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Economic theory suggests the existence of an equilibrium rate of interest which balances
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savings and investment at full employment. Research shows that this rate fell in the
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aftermath of the Great recession of 2008 to now stand at a very low level. To bring the
economy back to its potential, the central banks have endeavoured to ensure that actual
rates do align with this theoretical rate.

The “long-term equilibrium rate of interest” (also known as the “natural rate of interest”,
the “neutral rate of interest”, and in economic jargon “r-star” or “r*”), which was first defined
by the Swedish economist Knut Wicksell in his book Interest and Prices (1898), is the real
rate of interest which balances the supply of funds (savings) with the demand for funds
(investment) at maximum output or full employment – in other words, it is the rate that
prevails when actual output equals potential output. This rate is the only one compatible with
price stability.
Unobservable, the natural rate of interest is a purely theoretical construction.
Thus, the Wicksellian theory distinguishes two rates of interest:


The equilibrium rate which is determined by real economic factors such as
productivity growth or population growth and which can be likened to the rate of
return on capital.



The rate observed on the market (interest rate on bonds) which is determined
primarily by monetary factors.

For Wicksell, money is only exceptionally neutral: most often, the rates observed in the
markets deviate from the natural rate. When the natural rate is higher than the market rates,
companies’ positive expectations raise the expected profitability of investment projects,
which gives rise to an expansion phase fuelled by investment, and inflation increases.
Conversely, when the natural rate is below the market rate, capital accumulation slows down
and deflationary pressures appear.
Since Wicksell's work, the natural interest rate has played a central role in the conduct of
monetary policy, as it provides a valuable conceptual framework for guiding central bankers
in determining their key interest rate target. In order to avoid episodes of depression /
deflation or overheating / inflation, central banks have endeavoured to bring their policy
rates into line with the equilibrium rate.
Since it is not observable, the level of the equilibrium rate is, by nature, uncertain, and
estimates of this rate can vary significantly from one model to another. Although its level (or
even its very concept) is a subject of debate, there is a broad consensus to consider that
the equilibrium interest rate has fallen to very low levels in recent decades in most
advanced economies. This trend decline of the natural rate is viewed as the expression of
an excess of desired savings relative to desired investment.
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The persistence of current account surpluses in many countries, primarily the euro
area, suggests insufficient investment in these countries, offset by the flow of their
savings surpluses into a handful of countries, primarily the US.

The lack of “appetite” for investment compared with the appetite for savings in
advanced countries can be attributable to:




The deterioration of the growth potential – which is synonymous with a decline
in the real future returns on investment, and thus in the desire to invest – due to:
o

The deceleration in the active population (ageing of the population)

o

Slower productivity growth

o

The damage inflicted by the Great recession on the labour force and on
productivity (the so-called “hysteresis effects”)

The sluggishness of global demand, which can notably be explained by:
o

A long cycle of deleveraging which has deprived the economy of a major
source of demand, as indebted agents are more concerned with rebuilding
their savings and eliminating their debts than increasing their investments
or consumption

o

An increase in income inequalities that could favour savings, as income
distribution is evolving to the detriment of agents with the greatest marginal
propensity to consume

o

A climate of uncertainty conducive to an increase in precautionary savings

Since the Great recession of 2007-09, the central banks’ ultra-low interest rate policies have
been geared towards a key objective: to follow the natural rate down, or else causing a
recession. Very low interest rates are today necessary to maintain aggregate demand and
economic activity.
Given the structural forces at play, we can expect the equilibrium interest rate to
remain low for an extended period of time.
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