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Accepting the Reality of Secular Stagnation
New approaches are needed to deal with sluggish

growth, low interest rates, and an absence of inflation
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In this brief survey of old ideas and new realities, noted economist Larry Summers argues

persuasively that challenges such as anemic growth need a fresh macroeconomic framework. He

resurrects the theory of secular stagnation – a 1930s concept that explains long periods of slow

expansion – as the center of a “new old Keynesian economics” suited to fixing modern problems.

Though this article predates the coronavirus and the massive US fiscal response, the COVID-19

pandemic makes Summers’s recommendations all the more relevant.

Take-Aways

• Economists tend to posit theories that apply to their times.

• Established macroeconomic thought is ill-suited to circumstances in the 21st century.

• This economic reality calls for a new discussion and policy framework to address its problems.

Summary

Economists tend to posit theories that apply to their times.

Unlike the natural sciences, in which hypotheses apply universally, theory in economics is

contextual. Economist John Maynard Keynes’s ideas were more germane to the 1930s Great

Depression than to the inflationary period of the 1970s.

Economic theory “failed to anticipate Japan’s deflationary slowdown that began in 1990,
or the global financial crisis, slow recovery, and below-target inflation during a decade
of recovery, or the sustainability of high levels of government debt with very low interest
rates.”

www.getabstract.com

https://www.getabstract.com/en/how-it-works/faqs?utm_source=getAbstract&utm_medium=pdf&utm_campaign=UnderstandRating#understanding
https://www.getabstract.com/en/how-it-works/faqs?utm_source=getAbstract&utm_medium=pdf&utm_campaign=UnderstandQualities#understanding


Prevailing macroeconomic thought assumes that monetary policy can set the inflation rate. This

precept, however, might not square with the global macroeconomic conditions of the times and

may thus result in imprudent policies.

Established macroeconomic thought is ill-suited to circumstances in the 21st
century.

Between 2000 and 2020, consequential structural changes have taken hold in the global economy.

Across the industrialized world, including China, demographic trends that cut the number of

working-age adults will continue, while the participation of women in the workforce might

have hit its limits. Demand for new capital goods has declined as a result, as have their prices.

Tellingly, a $500 hand-held smartphone has greater computing power than a supercomputer

did in the 1990s. Information technology has also reduced the need for shopping malls, office

space and furnishings through the expedients of electronic commerce and virtual facilities in the

cloud. An ever-greater concentration of monopoly power and continuing low public funding of

infrastructure persist. These developments dampen investment, irrespective of the level of interest

rates.

“The beginning of meeting new challenges is recognizing them. That means accepting the
reality of secular stagnation and focusing policy debates on the challenges it poses.”

At the same time that investment is dwindling, savings are growing. The wealthy are getting

richer, and they are more inclined to save. Rising corporate profits translate into higher retained

earnings. The risks of public pension defaults, future tax hikes and lower income growth, along

with stronger financial regulation, also motivate more saving. The inability of private investment

to consume private savings defines secular stagnation.

This economic reality calls for a new discussion and policy framework to address its
problems.

Secular stagnation is consistent with the experience of two decades of sluggish growth, persistently

low interest rates, and “asset price inflation” in stocks and real estate in an environment of

historically high deficits. 

“Central banks, to be true to their mandates, need to raise rather than lower inflation.” 

Circumstances in the 2020s are an inversion of the conditions that the established theories once

addressed. Demographic trends are the central drivers of this structural reversal. Central bank

policies should pivot to aim at increasing inflation.
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