for_white_middle_aged 

_americans_are_not_increasing.html 

Interestingly, the mortality reversal that Case and Deaton hypothesized for middle-aged non-Hispanic 

Whites holds true to women 
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Income Inequality 
Midlife morbidity for middle-aged non-Hispanic Whites 

Mortality is associated with competing risks, which means that the mortality from one risk may increase 

simply because the mortality from another risk decreases 

Source: Anne Case and Angus Deaton, "Rising morbidity and mortality in midlife among white non-Hispanic 

Americans in the 21st century," Proceedings of the National Academy of Sciences of the United States, September 

15, 2015, http://www.pnas.org/content/early/2015/10/29/1518393112.full.pdf?with-ds=yes 
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Income Inequality 
Increase in mortality from drugs, alcohol, and suicide for non-Hispanic Whites 

"...all 5-y age groups between 30–34 and 60–64 have witnessed marked and similar increases in mortality  

from the sum of drug and alcohol poisoning, suicide, and chronic liver disease and cirrhosis over…1999–2013" 

Source: Anne Case and Angus Deaton, "Rising morbidity and mortality in midlife among white non-Hispanic 

Americans in the 21st century," Proceedings of the National Academy of Sciences of the United States, September 

15, 2015, http://www.pnas.org/content/early/2015/10/29/1518393112.full.pdf?with-ds=yes 
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Income Inequality 
The return on human capital investment 

"Returns to education are 5 to 10 percent per year of schooling, with most estimates in the  

7 to 10 percent range" 

Source: 15 Economic Facts About Millennials, Council of Economic Advisors, October 2014, 

https://www.whitehouse.gov/sites/default/files/docs/millennials_report.pdf 
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The Asian Financial Crisis 

Lessons from 1997/98 

 For most of the affected South-East Asian countries, economic growth was high, inflation 

comparatively low, and the governments ran budget surpluses 

 Strong economic growth attracted foreign capital, mostly of short-term nature 

 1997 experienced a "sudden stop," turning $93 bn. inflows into $12 bn. outflows 

 The economic slowdown caused a precipitous drop in commodities prices 

 As a result, U.S. Producer Price inflation turned negative for two years 

 South-East Asian countries started running current account surpluses 

 From the perspective of the marginal return on investment, this reversal may have been 

suboptimal 

Macro Economy 

Capital Flows 

Commodity Prices 

Capital Flows 

A slowdown in Asia may be a boon for the U.S. economy 

Source: Janet Yellen, "The Asian Financial Crisis Ten Years Later: Assessing the 
Past and Looking to the Future," February 6, 2007, http://www.frbsf.org/our-
district/files/02061.pdf 
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Lessons from 1997/98 
Reversal of capital flows  

A country's current account surplus conceptually equals its net capital exports.  Indonesia, South Korea, 

Malaysia, the Philippines, and Thailand were the countries most affected by the Asian Financial Crisis 

Source: IMF, World Economic Outlook Database, October 2015 
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Lessons from 1997/98 
Implications of a possible economic slowdown in China 

Producer Price inflation has a strong gravitational pull on Consumer Price inflation 

Source: FRED database, Federal Reserve Bank of St. Louis 


