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Definition and Parameters

R-star (R*) is the real or inflation-adjusted equilibrium rate of

interest that, in theory, aligns supply and demand in the

economy such that growth is neither accelerating or

decelerating.

R* has become a focal point of monetary policymaking but

unfortunately is not directly observable. This makes it

difficult for the Fed to precisely calibrate policy.

Three factors account for R*’s long-run decline. In order of

importance, they are slowing productivity, aging

demographics and rising debt levels.

Each of these factors has deteriorated over the past several

years ostensibly further lowering R*.

But surprisingly, the New York Fed recently revised its

estimate of R* upward.
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Plunging Output Per Hour

Productivity growth collapsed last year, declining -1.7%. This

was the weakest performance since 1975, and there is no

evidence thus far in 2023 of meaningful improvement.

Weakening productivity implies lower demand for capital and

hence a lower equilibrium rate of interest.

Source: BLS, Haver, SMBC Nikko

-2

0

2

4

6

60 65 70 75 80 85 90 95 00 05 10 15 20 25

%
Y

o
Y

Productivity



3

Worsening Demographics

The United States continues to age at a fast pace as the share

of the population over 65 is at a record high and rising. As

people retire, they spend less and save more. This both

lowers the demand for capital and increases the supply of

capital, which together push down the equilibrium rate of

interest.

Sources: Census Bureau, Haver, SMBC Nikko
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Deteriorating Debt Dynamics

Nonfinancial debt relative to nominal GDP is down from its

pandemic peak but is up sharply over the past decade.

Moreover, Congressional Budget Office projections show

further deterioration in the government’s long-term finances.

Hence, interest rates may need to stay depressed to keep

government borrowing costs down. This, too, supports a

lower R-Star.

Sources: FRB, BEA, Haver, SMBC Nikko
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A Surprising Upward Revision to R*

In May 2023, the NY Fed updated its estimates of R* after

having not published them for three years. The latest figures

show that the predicted equilibrium rate is significantly

higher than what economists had thought. R* is currently

though to be around 125 basis points (bps) compared to

earlier estimates of just 35 bps. This partly explains why the

Fed has been so aggressive in tightening policy. Time will tell

if this was the prudent approach.

Sources: FRB NY, Haver, SMBC Nikko
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Disclaimer

This document is provided by SMBC Nikko Securities America, Inc. (“SMBC Nikko”), the US-registered broker-dealer 

affiliate of Sumitomo Mitsui Banking Corporation, for informational purposes only. This document was prepared by 

SMBC Nikko’s economist(s). The views statements, assumptions and forecasts expressed herein are those of the 

author(s) and do not reflect the judgment of any other person or of SMBC Nikko, it does not constitute an offer, or 

solicitation of the sale or purchase, of securities or other investments. The information contained herein is obtained or 

derived from sources believed to be reliable, but SMBC Nikko and the author(s) make no representations as to its 

accuracy or completeness. In some cases, such information may be incomplete or summarized. This document has 

been prepared based on assumptions and parameters determined by the economist(s) in good faith. The assumptions 

and parameters used are not the only ones that could have been selected, and therefore no guarantee is given as to the 

accuracy, completeness, or reasonableness of any such quotations, disclosures, or analyses. Past performance is not a 

reliable indicator of any future results.

This document has been prepared for and is directed at institutional investors and other market professionals and is not 

intended for use by retail customers. It does not take into account any specific investment objective, financial situation, 

or particular need of any recipient. The information contained herein should, for whatever purpose, be used solely at the 

discretion and responsibility of the recipient. SMBC Nikko and its affiliates do not accept any liability or responsibility for 

any results in connection with the use of such information. Recipients are responsible for making final investment 

decisions and should do so at their own discretion after conducting a careful examination of all documentation delivered 

prior to execution, explanatory documents pertaining to listed securities, prospectuses, and other relevant documents, 

and their own independent analysis and assessment of the merits of any transaction. The financial instruments 

discussed may be speculative and may involve risks to principal and interest.

Conflicts of Interest Disclosures

The views statements, assumptions and forecasts expressed herein may differ from those expressed in globally branded 

research produced by SMBC Nikko or its affiliates. The trading desks of SMBC Nikko and its affiliates trade or may trade 

as principal in the financial instruments that are the subject of this material, and the author(s) of this document may have 

consulted with the trading desks while preparing this document. The proprietary interests of SMBC Nikko and its 

affiliates may conflict with those of the recipient. SMBC Nikko and its affiliates may seek to do business with the 

companies mentioned in this material and the trading desks may have accumulated, be in the process of accumulating, 

or accumulate long or short positions in the financial instruments mentioned and may have acquired them at prices no 

longer available. The trading desks may also have or take positions inconsistent with the views expressed in this 

document or may have already traded on those views. 

This material is not a research report, and neither this material nor its author(s) is subject to SMBC Nikko policies and 

procedures that apply to the globally branded research reports and research analysts of SMBC Nikko and its affiliates or 

to legal requirements designed to promote the independence of investment research. It is not subject to any prohibition 

on dealing ahead of the dissemination of investment research. This means that on the date of this document, SMBC 

Nikko, its affiliates, and their respective directors, representatives, or employees, may have a long or short position in 

any of the instruments mentioned in this document and may make a market or trade in instruments economically related 

to the securities, derivatives or other underlying assets mentioned herein, in each case either as principal or as agent.

No part of the author(s) compensation was, is, or will be, directly or indirectly related to the specific recommendations or 

views expressed herein. The personal views of authors may differ from one another.

Distribution, possession or delivery of this document in, to or from certain jurisdictions may be restricted or prohibited by

law. Recipients of this document are required to inform themselves of and comply with all such restrictions or 

prohibitions.


