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Macro’s dirty little secret 
A dirty little secret of macro is that central bankers have come to realize that they cannot necessarily hit 
their inflation targets even over the longer term.  Under the right conditions, they should be able to deliver 
on the price side of their mandate.  But the idea that they can do so in all contexts simply as a matter of 
principle has recently been discredited, with effects that are both important and under-appreciated.

What I am calling here a secret is actually a fairly open one.  Central bankers, their advisors and their 
many watchers will now generally concede the point, if pressed and away from the spotlight.  But this 
recognition is not yet emphasized in official communication or even properly embedded in the central 
banks’ macro models, so far as I understand.  Nor is it well internalized in discussions about central 
banks. 

And yet it is key to understanding the current monetary policy debate.  It is arguably the main factor 
driving dovish turns at the ECB and Fed that might otherwise be hard to explain. The leaderships are now 
particularly eager to take advantage of high employment and relatively-serene economic conditions to 
push inflation higher in order to raise inflation expectations to a level consistent with their mandates. 

The perception of downside risks to the expansion has concentrated minds and created a sense of 
urgency here.  But what the consensus among the talkers is missing is that the dovish turn is not driven 
mostly by concerns about the expansion, the (overused) logic of “insurance” or even political pressures in 
the US.  Rather, central banks are more aware that they need to make hay while the sun shines.  
Practically speaking, that now means pursuing continued above-trend growth as the central case, in 
order to foster a further tightening of the labor market. 

More than a decade of missing has encouraged a rethink

Source: FRED, FH calculations
US data are actual to June; Europe, to May. Charts show core prices to avoid transitory noise, but headline and core predictably have similar trends
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Misplaced confidence 

It wasn’t so long ago that policy makers and academics believed that there was strong theoretical support 
for the still-prevalent intuition that the central bank largely gets to choose the long-run inflation rate.  I will 
get to that theoretical “support” and the weakness in it below.  But I want first to emphasize that we still 
see remnants of the false confidence throughout Fed communication, including in their formal Statement 
on Long Run Goals, which was most recently updated this past January.  The passage there dealing most 
directly with the inflation objective is reproduced immediately below with emphasis added: 

The inflation rate over the longer run is primarily determined by monetary policy, and hence 
the Committee has the ability to specify a longer-run goal for inflation. The Committee 
reaffirms its judgment that inflation at the rate of 2 percent, as measured by the annual change in 
the price index for personal consumption expenditures, is most consistent over the longer run with 
the Federal Reserve’s statutory mandate. The Committee would be concerned if inflation were 
running persistently above or below this objective. Communicating this symmetric inflation goal 
clearly to the public helps keep longer-term inflation expectations firmly anchored, thereby 
fostering price stability and moderate long-term interest rates and enhancing the Committee’s 
ability to promote maximum employment in the face of significant 
economic disturbances. 

There have been a couple tweaks to this passage since the long run goals were first formalized and 
published in January 2012. In late 2014, the FOMC added the point about being concerned by 
undershoots as well as overshoots. And in early 2016, they reinforced that concern by adding the 
adjective symmetric. However, they have maintained throughout that the Fed can simply choose or 
“specify” the rate of inflation over the longer run.  

The idea that the central bank can choose the rate of inflation, as a matter of principle and in all contexts, 
is quite old.  It is largely a relic of the Quantity Theory of money, which dates back at least to David Hume 
in the middle of the 18th century.    To be clear, few monetary theorists or policy makers (still) claim that it 1

would be a good idea to use a money growth rule (or even much reference to money) at all when 
pursuing an inflation objective under normal conditions.  The conventional New Keynesian approach 
basically ignores money as a causal force or even indicator and places emphasis instead on labor market 
tightness, inflation expectations and time consistency.   

But even within that approach, policy makers and related academics have — until recently — tended to 
rely on the Quantity Theory as a sort of bazooka that could guarantee success on the inflation side of the 
mandate even under unusual circumstances.   To repeat, confidence in that bazooka has begun to break 
down in stages, which is both important and a great source of confusion among analysts still clinging to 
the old intuition. 

Bernanke is a case in point 

A proper review of the role of the Quantity Theory as even the ultimate backstop is well beyond the 
context of this note.  But as evidence that the faith has in fact only recently weakened among those who 
matter, Ben Bernanke provides an excellent case in point.  I highlight his role here not because he has 
been particularly naive or behind the curve, but for the opposite reason.  The evolution of his thinking is a 
useful example of a rethink that seems to have taken hold more broadly among conventional economists 
who actually set policy, either directly or through advisory. 

 At some risk of wandering beyond my competence into the distant history of economic thought, the idea predates Hume but also 1

“economics” itself. So, Hume often gets the credit. 
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You may recall the late1990s when the (then) future Fed Chairman was lecturing the Japanese for their 
failure of will in addressing their chronic lowflation / deflation problem.   In December 1999 Bernanke 
wrote a paper for Brookings called: Japanese Monetary Policy, A Case of Self-Induced Paralysis?  I was 
aware of the paper when it was initially published because it helped reinforce my own mistaken sense 
that a competent central bank need never tolerate lowflation, let alone deflation.  And I returned to the 
paper several years ago when pressing the correct take that QE had weak intellectual foundations, was 
much less important to US economic recovery than was widely recognized, and most to the point was 
likely to cause few withdrawal symptoms on the way out.  

In the paper, Bernanke presents a case for what we have since come to call QE.  He suggests the BoJ 
should print money to purchases various forms of assets and thereby drive up their prices, which would 
stimulate aggregate demand and ultimately produce some inflation. The most obvious assets to buy 
would be domestic default-free debt, i.e. JGBs.  But the BoJ might also buy domestic risk assets or 
foreign assets, the latter of which would depress the foreign exchange value of the yen.  To his credit, 
Bernanke concedes that it is possible (if unlikely) that straight-up QE, in whatever form, might fail to lift 
inflation sufficiently.   

But then he pulls out the bazooka and claims that it is implausible (no exaggeration) that a money-
financed fiscal transfer could fail to lift the Japanese inflation rate or general price level in a desirable way.  
To my knowledge, this was Bernanke’s first high-profile assertion of the logic of what later became more 
widely known as helicopter money. This paper plus the subsequent application of QE in the US explains 
Bernanke’s nickname, Helicopter Ben. 

I mention helicopter money here for a reason that is centrally important to the current argument.  The 
possibility of a resort to H money is, I contend, the real reason that even conventional money theorists 
have believed — until recently — that the central bank is in charge of the inflation rate as an ineffable 
matter of principle. 

Moreover, faith in this flawed idea lasted well beyond the late 1990s, even though Bernanke himself 
began to climb down from his overconfidence as soon as he was given the keys to the Fed and thus an 
incentive to actually do the math. For example, in 2014 Willem Buiter (former external member of the 
BoE’s MPC and then current Citigroup Chief Economist) wrote a paper called The Simple Analytics of 
Helicopter Money.  Why it works — always.   2

Not only did this paper have a confident and catchy title, but it included the claim that any “minimally 
competent” central banker could easily pull off a successful H drop. At the same time, Adair Turner and 
others were pushing the view that the logic of H money was simple and largely undeniable, and that the 
only major difficulty with the idea was that of political will, both on the way in and on the way out, i.e. once 
the price objective had been achieved. 

The idea of helicopter money, however, has a serious weakness.  Let’s leave aside what sort of 
“competence” is required to spot this weakness, although it was immediately obvious even to me!  The 
salient point here is that the weakness becomes immediately obvious once the analyst descends from the 
clouds — of dare I say essentialism — and actually runs some numbers to discover the currency stock is 
too small relative to GDP to achieve much by taxing with inflation.   

This issue is often referred to as the calibration problem.  Any money-financed fiscal expansion large 
enough to matter to aggregate demand growth (and thus inflation through that channel) would ultimately 
prove so inflationary that the initial premise of money finance would (thankfully) be implausible.   The 
central bank would renege, predictably, nullifying the point of the effort.  

 Here is some fun gossip.  The paper mentions that Larry Summers asked Buiter to set out his strong case for H money, so that 2

Summers could decide whether or not to include it in his set of remedies for what Summers takes to be secular stagnation.  
Having read the paper, Summers must have concluded, nah. 
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Conversely, any money-financed fiscal expansion sufficiently small to make the money-finance aspect 
credible, would be too small to matter.  The only exception to this second claim would be if the money 
finance worked primarily by moving inflation expectations directly, rather than by relying on the brute force 
of fiscal expansion interacting with a Phillips Curve.  But if central banks were sufficiently credible on 
inflation, then no resort to H money would even be necessary.  In other words, the claim that H money 
might be needed itself entails the claim that it could not possibly work! 

By now your head may be aching.  But it is not actually important to understanding the theoretical 
argument here for you to digest — or even believe — my take.  All we really need to agree on to get the 
practically relevant conclusion is that my sense of the economics here is actually widely shared among 
Fed and ECB types.   

And the main evidence I would bring to support that claim is simply this paper from several current and 
former very senior officials at the Fed titled, Money Financed Fiscal Programs: A Cautionary Tale.  The 
language is polite but it basically argues that the calibration issue is serious to the point of being 
disqualifying. I got there first, several years ago. But that was only because the underlying arithmetic here 
is fairly simple and it was easy to predict that the academics would get it right (by my lights) once they got 
around to it.  Somewhat related, Bernanke has also quietly dropped the notion of H money as a remedy. 

It is easy picking to make fun of H money as a remedy for deflation or lowflation.  But what matters more 
to the current discussion is an extension.  The strong theoretical case against relying on H money applies 
more generally: it cuts off the main presumed link from the Quantity Theory to the actual inflation rate in 
the real world. H money is defunct; the Quantity Theory is thereby rendered impractical; and the breezy 
claim that the central bank can simply choose the inflation rate is thus revealed as false.   

To repeat, this is a point that the intellectuals willing to do the math have figured out.  And it is guiding the 
central bank behavior, as we are seeing right now.  It is just not something that has yet leaked out into the 
conventional intuition. As I mentioned in an earlier note, Keynes second most famous quote applies 
forcefully here forcefully: 

Practical men who believe themselves to be quite exempt from any intellectual influence, are 
usually the slaves of some defunct economist. Madmen in authority, who hear voices in the air, are 
distilling their frenzy from some academic scribbler of a few years back. 

Now’s the time to fix inflation 

Source: BLS, FRED 
Euro area data are actual to May; US, to June.  Scales are offset by 3 percentage points to accommodate higher Euro area average. 
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Implications for right now 

I have placed heavy influence on H money because it is what central bankers must mean — or must have 
meant — when claiming that they get to choose the inflation rate over the longer run as a matter of 
principle.  

There are other theories of how the inflation rate might ultimately be determined.  For example, 
monetarists used to claim that there was a link over the longer haul between the general price level and 
some measure of the money stock, such as M1 or M2, etc.  And that view of the world did not invoke 
money-financed fiscal expansion.   

Alternatively, the fiscal theory of the price level (FTPL) holds that the central government debt determines 
the price level in the long-run, and that the long-run gets telescoped into the present via a series of 
expectational links.  However, those perspectives are not central to the argument here because actual 
policy makers have tended to view them as empirical failures and thus not a guide to policy.  In any event, 
FTPL assigns no role to monetary policy in setting the general price level.  If is true, monetary policy 
makers are out of the inflation setting business anyway.   

What makes the H money thesis more relevant here is that it seems to have been the actual source of the 
intuition that central banks could choose the inflation rate / price level even under extreme circumstances, 
if they were willing to be creative and sufficiently forceful.  So the recent focus on difficulties with H 
money, prompted somewhat ironically by chronic lowflation in the rich countries, actually undermines not 
just H money but the idea that central banks get to pick the inflation rate as a matter of principle.  

But what is not certain as a matter of principle may still probably be so as a matter of the current context. 
And this brings us back to a point made in the first paragraph of this report.  Inflation has been running 
below target in both the US and (especially) Europe for more than a decade now, as the chart on page 1 
shows.   That lengthening record of failure has got central bankers thinking a bit more deeply, in ways 3

that I have partly addressed in this report. 

In my view, an important manifestation of their (appropriate) insecurity around what they might be able to 
do in extreme circumstances is reinforcing a desire to focus more on pushing inflation higher in the 
current context. This stage of the cycle is probably the most friendly to the creation of inflation — along 
conventional lines — because the labor market is relatively tight and because there remains a good shot 
that central banks can use the tools they have to encourage the labor market to tighten further. 

Sure, there is also increased uncertainty about the reliability of the Phillips Curve, which is yet a further 
source of insecurity here.  But lacking a compelling alternative, it seems as though the Fed, ECB and 
other central banks want to apply the model they suspect might work under the relatively-serene 
conditions that apply today.  More aware they do not have a safety net, they are clinging to the rope 
actually in their hand, though it seems itself to be fraying. 

This is practically important because it reinforces my sense that the current trend toward central bank 
ease is not most mostly about suddenly-heightened fears of weakness.  It is to a large extent about being 
more adamant about achieving the inflation target.  I am not a fan policy rules, which cannot work or 
guide in the current environment.  But the discretionary reaction function itself is made more dovish by 
this consideration.  And part of the reason many Fed watchers have retreated into “irony” and sarcasm 
when reviewing the central banks’ current approach is perhaps that they have not fully internalized this 
issue.  

Gerard MacDonell 
gerard@frontharbor.com 

 For the purposes of this report, I take the ECB’s target for euro-area inflation over the long run to be 1.9% and thus show how 3

inflation has tracked relative to that trend line.  This is not meant to imply that the 1.9% target has long been in place, but it just 
gives a sense of how the ECB would currently view its own history.  Also, the “post-07” period starts in May 2008, simply because 
the euro area price data are NSA and it is thus convenient to have the first and last observations corresponding to a similar month, 
in this case May.  
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The information contained in this report has been obtained from sources believed to be reliable, but is not necessarily complete and its accuracy is not 
guaranteed. No claim is made regarding the fairness, accuracy, completeness, or correctness of the information and opinions contained herein. Views 
and other information provided here are subject to change without notice. All reports produced by Front Harbor are issued without regard to the specific 
investment objectives, financial situation or particular needs of any specific recipient and are not to be construed as a solicitation or an offer to buy or 
sell any securities or related financial instruments.  Predictions, forecasts, and estimates for any and all markets should not be construed as 
recommendations to buy, sell, or hold any security--including mutual funds, futures contracts, and exchange traded funds, or any similar instrument.  
The analyst authoring reports from Front Harbor may have positions in some of the securities discussed here.
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