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What is the Neutral Rate of Interest?

The neutral rate of interest, also referred to as r*, is a theoretical benchmark in macroeconomics
and monetary policy. It is the short-term interest rate consistent with the economy operating at
full employment and stable inflation at around 2%. The r* is not an objective measure, and
although economists must estimate it using complex mathematical models based on GDP,
inflation, employment data, and other economic indicators, central banks such as the Federal
Reserve can use this benchmark to determine whether they need to stimulate or contract the
economy. Additionally, r* is usually discussed as the real interest rate, meaning it’'s the nominal

rate minus inflation and is driven by long-term structural forces rather than daily market swings.

Now, what are these long-term structural forces that drive r*? These factors can be demographic
shifts, changes in productivity or innovation, government debt, and saving behavior in other
countries. Like previously mentioned, there is hardly any agreement on what the actual neutral
rate of interest is, with sources such as the Federal Reserve Bank of Cleveland estimating
nominal r* to be around 3.7% (as of Q2 of 2025). In contrast, the Holston-Laubach-Williams (HLW)
model, maintained by the Federal Reserve Bank of New York, estimates a real neutral rate of
0.84%. When adjusted for inflation, this implies a nominal r* of approximately 2.84%. While the
trajectory of r* for 2026 remains a subject of intense debate, several structural signals offer a

clearer window into its long-term equilibrium.
The Structural Forces That Are Shaping r*

Recently, in Fed Governor Waller’s final major address of the year, he advocated for more policy

easing, following two consecutive cuts, to provide “insurance” for the labor market. He reiterated



that the median FOMC estimate of 3% was a reasonable target, but hinted that if the labor market
continued to show signs of weakening, the “true” r* might be lower than the committee’s current
median, directly citing the HLW model of r*. While this might be true, some forward signals might

actually suggest that real r* is bound to rise in 2026 and beyond.

Referencing the Cleveland Fed’s projection of r* in Figure 1, the real r* seems to be increasing
again from its downward trend since the early 2000s due to aging demographics, weaker
productivity, and the global savings glut. In the long term, the structural tailwinds of Al-driven
innovation, robust GDP projections, and expanding fiscal deficits may ultimately overpower

cyclical labor market weakness, exerting sustained upward pressure on r*.
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Central to this shift is the unprecedented scale of Al-related capital expenditure. In 2025 alone,
investment reached roughly 1.2% of GDP, according to an analysis by J.P. Morgan, with
projections suggesting that global Al spending could exceed $500-$600 billion (Goldman Sachs
Research) in 2026. Ultimately, this surge in investment increases aggregate demand and GDP
growth, but its long-term significance lies in its potential to transform the economy’s supply side.
With more automation and augmentation of human labor, Al could significantly boost total factor
productivity (TFP), increasing the amount of capital per worker and expanding the economy’s

overall productive capacity.

Parallel to these private sector shifts is a mounting fiscal challenge. As the national deficit
continues to grow, the Treasury must substantially increase the issuance of new debt to fund

government operations. To attract sufficient domestic and international savings to absorb this



rising supply of Treasuries, interest rates must remain high enough to incentivize lenders.
Increased competition for capital “crowds out” cheaper borrowing, effectively raising the floor for
r*. Hence, these two forces, a high-productivity Al boom and persistent fiscal expansion, form a

powerful counter-trend that may keep neutral interest rates elevated in the long run.
Elevated r* and Implications on Economic Policy

While we cannot predict the path of r* with absolute certainty, structural shifts suggest a high
probability of a sustained upward trajectory. For monetary policy, a higher long-run neutral rate
provides a larger buffer from the effective zero lower bound, significantly reducing the likelihood
of a return to the ultra-low mortgage and business loan rates of the 2010s. This shift implies that
the Federal Reserve must maintain a 'higher-for-longer' stance simply to remain restrictive with an
economy powered by Al-driven capital expenditure and persistent fiscal stimulus. Furthermore,
an elevated r* intensifies monetary-fiscal tensions. As the cost of servicing massive national debt
rises, the Treasury faces increasing pressure to seek lower rates to prevent interest payments
from overwhelming the federal budget. In this environment, the Fed’s institutional independence
becomes crucial. The central bank must resist political calls for fiscally convenient rate cuts that
would risk de-anchoring inflation. Ultimately, the Fed’s role is evolving from one of crisis
management to calibrating a high-productivity, high-spending economy to ensure growth remains

sustainable without overheating.
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