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The future path of long-
term interest rates in the  
US and why it matters.

Although some price pressures appear to have moderated (such 
as wage inflation in the US3 or the price of some key inputs, such 
as lumber4), a robust debate has unfolded about the future path 
of interest rates in the US and other advanced economies. Will 
the highest inflation in 40 years—and the continued disruption 
to global commodity markets resulting from the Russia-Ukraine 
conflict—lead us toward a ‘higher for longer’ interest rate 
environment? Or, after such crises and shocks eventually subside, 
will we return to a ‘lower for longer’ interest rate environment, 
underpinned by aging populations, declining fertility, lackluster 
economic growth, diminishing returns on innovation, and what 
one prominent investor has referred to as the ‘great sag?’5

Part of the answer lies in understanding the future path of r-star—
that is, the natural, or equilibrium, rate of interest. In contrast 
with shortterm interest rates (the manipulation of which is a tool 
of monetary policy), r-star is defined as the natural rate of interest 
“expected to prevail when the economy is at full strength”, and 
inflation is stable. Crucially, as NY Federal Reserve President 
John Williams highlights, r-star is the result of “longer-run 
structural factors, beyond the control of central banks.”6 These 
include demographics, productivity growth, innovation, and an 
increasing preference for holding “safe assets.”7

Thus, a consideration of the future path of r-star involves a 
number of different interrelated factors, including, but not 
limited to: productivity, the future of work, and automation; the 
relationship between labour vs capital, and between innovation 
and economic growth; indebtedness and fiscal policy; inequality 
of wages, wealth, pensions, and consumption; a “savings glut of 
the rich” within domestic economies,8 and global imbalances in 
net asset positions among economies on a global basis.9 The onus 
for solutions in each of these arenas falls to fiscal policy as well as 
to the power of the private sector—and again, such outcomes are 
not necessarily “determined by central banks.”10

As investors, executives, and 
policymakers grapple with the 
effects of multi-decade high 
inflation, and consider the 
impact of higher prices on their 
long-range planning, portfolios, 
asset prices, and the potential 
for an economic recession, 
central banks have come under 
fire for a perceived failure to 
maintain price stability. Amidst 
the backdrop of an elevated 
commodity price environment, 
tight labour markets, demand 
for both goods and services 
which continues to surprise 
to the upside, and persistent 
supply chain disruptions, some 
commentators have chided 
officials at the US Federal 
Reserve and the European 
Central Bank (amongst others) 
for failing to have acted faster 

to stem the rise in price for 
labour, goods, and capital. The 
once reified central bankers—
whose ‘rockstar’ status had 
hitherto been enshrined in elite 
gatherings—have now been 
taken to task for their insistence 
that inflationary pressures 
were ‘transitory’, resulting 
from the shocks to supply and 
demand from the COVID-19 
pandemic. Indeed, the pass 
through of headline (including 
volatile food and energy prices) 
into core inflation (personal 
consumption expenditures 
on goods and services) has 
eroded real incomes, ushering 
in a ‘cost of living crisis’1 and 
the potential for an ‘inevitable 
impoverishment’2 for some 
households.

This article was originally published by the Observer Research Foundation.  
View the original at https://www.orfonline.org/research/catch-a-falling-r/
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Understanding the future of 
r-star matters for a number 
of reasons. Crucially, short-
term interest rates—and the 
long-run equilibrium rate—are 
often conflated by executives 
and market participants who 
are constantly bombarded by 
headlines. In a short to medium 
term of higher inflation and 
higher rates (and amidst the 
attendant hand wringing), 
the assumption might be to 
extrapolate from the status quo 
of short-term rates, which are 
not necessarily sticky. Thus, for 
investors, a clear understanding 
of the long-term trajectory of 
interest rates is crucial to scoping 
future rates of return, asset 
prices, and portfolio allocation. 
This is especially pertinent 
for levered businesses such as 
real estate, infrastructure, and 
private equity. For executives 
across the board, a vantage 
point on the direction of r-star 
is also critical to scoping the 
future cost of capital—in other 
words, in judging how cheap (or 
expensive) money might be in 
the longer term.

And for policymakers tasked 
with maintaining sustainable 
economic growth amidst aging 
populations, and the corollary 
need for expanding entitlements 
amidst record levels of debt, a 
cleareyed discernment of r-star 
is inherent in fiscal policy and 
the budgetary outlook. After 
all, we have only recently exited 
an era of disinflation, when 
policy officials and central 
bankers have cautioned against 
the economic perils of stagnant 
growth and of ‘excessively’ low 
inflation.11

Moreover, in looking beyond 
advanced economies, the 
trajectory of r-star in the US 
is especially important for 
policymakers, investors, and 
executives within emerging 
market and developing 
economies (EMDEs). An 
interest rate rise environment 
in the US might put pressure 
on local currencies, resulting 
in imported inflation; as well 
as stress on USD-levered 
borrowers; and may potentially 
spur destabilising capital 
outflows. Crucially, in the 
current tightening cycle, central 
bankers from India have turned 
a keen eye on the Fed dot plot, 
as a way of informing RBI 
policy and, in turn, providing 
forward guidance to markets 
and investors.12

Finally, for the private sector as a whole, the interrelationship 
between falling r-star, expanding wealth-to-GDP ratios, lower 
returns on assets, and technological unemployment which often 
disproportionately impacts lower wage workers, the onus is on 
investors and executives to find ways of mitigating the deleterious 
effects of a lower r-star on stakeholders and communities, and to 
incorporate this into their long-term business strategy.

As we shall see, one clear arena where private capital can be 
mobilised to address public problems relates to R&D and 
innovation spending in the housing sector.13 As the crisis of 
affordability in housing ripples across advanced and EMDEs 
alike, real estate investors—as well as executives from across 
sectors—can actually spur investments which can boost long-term 
productivity and growth. As such, taking action and deploying 
capital to “attack the sources”14 of a falling r-star might constitute 
a fulfillment of growing ESG mandates—specifically the S or 
more nebulous social components—which are harder to define in 
a world focused on climate and energy.

“ The trajectory of r-star  
in the US is important for 
policymakers, investors, 
and executives within 
emerging markets and 
developing economies.”

WHY IT MATTERS
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As indicated above, in contrast with short-term interest rates, 
r-star (or the natural rate of interest) results from longer term 
macroeconomic and demographic factors. As Holston, Laubach, 
and Williams find, r-star has been on a long-run decline within 
OECD economies including the US, Canada, the UK, and the 
Euro area (Exhibit 1). Researchers at the Bank of Japan point to 
a similarly low r-star in Japan, hovering around zero percent.15

Demographic factors—including aging populations, and lower 
birth rates—translate directly into slower trend economic growth, 
which has contributed to “dramatic declines in the longer-term 
neutral rate of interest,” or r-star.16 Productivity, too, has been on 
a downward spiral within many advanced economies.

WHAT’S BEHIND THE LONG-RUN DECLINE  
IN R-STAR IN ADVANCED ECONOMIES?  
THE SECULAR STAGNATION DEBATE

EXHIBIT 1: THE NATURAL RATE OF INTEREST (R*) FOR THE US 
AND OTHER ADVANCED ECONOMIES
Source: Federal Reserve Bank of New York
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Demographic factors—including aging 
populations, and lower birth rates—
translate directly into slower trend 
economic growth, which has contributed 
to “dramatic declines in the longer-term 
neutral rate of interest,” or r-star.
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Robert Gordon’s work shows 
that within the US, productivity 
grew at a miraculous rate 
from 1930–70,17 and—with 
the exception of a brief uptick 
during the early part of the ICT 
revolution from 1996–2004,18 
and perhaps with gains within 
some WFH services occupations 
during the pandemic economy19 
– productivity has been on a 
persistently downward slope. 
As we see in Exhibit 2, Gordon 
shows that in America since 
1970, workers work more 
hours, and produce less output.

Part of the reason for initial 
uptick in the early days of 
the ICT (information and 
communications technology) 
revolution. But decline during 
the later digital waves might be 
that the initial introduction of 
laptop computers and mobile 
phones supported flexibility in 
working, and thus enhanced 
productivity during business 
travel but that the enhanced 
digitisation which followed—
with multiple forms of 
communication, social media, 
and indeed gaming21 — have 
actually distracted workers 
(and executives) from the  
task at hand, thus requiring 
longer to complete a job and to 
work efficiently.

EXHIBIT 2: US LABOUR PRODUCTIVITY ANNUALISED 
GROWTH RATE, 1870–2014 (%)
Source: The Rise and Fall of American Growth (Robert J. Gordon)20

Moreover, in increasingly consumer-driven economies, less 
workers means less consumers, which often leads to less growth. 
In addition, amidst increased longevity, people are planning on 
longer retirements, and are thus for the most part induced to 
bolster their savings. All of these reasons—aging populations, 
declining fertility rates, diminished growth and productivity, and 
an accumulation of savings—were famously augured by Alvin 
Hansen in 1938, who neatly summarised such lackluster growth 
potential as “secular stagnation.”22
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Moreover, in increasingly consumer-
driven economies, less workers means 
less consumers, which often leads to less 
growth. In addition, amidst increased 
longevity, people are planning on longer 
retirements, and are thus—for the most 
part—induced to bolster their savings. 

$
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WHITHER ANIMAL SPIRITS, AND THE PANDEMIC 
PRODUCTIVITY BOOM?

Prior to the pandemic, in the wake of the 2017 tax reform in the 
US and a relative uptick in business investment,23 some executives 
buoyantly pondered whether we were in a new age of ‘animal 
spirits’, and that US GDP growth might catapult from a decade 
plus of slower growth into a new dawn of super powered potential. 
Consequently, the neutral interest rate—r-star—might rise from 
the ashes. However, such optimism was “sadly misplaced”.24

Indeed, researchers at the San Francisco Fed25 point to longer 
term structural drags: namely, that “our increased longevity and 
propensity to save are the key demographic drivers keeping r-star 
low, and they’re not about to reverse.”26

Moreover, the perhaps unprecedented number of changes in labour 
markets and the production of goods and services has prompted 
some observers to portend another newer age of high-geared growth 
(and thus, the potential for a loftier r-star). Recent research shows 
that productivity gains within the working from home (WFH) 
services sector during 2020 actually offset the sharp contraction 
in US GDP during the trough of the COVID-19 induced recession, 
with a similar effect in six OECD countries.27

EXHIBIT 3: AVERAGE PRODUCTIVITY GROWTH RATE 
OF 17 INDUSTRIES IN THE US, 2020:Q1- 2022:Q1
Source: Robert J. Gordon and Hassan Sayed, “A New Interpretation of 
Productivity Growth Dynamics in the Pre-Pandemic and Pandemic Era U.S. Economy, 
1950-2022” NBER.28

Thus, the deployment of 
‘potential capital’—and 
a capital deepening in 
technologies to support 
remote workin—demonstrated    
resilience within the services-
oriented sector amidst the 
sudden economic shock. As we 
can see in Exhibit 3, the silver 
lining of productivity gains 
was sectorally concentrated in 
IT, management, and business 
services.

The acceleration of remote 
working and attendant 
productivity gains are perhaps 
reminiscent of the early days 
or “nine ebullient years,” of the 
ICT revolution which resulted 
in sharp productivity gains. 
Just as the proliferation of 

laptop computers and mobile 
phones ushered in prospects 
for enhanced productivity, so 
the transition to WFH—for 
those fortunate enough to do 
so—opened up opportunities 
for virtual communication 
and collaboration, as well 
as a deepening of corporate 
investment in such technologies. 
(It should also be noted that 
output gains might also be 
attributed to the redeployment 
of hours previously spent 
commuting to work on the 
primary job).29
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In addition to this pandemic-induced burst of productivity, tight 
labour markets and trends such as ‘the Great Resignation’ in the 
US as well as an unremittingly high and volatile commodity price 
environment, and comparisons to the “bad days” of high inflation 
of the 1970s some commentators stipulate whether we might be in 
for a period of stickier or higher for longer interest rates. A simple 
fact of the matter is that people generally tend to extrapolate from 
the present moment, and forecast a status quo as an indication 
of the future. Such a practice is often misleading: despite this 
confluence of shocks to supply and demand of goods, services, 
workers, and inputs, persistent structural factors continue to drag 
on growth within the US and other OECD economies. Indeed, 
despite the WFH burst of productivity in the initial part of the 
pandemic economy, the Congressional Budget Office (CBO) 
forecasts that productivity will decline from 2022 onwards, in 
tandem with slowing growth of the US labour force.30

EXHIBIT 4: COMPOSITION OF THE GROWTH OF REAL 
POTENTIAL GDP IN THE US
Source: CBO

Adopting a clear-eyed perspective on the 
‘lower for longer’ trajectory of r-star is 
not indicative of a defeatist outlook for 
the economy. Thus removed from a heady 
conviction of ‘animal spirits’ and short-
term exuberance, it is to adopt a sober and 
necessary understanding of the unfolding  
of our societies over the long term.

0

1

2

3

1992–2021 2022–2032 2033–2042 2043–2052

PROJECTED

2.4

1.8

1.6 1.51.5

1.5

1.3 1.2

0.9

0.4 0.3 0.3

POTENTIAL LABOR FORCE

POTENTIAL LABOR FORCE PRODUCTIVITY

REAL POTENTIAL GDP



29

AFIRE 2022

Another structural drag on growth contributing to lower r-star 
is an expanding imbalance between wealth to GDP. As indicated 
above, aging populations have an increased propensity to save: 
thus, over time, labour income gives way to holding assets. In a 
study of 25 countries—including both advanced and emerging 
economies—Auclert et al find that wealth to GDP ratios will 
significantly increase over this century. Such a process leads to 
“capital deepening everywhere, falling real interest rates”, and 
“unambiguously implies a falling rate of return.”31

Moreover, as the aging process unfolds at different times within 
the world’s major economies, this process also results in a corollary 
imbalance in net asset positions between certain countries (defined 
as a country’s “excess of wealth over capital and bonds”).32 As we 
can see in Figure 5, by 2100, growing net asset positions in India 
and China are “financed by declining asset positions in the US.”

AGING, ASSETS, AND GLOBAL IMBALANCES

EXHIBIT 5: LONG-RUN NET FOREIGN ASSET POSITIONS 
FOR SELECTED COUNTRIES, 2016 - 2100
Source: Auclert, A. et al., November 2021. ‘Demographics, Wealth, and Global Imbalances 
in the Twenty-First Century,’ NBER: National Bureau of Economic Research

Rather than reinforce notions 
of insecurity concerning 
China’s rise (as the relationship 
between China’s assets and 
America’s debt is a well-
researched topic),33 this 
outlook to the end of the 
century should actually be 
illustrative for institutional 
investors and corporations 
focused on opportunities for 
investing in India, especially 
within financial services.

Beyond the global purview, 
in considering the outlook for 
asset prices, one can extrapolate 
that expanding wealth-to-GDP 
ratios and lower real rates of 
return and interest may also 
result in higher asset prices 
within some asset classes. This 
has been the case in commercial 

and residential real estate in the 
US and advanced economies 
since the Global Financial 
Crisis, set against the backdrop 
of low to negative interest rates. 
This dynamic might actually 
render the acquisition of certain 
assets—such as housing—out 
of reach for certain segments of 
the population, thus amplifying 
existing wealth inequality, or 
the gap between the ‘haves’ 
and the ‘have-nots.’34 Despite 
the fact that labour might have 
temporarily regained the upper 
hand visa-vis employers in tight 
labour markets such as the 
US, ultimately, capital looks 
likely to prevail, indicating 
the persistence of the ‘asset 
economy’ and attendant socio-
economic imbalances within 
countries.35
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As shelter is a basic need across the income 
spectrum, deploying capital to a sector 
parched for R&D might actually unlock 
productivity gains, having a positive ripple 
effect throughout the economy
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THE SEARCH FOR SOLUTIONS: INNOVATION IN  
THE HOUSING SECTOR, AND R-STARS ALIGNED

So what are the solutions? 
As indicated earlier, r-star 
results from structural factors 
beyond the powers of central 
banks. Thus, the onus for 
buttressing growth amidst the 
‘great sag’ falls upon fiscal 
and economic policymakers, 
as well as investors and 
executives. Which policies 
might yield the greatest 
return on investment in R&D, 
by supporting sustainable 
economic growth? The passing 
of the CHIPS and Science Act 
in the US is salutary, with the 
potential to support domestic 
semiconductor production 
and jobs in technology.36 
Japanese Prime Minister 
Fumio Kishida has also 
recently designated investing 
in early stage companies as 
part of his ‘new capitalism’ 
agenda, and has tasked a 
government pension fund with 
stepping up investments in the  
venture space.37

Looking at the potential 
for positive spillover effects 
from innovation in specific 
industries, one clear arena 
where there is hope for change 
is in the housing sector. A lack 
of supply of affordable housing 
continues to exacerbate wealth 
(and consumption) inequality 
in the US and other advanced 
economies. Indeed, the cost 
of housing in the form of rent 
continues to erode real incomes 
across OECD economies. In the 
US, the finance and insurance 
(or services) aspects of real 
estate—as well as personal 
expenditure on housing—
constitute a significant portion 
of US GDP.38

And yet, an examination 
of R&D expenditure as a 
percentage of revenue across 
sectors reveals that R&D spend 
for the real estate industry is 
dead last, far behind pharma 
and medicine, computer science, 
and even finance and insurance39 

(the latter of which is a sector 
where perhaps innovations are 
not always desirable).

Advancements in the PropTech 
(or property technology) 
subsector of real estate—and 
potentially the application of 
blockchain technology—might 
actually increase productivity 
in the leasing and transacting 
of existing housing stock.40 
Additionally, in an opportunity 
for the private sector and 
public sector to come together 
to work toward solutions, land 
reform and improving land 
use regulations might actually 
create greater efficiencies 
for the construction and 
retrofitting of housing stock in 
densely populated urban areas41 
– the magnetism of which 
continues to defy expectations 
that “cities were dead” in 
the wake of COVID-19. The 
opportunities for investing in 
efficiency gains in the housing 
sector have not escaped the 
attention of some of the largest 
players in the space: over the 
longer term, the application 
of technology to streamline 
leasing and transactions—and 
the potential to collaborate on 
land use—might generate long-
term returns, as well as bolster 
ESG criteria for institutional 
investors and corporations. 
As shelter is a basic need 
across the income spectrum, 
deploying capital to a sector 
parched for R&D might 
actually unlock productivity 
gains, having a positive ripple 
effect throughout the economy.

The onus for buttressing 
growth amidst the ‘great 
sag’ falls upon fiscal and 
economic policymakers,  
as well as investors  
and executives.

Those ripple effects may include efficiency and productivity 
gains throughout the economy where everyone has shelter as a 
basic need.

Finally, it is worth pointing out that adopting a clear-eyed 
perspective on the ‘lower for longer’ trajectory of r-star is not 
necessarily indicative of a defeatist outlook for the economy. 
Thus removed from a heady conviction of ‘animal spirits’ and 
short-term exuberance – which is often latent with anxiety), it is 
to adopt a sober and necessary understanding of the unfolding 
of our societies over the long term. In such a way, we can act 
as stewards for growth, identifying and seizing opportunities to 
create value and growth in a world otherwise characterised by the 
great British phrase of ‘muddling through.’

And, as EMDEs eventually confront AE dynamics such as aging 
populations, flatlining productivity, digitisation, wealth inequality, 
and a crowding into safe haven assets—as those within advanced 
economies—positive successes born by creative fiscal policy—
as well as the direct participation of the private sector—can be 
shared across borders. Perhaps this will emerge as a rare moment 
of cohesion on the global economic stage, which has hitherto been 
marked—perhaps disproportionately—by the coordination of 
monetary policy and central banks.
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