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Abstract

To investigate secular stagnation, I add two features to a standard Ramsey model with money: (i) House-
holds have a preference for wealth; (ii)) Wages are downward rigid. In this framework, there exists a
frictionless neoclassical steady state equilibrium characterized by a low natural real interest rate. In ad-
dition, if wages are sufficiently rigid and the natural real interest rate sufficiently low, then there also exists
a Keynesian secular stagnation steady state characterized by under-employment, low inflation, and a bind-
ing zero lower bound on the nominal interest rate. As wages become more flexible, the Keynesian steady
state diverges away from the neoclassical steady state, until wages are so flexible that it ceases to exist. If
monetary policy is excessively restrictive, then the secular stagnation steady state is the unique steady state
equilibrium of the economy. The optimal policy response to secular stagnation is to move the economy to
the neoclassical steady state. This can either be achieved by raising the central bank’s inflation ceiling or by
taxing wealth and subsidizing investment in physical capital. This optimal tax policy is revenue-neutral.
© 2018 Elsevier Inc. All rights reserved.
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1. Introduction

Keynes (1936) explained how an economy can be depressed due to a lack of demand. Indeed,
if households’ demand for consumption and firms’ demand for investment are excessively low,
then the economy fails to produce at full capacity. While the resulting depressions are usually
seen as an extreme manifestation of a business cycle phenomenon, Hansen (1939) worried that
it could be a permanent state of affairs. This is the “secular stagnation” hypothesis.

The experience of Japan over the past two decades should induce us to take the secular stag-
nation hypothesis seriously. Indeed, since the mid-1990s, the Japanese economy has been mired
in near zero inflation and anemic GDP growth despite substantial monetary and fiscal accom-
modation. Over the past few years, there has been growing concerns that the forces of secular
stagnation might also be at work in the U.S. and, even more severely, in the eurozone.

In this paper, I propose a theory of secular stagnation that builds on the Ramsey model with
money and flexible prices, to which I add two features: a preference for wealth and a downward
wage rigidity. The assumption that households derive utility from holding wealth raises their
propensity to save. This translates into a new term within the standard consumption Euler equa-
tion: the ratio of the marginal utility of wealth to the marginal utility of consumption. A high ratio
has exactly the same effect on consumption as a high real interest rate: it induces households to
postpone consumption. Thus, the preference for wealth depresses aggregate demand.

To have a steady state equilibrium with constant consumption, an excessively high real inter-
est rate must be offset by a sufficiently low ratio of the marginal utility of wealth to the marginal
utility of consumption, i.e. by a depressed consumption level. Indeed, while a high real interest
rate raises the propensity to save, a low consumption level increases the importance of consump-
tion relative to wealth and therefore reduces the propensity to save. So, an increase in the steady
state real interest rate reduces the steady state consumption level.” This naturally results in the
coexistence of two steady state equilibria. A frictionless neoclassical equilibrium, where the real
interest rate is determined by the demand and supply of savings; and a Keynesian secular stag-
nation equilibrium, where the real interest rate is jointly determined by the binding zero lower
bound on the nominal interest rate and by the inflation rate resulting from the binding downward
wage rigidity constraint. Thus, the neoclassical equilibrium is characterized by a low natural real
interest rate, due to the high supply of savings. The secular stagnation equilibrium features a
higher real interest rate, which depresses the demand for goods and, hence, the demand for la-
bor. Hence, secular stagnation is characterized by a zero nominal interest rate, low inflation, and
under-employment.

There are only two frictions in my economy: the zero lower bound on the nominal interest rate,
due to the existence of fiat money, and the downward wage rigidity. However, the wage rigidity
is not the fundamental cause of depressed demand. This is shown by the paradox of flexibility:
in the secular stagnation steady state, as wages become more flexible, inflation falls, the real rate
rises and, hence, aggregate demand becomes even more depressed. The fundamental role of the
wage rigidity is to put a break on this deflationary spiral. This explains why the economy fails
to converge back to full employment, even as wages gradually adjust over time.> Tt follows that
the fundamental cause of secular stagnation is not excessively high wages but the very existence

2 without a preference for wealth, the standard consumption Euler equation implies an infinite elasticity of steady-state
consumption with respect to the steady-state interest rate.

3 This formalizes Tobin’s (1993) insight that “Keynesian macroeconomics neither asserts nor requires nominal wage
and/or price rigidity. It does assert and require that markets not be instantaneously and continuously cleared by prices.”.
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