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Secular stagnation and the cycle 

Just over a week ago, former Treasury Secretary Larry Summers gave a talk on secular stagnation at the 
Economic Club of New York.   

I thought the talk might be worth summarizing, both to make sure I had internalized its main points and to 
report to clients.  This note provides that summary, along with a brief critical assessment and application 
to capital markets, particularly fixed income.   

The main conclusion is fairly straightforward.   The secular stagnation thesis seems to have merit, and 
acceptance of it is (again) limiting the extent to which long-term bond yields are responding to increases 
of the fed funds rate.   

Despite the forces of secular stagnation, however, the economy has now apparently achieved full 
employment and is currently expanding at about twice its potential growth rate.  Indeed, the economy 
may actually be accelerating in response to fiscal impetus arriving in its potent form of increased 
government spending. 

The Fed’s main job now, then, is to deliver a tightening of overall financial conditions in order to moderate 
demand growth back to potential, probably within the next year or so.  To be sure, there is no great 
urgency here: the central bank can be somewhat relaxed about the pace at which it nudges aggregate  
demand growth lower.   

The main reason for this is that the Fed would actually welcome a late-cycle inflation overshoot and might 
be content to allow secular forces to do some of the work, even if they operate a bit belatedly.  Such 
patience would help avoid an awkward scenario in which the Fed is raising rates, even as transitory 
cyclical impetus ultimately gives way to secular drag. 

Still, some tightening of financial conditions would seem to be required, which means that the base case 
has to involve the Fed raising rates, until growth moderates or financial conditions appear to have 
tightened enough to deliver the result. I keep an open mind that tightening might come in the form of a 
shock, from domestic risk asset prices or perhaps overseas.  

In this note, I make no effort at quantifying how much more rates tightening is required, although I 
continue to expect the Fed to go somewhat further than is priced.  Instead, this note elaborates on what 
the forces of secular stagnation are, and explains how they need not stand in the way of a Fed tightening 
cycle. 

Somewhat related, to catch the turn, we will probably have to watch the data and financial conditions, 
much more than evidence related to the forces of secular stagnation. 
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Summary of talk 

In order to keep this summary of the Summers talk brief, I will skip a couple themes not directly related to 
US macro, leave out several anecdotal asides (even though they are quite amusing), and assume 
Summers’ voice, except where indicated or in footnote. 

How can we stick with the secular stagnation thesis when the economy is growing above-potential and 
the unemployment rate has fallen to 3.9%?  Conditions are clearly not stagnant. 

The secular stagnation thesis, originally developed by Alvin Hansen during the 1930s, is not really about 
aggregate macro conditions at any point in time.  Instead, it relates to the tendency of desired savings to 
be high, desired investment to be low, and the market-clearing nominal interest rate to be near the zero 
bound, which can cause problems on the demand side. 

Among the forces that are durably driving up desired savings and depressing desired investment are the 
following: 

• A larger fraction of personal income is going to wealthy, who have a higher propensity to save. 

• People are living longer and with more uncertain retirements, which have to be pre-funded. 

• A larger fraction of national income is going to corporations, who have a higher propensity to save. 

• Excess savings from emerging markets are coming into the US. 

• The working-age population is growing more slowly, reducing investment in equipment and housing. 

• Uncertainty and regulation are discouraging borrowing and thus credit-financed investment. 

• Demassification  is reducing demand for inventories, commodities and structures. 1

All these forces put downward pressure on r*, which is the neutral real interest rate that should prevail at 
full employment and target inflation. 

A failure to appreciate secular forces weighing on r* helps explain why forecasters overstated the timing 
and pace of Fed tightening for most of the past decade.  More recently, however, markets have seemed 
to adopt the secular stagnation thesis and accept that r* is low.  For example, long-dated TIPS yields are 
about 50 basis points, after adjusting for a risk premium of about 50 bps.  

If this perspective is correct, then there are three key implications for the “financial landscape.”  First, 
maintaining continuous growth will require policy settings that are unsound and unsustainable when 
judged by historical standards.   

For example, consider what has been required to deliver the current growth rate of 2 1/2%.   The 2

cyclically-adjusted budget deficit has moved to an unprecedented level (outside crisis). The corporate tax 
code is particularly friendly to capital spending just now. Real interest rates have remained near zero at a 
time of full employment.  Equity and real estate prices have risen to levels that may fairly be described as 
inflated. And leverage has increased dramatically as the cycle has matured.   

 Demassification was originally identified by Alan Greenspan 25 years ago and refers to the fact that the US GDP is declining when 1

measured in pounds, even though it is rising when measured (ultimately) in utility.  Summers points out, for example, that cell 
phones have shrunk and that young people increasingly prefer to live in small apartments in big cities over large houses in small 
suburbs.  

 The four-quarter growth rate appears to be tracking at about 3.1% as of Q2, which has effectively already happened, given how 2

the quarterly growth rate is calculated, as a comparison of average levels of demand through the quarter.  Summers mentions in his 
talk that some people might describe the growth rate as 2.8%, although he implies he would tend not to join them. Somewhat 
coincidentally, the 8-quarter growth rate is tracking at 2 1/2% in Q2. 
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All that and only this 

Source: BEA, Atlanta Fed 

All of this gets us to 2 1/2% growth. “Where would we be if we had normal policy settings?”  The obvious 
answer implies that most of what people regard as policy “choices” are better understood as the natural 
policy response to the forces of secular stagnation.   

Second, we are likely setting the stage for financial challenges down the road.  The combination of low 
real interest rates and the stretch for yield that typically accompanies them have probably reduced the 
prospective return to fixed income and risk assets by 250 and 400 basis points respectively.   

This reality is not embedded in the planning assumptions of endowments and pensions, in part because 
managers may be confusing the one-off effects of falling discount factors (which drive up trailing returns) 
with what capital markets can deliver from these levels of valuation looking forward.  

Third, our current prosperity if probably fairly brittle.   If we look at the historical record in the US or across 
the developed world, two regularities seem roughly to stand out, although econometricians may argue 
about the details: 

• If an economy is not in recession  and has not recently been in recession, the odds of it dropping into 
one during the next twelve months are about 20%, and independent of how long the expansion has 
run. When the economy drops into recession, it will not have been predicted a year out. The IMF’s 
forecast record in anticipating recession a year forward, for example, is by one accounting 0 for 186. 

• The proven formula for getting out of recession, demonstrated in the US and overseas developed 
economies over the past 50 years, is a 500 basis point cut in the policy interest rate, which is clearly 
not going to be possible in the US this time around, if the themes set out in this talk are remotely 
correct. 

A crucially-important policy implication arises from this.  Policy makers must be willing to countenance 
and deliver a large fiscal stimulus in the next recession and worry much less about issues of fiscal 
sustainability.  

Not only does the issue of fiscal sustainability not rank high on the list of concerns given the more 
pressing issues facing the country, but the low real interest rates that are associated with secular 
stagnation probably actually significantly raise fiscal capacity anyway.   

Accordingly, policy makers should be much more concerned with the implications — for pension and 
endowments — of low returns and the fact that it is going to be very difficult going forward to maintain full 
employment with conventional policy instruments, in this world of secular stagnation. 
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Answers to questions 

Remedies 

There are two ways to deal with the tendency of r* to be low and for the nominal interest rate to be near 
zero in an environment of low inflation.  The first is to accept the fact and to offset it either by raising the 
inflation target or at least by making sure the Fed sticks to its plan of delivering 2% inflation on average 
through the cycle, with misses around that target “symmetrical.”  The latter would require that the Fed 
target — and not just tolerate the risk of — inflation above 2% in the late cycle.  3

Another way to deal with the tendency of r* to be low is to actively to reverse the condition.  One 
particularly obvious approach would be to raise infrastructure spending, not because it delivers a cyclical 
impetus to demand, but because a better public infrastructure would raise the return on capital in the 
private sector, and thus presumably r*. 

Infrastructure spending makes sense also on more mundane cost/benefit considerations. To cite just one 
example, the return on merely filling in potholes (no kidding) may be around 14% or 14 times the cost of 
capital in the federal public sector. 

Deficits and revenues 

Also on the issue of fiscal policy, it is important to recognize that the agitation for fiscal correction during th 
early stages of the recovery, from roughly 2010 through 2016, was a serious mistake.  And many people 
in this room, members of the New York Economic Club, bear personal responsibility. 

The idea that it represented some sort of “courage”  to go after Social Security spending in the year 2030 
when the unemployment rate was near double digits and income inequality was becoming a major 
political issue was bizarrely out of touch with reality and probably contributed to recent political events. 

Separately, even abstracting from the fiscal deficit and the debt trajectory itself, the US is simply going to 
need more revenue (as a share of GDP) because of demographic and geopolitical trends and the fact 
that the relative price of public goods tends to rise over time. 

Next recession 

On the question of what the next recession will look like, US history suggests that recessions come in two 
forms.  The first is in response to a surge of inflation, which generates an abrupt monetary policy 
response, which ends up going too far. Such recessions are painful, but they at least have the feature that 
the recession begins with the policy rate at a high level.  That provides plenty of room for rate cuts to 
generate a quick recovery, as we saw during much of the post-war era.  

The second sort of recession arises in response to excessive exuberance leading to bubbles which 
subsequently collapse, leading to a balance sheet recession which is not easily remedied by monetary 
policy, particularly if the recession began with interest rates near the lower bound.   

The three most recessions in the US, beginning in 1990, 2001 and 2008, clearly fit this pattern. And the 
next recession seems particularly likely to fit it as well, with the lower bound issue being perhaps more 
prominent this time than even during 2008.   

The obvious remedy would be a major fiscal expansion, for which the US probably actually does have 
capacity, despite the fact that deficits are already very large.  But there will be a political constraint against 
legislating discretionary fiscal expansion at a time when the deficit is already large and tending to rise 
merely because of the position of the business cycle. 

 The symmetry argument does not rely on making up for bygones and is entirely forward looking.  In contrast, a price level or 3

nominal GDP target explicitly corrects for past errors.  
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Highlights 

Aside from the question of whether the underlying thesis is true and what that means for markets, there 
are three key claims in the Summers talk and response to questions that seem particularly worth 
highlighting. 

First, he seems to be right on point when insisting that the policy settings of the past decade have been a 
“natural” response to real-economy forces, rather than a “choice” that policy maker have made in 
response to their own peculiar tastes or perspectives. For Summers, the real-economy forces are those of 
secular stagnation, but we don’t really need to commit to that particular thesis to view the policy settings 
as mostly endogenous.   

All that stuff about how policy had delivered “unprecedented stimulus”, for example, was utter nonsense 
and misleading on issues that had practical importance, such as when the Fed would tighten or why 
equities prices were up.  

Monetary policy was not unusually stimulative during the early years of recovery.  Rather, it was 
constrained by the zero bound to be insufficiently stimulative.  The consensus among analysts and in the 
media loudly parroted the Fed’s (benign) fibs on these points for about five or six years, which is actually 
somewhat amazing.   4

By this point in the story, mentioning that may seem to be more score settling than helpful looking 
forward, particularly for those among us who think policy must now actually tighten.  But maybe this 
following point provides a practical link to the current environment.   

People’s reaction to the minutes yesterday seems again to reflect a popular conviction that the Fed just 
arbitrarily decides things, rather than reacting to the information dealt it. I view Summers as correct when 
he emphasizes that this stuff is mostly just endogenous to the economy. 

Second, Summers does not get into it in any detail at all, but he mentions in passing that secular 
stagnation raises US fiscal capacity.  I assume by this he means that secular stagnation tends to lower r* 
more than it lowers the US GDP growth rate, which makes the debt/GDP ratio rise less quickly for any 
given level of the primary deficit — and much more importantly — makes markets more willing to tolerate 
“Ponzi finance” in the public sector, along the lines discussed in this report.   

The term Ponzi finance is intentionally provocative but also conventional among academics studying the 
relationship between fiscal capacity and the interest-growth gap: r vs g.  When r<g, markets care less 
about the debt, systematically.  

Third, I like Summers’ point about how the Fed should target above-2% inflation in the late cycle, as that 
is required for the Fed to deliver 2% on average through the cycle.  Summers is not necessarily opposed 
to the Fed raising the inflation target or adopting a policy approach that would explicitly make up for 
bygones, like price level of nominal GDP targeting.  However, none of that is even required to justify the 
Fed aiming high at this point in the cycle. Aiming a bit high now is probably required simply to allow the 
Fed to be credible on it claim that it intends to deliver a 2% average inflation rate — presumably over a 
full cycle. It used to be a bit of an apostasy to see it this way. But it is now pretty close to consensus.  
Some analysts apparently discovered it in the minutes yesterday. 

The relevant question now, though, is whether the Fed can get to 2 1/4% inflation without generating an 
employment overshoot that might ultimately prove destabilizing. My own judgment call on that is that they 
can, because underlying inflation is now responding to labor market tightening, even if sluggishly.  On the 
other hand, I quickly concede that the Fed is not going to act as reverse inflation nutters, abandoning all 
other objectives to get to 2 1/4%.  Even if inflation remains near 2%, the Fed is going to slow the rate at 
which the labor market is tightening.   

 A mirror image of this, reported in a news story on Bloomberg today, is the view that the early QE unwind has caused the “Shadow” 4

fed funds rate to rise by 400 basis points, even as the 10-year yield has fallen over the period. Amazing. 
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Criticism 

There are also a couple issues on which I would quibble with Summers.  Most importantly, consider 
Summers’ claim that the known formula for reversing recession is a 500 basis point cut in policy rates.   

The historical record there does seem to reinforce the case for the Fed being very careful to avoid any 
further slippage of longer-term inflation expectations, which fits into my/consensus late-cycle inflation 
overshoot thesis. And policy makers will have to keep an open mind about delivering fiscal stimulus, even 
if the deficit seems large at the onset of the next recession, which is obviously quite likely, given the 
recent poorly-timed fiscal expansion. 

But away from that, economists don’t really know how large an issue it will be if policy makers end up 
getting to cut the funds rate “only” two or three hundred basis points come the next recession. One of the 
lessons of 2008 was that the economy showed no tendency to spiral down into deflation, once the 
financial system itself was stabilized, even though the lower bound did bind and QE was chimerical 
beyonds its transitory rates signaling effect.  5

So maybe the implication of being near the zero bound will be more a lack of economic volatility, delivered 
in part by slower recoveries, than an increased tendency to crisis.  Unfortunately, my take on this is 
probably discounted in the markets and conventional in that sense. It would explain why the coupon curve 
is flat (looking for relatively low rates in the medium term) and yet risk asset valuations are fairly high.  

Indeed, Summers himself points out that the secular stagnation thesis favors a one-off rise in risk asset 
prices, which presumes away the idea that the proximity of the zero bound really implies steeper 
downside risks come the next recession. 

Less importantly, Summers asserts a couple factual claims that might not be true. When relating long-
term TIPS yields to the expected path of the short-term real interest rate, Summers needs to make an 
adjustment for the term premium.  He assumes it is about 50 basis points, which allows him to map a 1% 
real yield to a 50 bps (expected) r*.   

But we cannot observe term premia directly, and there are good reasons to believe that the term premium 
in the “real” curve is both low and probably not very volatile. If the real term premium were negative, then 
(expected) r* would be slightly above 1%, which would weaken the force of Summers’ argument, although 
only marginally. 

Summers also claims that that “uncertainty” is cutting into investment spending. That seems like kind of 
an old-guy thing to say.  Summers shares my distaste for the current political environment, but so far 
POTUS has done very little to unnerve the capitalist class, and that silly policy uncertainty thingy that the 
whiners used to look at is now actually on its record low.  I would worry more about complacency and a 
false conviction that the range of possible outcomes is narrow than about the restraining effects of 
“uncertainty.” 

 The rates signaling effect was transitory and incidental because the Fed ended up proving, at the time of the actual taper, that 5

rates signaling could easily be delivered without a “backstop” from the balance sheet. I would expect the ECB soon to apply the 
same lesson. 
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But is Summers right? 

The larger issue, though is whether Summers’ basic thesis is essentially correct.  That probably turns on 
the validity of two of its central claims: that the economy’s underlying growth rate has durably slowed, and 
that maintaining full employment will require unusually low real interest rates — on average — going 
forward.   

My bottom line is that those two claims seem to be sufficiently valid to explain why long-term bond yields 
are again proving somewhat unresponsive to Fed tightening.  But in the short-run, they seem likely to be 
overwhelmed by cyclical considerations that will incline the Fed to continue tightening.  Taken in isolation, 
these considerations imply continued pressure on the yield curve to bear flatten. 

Summers does not dwell on the growth implications of his secular stagnation thesis, which may seem 
odd.  Indeed, his only reference to growth comes in his discussion of fiscal policy, in which he hints that 
trend growth is likely to have fallen less than r*, which is required to support his contention that secular 
stagnation has raised fiscal capacity.   

But many of the forces that he suggests should be putting downward pressure on r* would presumably do 
so through channels that would tend also to slow potential growth.  The two most obvious examples here 
would be the claims that population growth is going to be weak and that capital accumulation will be slow. 

That view seems convincing, and happens to be reflected in the CBO’s estimate of the economy’s 
potential growth rate, most recently updated in April.  The CBO has potential GDP rising at rate of just 2% 
a year during the next five years, as indicated by the last observation in the chart below.  Looking forward 
to the subsequent five years growth is meant to be a bit weaker still, although that is not indicated in the 
chart. 

CBO agrees its structural 

Source: CBO, FRED (Alfred) 
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The most reliable depressant on potential growth is mere demography, which strongly implies that the 
potential labor force will grow at a rate of only 1/2% a year during the coming decade. 

To get to 2% potential growth, CBO assumes a slight recovery of total factor productivity growth, which 
lifts potential directly and by increasing the equilibrium rate of growth of the capital stock — at least 
relative to where it was in the wake of the Crisis.  If anything, the productivity projections seem to me to 
be on the high side. 

That aside, two points stand out in the chart above that are particularly worth highlighting.  First, the 
CBO’s projection is indeed pessimistic by historical standards. But secondly, the historical reliability of 
potential growth forecasts is quite low, which means that the 2/3 confidence interval on potential growth 
over the next five years runs from slightly below 1% to slightly above 3%.  6

Not to put words in Larry Summers’ mouth, but somebody with that perspective might say, fine, but even 
with this there is a 5/6 chance that growth will be slower than its average over the period shown in the 
chart.  Five out of six is not bad for macro. 

For us, the more crucial issue is not really the economy’s potential growth rate over the next 5 or even 25 
years. The more pressing issue is what path of interest rates will be required to keep aggregate demand 
growth rising in line with potential and the economy near full employment — on average, over the next full 
cycle. 

Here Summers does seem to be on stronger ground, which may be why he chooses to emphasize this 
aspect.  It seems almost undeniable that policy makers (and private risk takers) have thrown about all 
they have at the economy, simply to get growth of 2 1/2% or perhaps 3%.  

That policy makers chose to do so, was endogenous to the prolonged weakness that would otherwise 
have arisen, as earlier emphasized.  But the forward-looking point here is that the peak effects from the 
policy measures and related market developments are fated at some point to fade.  For example, fiscal 
stimulus will be shifting to neutral or perhaps even slightly reverse within about a year, and wealth effects 
are probably already fading. 

Reflected in term structure 

The fixed income market’s conviction that these are important issues is probably the main force behind 
the failure of long-term bond yields to follow the policy rate higher, repeating their pattern of the 
mid-2000s yield “conundrum.”   

But now, just as then, the Fed cannot be focused entirely on secular issues, even on the low-odds chance 
that it has a precisely correct read on them.  It’s main job is to respond to the cycle, to minimize deviations 
of inflation and employment from their target and natural levels respectively.   

Opinions on secular forces might have some influence on precisely how the Fed does this. For example, 
if the Fed is confident that buoyant demand conditions are transitory, then it might be respond a bit more 
sluggishly to a an employment and inflation overshoot, which is actually my base case.  

But the cycle dominates, at least directionally, in the short run, which is where we always find ourselves. 
And the main cyclical consideration right now would seem to be that financial conditions need to tighten in 
order to slow demand growth towards potential, particularly with fiscal policy now kicking in particularly 
forcefully. 

 To obtain an estimate of the confidence interval, I assume — generously — that the CBO’s current estimates of potential growth 6

looking backward are perfectly accurate and that, therefore all prospective 5-year growth estimates prior to 2013 are valid. I then 
compare the current-vintage estimates of the 5-year growth rates with the contemporaneous estimates back to 1991 and calculate 
the mean error and its standard deviation.  The mean error is near zero, suggesting no bias. But the standard deviation of the error 
is about 1.1 percentage points. 
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Qualitatively at least, the behavior of the yield curve is fully consistent with this interpretation.  The money 
market curve is priced for further Fed tightening, with the cash/2s spread now reasonably steep by 
historical standards.  The coupon curve is quite flat, which would seem to reflect that the market is 
assigning a fairly heavy weight to the forces of secular stagnation.  And the broader term structure, from 
cash through tens is flattening in a way that reflects both the achievement of full employment and the idea 
that the Fed might this go around be responding to it somewhat sluggishly.    

This should remain the prevailing theme until financial conditions tighten enough to deliver the required 
moderation of aggregate demand growth.  Accordingly, we probably need to look out for a meaningful 
further tightening of financial conditions, whether that be delivered through the typical knock-ons from Fed 
rate hikes or by some sort of shock, perhaps from overseas or domestic risk asset prices.  And we will 
need to watch the data.  

Secular stagnation is an important force weighing on the levels of asset prices, but it probably will not 
help much with the turn. 

Flattening led by coupon curve 

Source: BLS, Blanchflower and Levin 2015, Federal Reserve, Bloomberg, FH calculations 
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