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Has the Bank of England Embraced Money Finance? 
Despite last week’s news and the ballyhoo around it, the Bank of England has not embraced monetary 
finance of fiscal deficits.  To some extent, this whole discussion of helicopter money is a distraction.  But 
the immediate practical relevance for investors, particularly in risk assets, is that reflation is not so easy to 
achieve as sometimes assumed.  Nor are the means to it so obvious.  The Fed is protecting the financial 
system, which is obviously important. But that is much more about avoiding depression than achieving 
reflation, at least quickly.  

Ways and Means Account 

The British Treasury’s decision last week to force the Bank of England to provide direct financing of the 
fiscal deficit has predictably riled up speculation that helicopter drops have at long last begun.  Many 
analysts have been anticipating this outcome for years, so there are probably some instances of 
confirmation bias in the interpretation here.  Some people seem to see H money around every corner. In 
fairness, I also have my priors, that actual money finance is virtually implausible.  

Importantly, the UK bond market is unimpressed by this move, as the 10-year breakeven inflation rate is 
running at around 50 basis points.  If anything, that market is too complacent about inflation – or perhaps 
I should say, downbeat about the BoE even being able to hit its conventional inflation objective.  But it is 
worth being clear here that the discussion among the analysts is distinct from where fixed income 
investors are actually placing their bets. Similarly for the currency market, although that is harder to judge. 

A good example of H-money curious analysis is this piece in the FT by their economics columnist, Martin 
Wolf.  I pick on him he because provides a readily available -- and probably familiar to you – example of 
how people are so easily confused by this issue.  His ideas on this subject, or ideas rhyming with them, 
seem to be widely shared.  
 

Reproduced with permission from TS Lombard. Thanks to Dario Perkins in particular. 
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https://www.ft.com/content/dc233540-798e-11ea-9840-1b8019d9a987?sharetype=blocked


To his credit, Wolf understands that a permanent increase of the currency  stock to finance fiscal 1

expansion would lead to intolerably high – and I would add, indeterminate – inflation.  But rather than 
advise against the policy on that basis, Wolf claims that helicopter money can be “soberly managed” to 
avoid the inflation.  The trick is to withdraw the money finance when the crisis has passed, he claims.  

This view reflects a very common misunderstanding of what is entailed in money-financed fiscal 
expansion.  (Or maybe Wolf just got tripped up over language, as I discuss at the end of this report.)  
At the zero bound on rates, all the work on the monetary side of a helicopter drop is done by the solemn 
commitment to accept the longer-term inflationary implications of the money finance.   

Indeed, the inflation is what determines that it is in fact money finance, if you will forgive the essentialism.  
And the fact that the commitment might be made at a time of low inflation and apparently-low inflation risk 
is neither here nor there.  (It would be an additional — although common — mistake to insist that we need 
not “worry” about the inflationary consequences of an H money drop in a lowflation cyclical environment.)  

Wolf badly mangles this central issue when he intones that, “Fine words butter no parsnips.  What matters 
is not intentions, but actions.”  That is backward, and in a way that overturns Wolf’s entire perspective. 

I have written a lot about this issue in the past, but will not direct you again to that old stuff.  Instead 
please consider this compelling (and I would say self-evidently correct) take by three current and former 
senior Fed staffers: Bill English, Chris Erceg and David Lopez-Salido.  I have referenced them before 
because they formalize what struck me as obvious intuition the first time I hear of H money in the modern 
context. 

Their advantage over Wolf and other hand wavers is two fold.   First, as central bankers with some 
experience being accountable for results, they would have an instinct to work through how things play out 
ultimately.  For example, they do not make the mistake, common among H money enthusiasts, of 
assuming the policy “works”, while at the same time assuming that the demand for base money is 
unaffected by its working.  (I will not get into the detail of that here, though.)  

Second, they work within a mathematical model that takes onboard real-world parameters, such as — 
crucially — the size of the currency stock relative to GDP.  And that approach quickly surfaces the 
calibration problem, which involves the following tension:   2

Any money-financed fiscal expansion large enough to move the cyclical position of the economy 
in the short run would likely prove excessively inflationary in the long run. Conversely, any fiscal 

expansion small enough not to be intolerably inflationary would probably be so pointless that 
policy makers would have trouble covering their embarrassment announcing the program.  

The summary of their paper is available from the link above and gets at the main issue directly, forcefully, 
and convincingly.  And the meat of the technical argument begins on page 18 of the formal report, which 
you can download separately by following the link. 

 Currency is the only central bank liability that does not pay a competitive rate of interest under “normal” circumstances.  Therefore, 1
the size of the currency stock, and not the now-misleadingly-labeled monetary base, is the relevant quantity when assessing the 
plausibility of  H money. For a discussion of this, see page 13 of the linked paper by English et al.

 The authors also use a theoretical model, which is calibrated to the US economy rather than directly estimated. This is admittedly a 2

point of weakness, as such models can be criticized for being non-empirical.  Nevertheless, the model-based approach forces the 
analyst to make the assumptions explicit and to take account of real world parameters to the extent they can be incorporated. 
Moreover the main conclusion generated by this approach — that a meaningful H money program would be intolerably inflationary 
— seems robust to relaxing some of the more debatable assumptions.
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Using actual numbers 

Here is a key quantitative aspect of the argument. It is possible — within the standard model favored by 
conventional macro — to generate desirable effects from a money-financed fiscal expansion if the central 
bank is fully credible in its inflation commitment.  For example, the authors simulate a scenario where the 
central bank commits to monetizing a fiscal expansion of 1% of GDP.  Such a small helicopter drop 
“works” in the simplest new Keynesian setting because the private sector immediately solves the 
implications of it for the general price level and thus quickly delivers that general price level.  The higher 
general price level may be desirable in its own right, but it is also associated with stimulus to real output 
from a transitory decline of the real interest rate while the price level is adjusting higher as expected. 

The key point here is that the fiscal expansion is small and delivers the desired outcome because the 
central bank is credible.  But it certainly does not follow from that theoretical result that it would be 
appropriate to monetize a meaningful fiscal expansion in an environment in which central bankers are 
not fully credible on their inflation target, which is the world we live in now.   

Please allow me to be a bit rhetorical to drive this point home. Do you really believe that any of the loud 
advocates of H money who claim we can just monetize our way out of this are talking about a fiscal 
expansion of 1% of GDP?  Clearly not.  Helicopter money fans tend to be loudest when they believe 
central banking credibility is at a low ebb.  And they present their case as working through the hydraulic 
effects of a huge increase of government spending, and certainly not the policy signaling effects of a 
risibly small program.  They believe that H money lifts a financing constraint, which would allow the 
government to let it rip. 

And this can be put more starkly still.  The conditions under which H money might work are precisely 
those under which it would not be required. 

Here is how English et al. conclude their discussion of H money after working through the technical 
aspects.  This passage from page 21 strikes me as very nicely on point.  

A money-financed fiscal expansion may be appealing in some circumstances because it has the 
potential to raise nominal aggregate demand while reducing the debt-to-GDP ratio, perhaps 
significantly. Nevertheless, our analysis suggests several major drawbacks of such an approach. 
First, the effects on inflation are likely to be very large given plausible estimates of the inflation tax 
base, even for a modest-sized fiscal expansion. Second, the size and timing of the effects on 
inflation are difficult to predict, and correspondingly, would compound the difficulties of explaining 
such a program to the public. Not only would such a program involve a major shift in the central 
bank’s reaction function – towards flexible price level targeting – but the path of the price level 
target would have to be adjusted based on unexpected changes in money demand. Finally, while 
we have assumed in our model simulations that long-run inflation expectations remained well 
anchored at the central bank’s target, this assumption may seem unrealistic given the large and 
persistent rise in inflation above target following a money-financed fiscal program. Inflation would 
rise even more than in our simulations if high realized inflation pushed up long-run inflation 
expectations, and the central bank might have to take costly actions later on to re-anchor 
expectations.  

That is excellent. I particularly like the reference to the “inflation tax base”, which is effectively the 
currency stock.  In the UK, that stock is only about 5% of GDP, which is why I appreciate how the analysts 
at TS Lombard label the chart I replicate (with permission) on the first page of this report.  Money finance 
is impossible, largely because the currency stock is a low ratio to nominal GDP. 

Here in the US, US currency stock is slightly larger relative to GDP, at about 8-9%, in part because dollars 
are favored by criminals.  But there are not enough criminals to make H money plausible here either, as 
the work by English et al. documents.   
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So, how does this matter? Practically speaking, I would say in the following way.  Part of the rally in risk 
asset prices over the past week is probably partly (not mostly) to do with exaggerated faith in the magic 
money tree.  Some investors may have decided that sufficient pain has been felt and that central banks 
can now “reflate,” as if such a policy option were simply a matter of choice.  

In fact, the Fed – for example – is doing its utmost to support the financial system, which is obviously 
relevant to markets, as we have seen.  But the idea that they can simply choose to reflate seems wrong, 
and the wrongness of that idea will be relevant at some point out in the medium-term.   

I cannot actually rule out beauty pageant dynamics continuing to play out in the short run, particularly as I 
would be the first to recognize that central bank efforts here are indeed relevant.  Saving the financial 
system is a worthy objective, and as the central bank has acted on that objective some Texan hedges in 
the equity market have perhaps been lifted.  

But the attempts at monetary stimulus will be much weaker than H money advocates (and others) 
presume, and they will work primarily through various forms of yield curve targeting and conditional rates 
guidance, not funny money.  English et al. get into that in their own paper, even though it was written 
more than two years ago. And, as you know, it is now pretty standard in informed discussion of what the 
Fed is actually up to.    

Secondarily, one might wonder why the Bank of England has chosen this path.  The simple answer is that 
they have not chosen it. It has been imposed on them by the British Treasury.   

But, why HMT would choose to make an end run around conventional finance with British yields pinned to 
zero at all maturities inside two years – the horizon relevant to “temporary” initiatives – is an interesting 
question.   

Maybe they fear the bills market going into a temporary dysfunction in response to an upcoming flood of 
supply?  If so, then that might provide a justification for a temporary reserves financing of the deficit.  It is 
possible that the “demand for” (please forgive the imprecise language) reserves might be higher than that 
for bills, under certain dire conditions.  It is also possible that this is what Wolf was actually getting at 
when he proposed his “sober” money finance. If so, he was not so much wrong as just off topic of 
helicopter money.  What seems immediately striking about that scenario is that involves imagining a 
scenario where HMT cannot issue bills, even though the policy rate is expected pinned to zero for at least 
two years.  That is an exotic scenario that I have not yet puzzled through, beyond recognizing that it 
would be dire.  

Another possibility is that Treasury believes there is some advantage in strategic ambiguity here. Maybe 
they want to take advantage of those many analysts and perhaps risk asset investors who believe 
helicopter money is a plausible path to reflation. It is not unheard of for policy makers to take advantage 
of beauty contest logic. I think we saw the Fed do that with QE, for example.   

The most convincing explanation I have heard comes from a colleague actually in touch with HMT.  
Apparently, going through the Ways and Means account at the BoE is just quicker.  I love that idea, 
because it is so wonderfully mundane. 

Is this the dawn of new public finance, an overturning of the old ways, and an unshackling of the 
power of fiat money?!  

No, but it saves a couple days of paper work. 

I hope that is true, purely on aesthetic grounds.  But I don’t know.  What does seem obvious is that central 
bankers will not calmly slip into dangerous money finance of fiscal deficits in a world where the S&P is 
trading at 2800.  It would be like taking chloroquine for what you believe, rightly or wrongly, is seasonal 
allergies.  

Gerard MacDonell 
gerard@frontharbor.com 
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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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