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The decline in the real interest rate is a long-run

phenomenon
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This paper seeks to find the determinants of the global
riskfree interest rate

Start with the global intertemporal budget constraint implies, assuming a
constant MPC out of wealth and imposing the transversality condition

The ratio of aggregate consumption to private wealth can be decomposed
into:

1) Future safe rates (7,,,)
2) Future excess returns (rp,,.), or

3) Future aggregate consumption growth (In C,,,)
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US C/W ratio and short-term real interest rate

C/W ratio Real return on 3 mo Treasury
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G-4 C/W ratio and short-term real interest rate

C/W ratio Real return on 3 mo Treasury

28 2
) —v— consumption/wealthratio B .

—o— short tem real interest rate (percent)

154

-05 4

-10

| 1 1 1 1 | 1 1 1 | | 1 T |l 1 [ |l 1 1 1 | T 1 1 T | | 1
1878 190N 1995 1950 1978 200N -15

anTr Annn Annar anrn AnTr Annn



The authors highlight the relationship between
the C/W ratio and the risk-free rate
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Can lagged C/W forecast stock returns?
No, not at any frequency.




Can lagged C/W forecast consumption growth per
capita? No, not at any frequency.

16 10
q
08 -
124
.06
08+
044119
044 0241779
.00+
.00
-.02 -
-04 4
-.04 o
-8t ——1——1—7 -.06
1920 1930 1940 1950 1960 1970 1980 1990 2000 2010 1920 1930 1940 1950 1960 1970 1980 1990 2000 2010
1-year ahead 2-years ahead
06 040
A —o— actual
054 0354 ; — fited
0449 030 )
_03- %
9 025+
02 \
020+%
014

0154
004 3

01 0104
-02+4 0054 4 |8
-03 .000
1920 1930 1940 1950 1960 1970 1980 1990 2000 2010 1920 1930 1940 1950 1960 1970 1980 1990 2000 2010

Syearsahead 10-yearsahead



Can lagged C/W forecast the risk free rate?
It seems so, at long horizons.
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Some unresolved issues

* The paper is about the factors that drive the global

interest rate. The data are suggestive but do not really
match their story.

* Will this hold up for the world economy — G4 is a smaller
fraction of world economy than in the 1920s.

* In addition, they are not on the same side of the
“imbalances” equation — Germany is a large net saver,
which partially offsets net borrowing of US



GDP shares 1870-2011
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Global Imbalances by selected countries and regions
1980-2015
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EUR surplus: Austria, Belgium, Denmark, Finland, Luxembourg, Netherlands, Sweden, Switzerland.
EUR deficit: Greece, Ireland, Italy, Portugal, Spain, Bulgaria, Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Romania, Slovak Republic, Turkey, Ukraine



We still do not know why C/W ratio changes

* Empirics link C/W to risk-free rate, but the direction
of causality is unclear. What is causing the C/W ratio

to change?

 More convincing racehorse between the alternative

explanations for low rates.

— Population growth — paper uses population growth rates
for the G4; is that the relevant growth rate? Connection
between savings rate and population growth is complex.

— productivity



Long-run productivity growth does seem to be
related to the long term real interest rate

Figure 6
10-Year Real Interest Rate, Real Consumption, & Productivity
20-Quarter Moving Average, Year-over-year Percent Change
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