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Optimal Control ++ 
On Wednesday, the Fed is going to be dovish.  That seems well understood. 

But before getting to that, here is an idea related to monetary policy that I think is divergent, important and 
likely to have some shelf life. 

During the last recovery, the Fed eventually rationalized its chronic dovishness in terms of optimal 
control.  Optimal control is the idea that the Fed sets policy in a way that is likely to generate 
overheating, say, two years forward, because tolerating that result would allow the Fed to pursue 
maximum rapid reflation in the immediate term. 

Under traditional conventional control, the Fed presumably tried to stick the landing, by approaching full 
employment and the inflation target along (hopefully coordinated) shallow tangents, in order to avoid 
overshooting, even though this more cautious approach would tend to stretch out the period of deficient 
nominal spending. In contrast, optimal control frees the Fed to press the pedal to the metal for longer, 
because it is willing to trade off some overshoot for getting back to target more quickly. 

One problem with optimal control is so-called “time inconsistency.”  People in the markets and to a certain 
extent the real economy may anticipate that once the overheating begins to show up the Fed will just 
tighten, on the grounds that the Fed does not really want the overheating and, additionally, has no control 
over what will then be the past. 

To the extent that this time inconsistency problem is relevant at the early, max-stimulative phase of the 
optimal control, it may blunt the approach.  Fixed income investors may insist on higher medium-term 
yields, on the grounds that the Fed will ultimately renege on it stated willingness to overshoot what all 
know will be its preference when the future arrives.  And participants in the real economy may be hesitant 
to plan for a prolonged boom on the same basis, and the effects of that hesitation can be telescoped into 
the present through the usual expectations channels.  

Double dovish: Committing to overshooting the desired overshoot 

 
Source: BEA, and FH subjective annotations 

Data are actual to April.  Underlying inflation is simple average of core PCE deflator, core MPO PCE deflator and Dallas Fed Trimmed Mean 
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This is what gives rise to all the sturm un drang around how the Fed signals its rates intentions.  Are they 
consistent with the forecast?   Might a forecast implying tolerance of overheating even be credible? 

You know all this.  But here is a reminder of something you may have forgotten, which I think is quite 
important.  During the last episode, by the time the Fed got around speaking in terms of optimal control, 
the logical case for it had already severely weakened, because the Fed was by then not really that far 
behind on its perceived  objectives for employment and inflation, particularly given that they were still 
swearing off an overshoot of the 2% target as an objective, rather than as a price possibly worth paying.    
Despite all the talk, then, optimal control did not really do much work logically.  The Fed wanted to be 
dovish, correctly in my view, and referencing optimal control was as good an excuse as any other.   1

As a result, what people have in mind as an implication of optimal control, conditioned by the experience 
last go around, probably dramatically understates the relevance of this approach to policy.   This time 
around, the logic of optimal control should be front and center in the Fed’s thinking at the very outset, 
which means that the real-time implications of adopting it in to the early stages of recovery will be 
dramatic, in absolute terms and probably relative to people’s intuition, which — to repeat — are likely to 
have been conditioned by a somewhat misrepresentative history.  

And that is not all.  The “cost” side of the cost-benefit analysis involved in optimal control is an overshoot 
of inflation at some point in the future, which the Fed will have to commit to tolerating if it is to apply 
optimal control.  That is, they will have to allow more inflation than they will end up wanting when the 
future actually arrives, as discussed. But, the inflation rate that they will want to achieve at some point in 
the future will not be the 2% long-term target.  No, it will be a number above that, which I think is at least 2 
¼%, as an utter lock, and could easily be as high as 2 ½%.  Those figures relate to the preferred inflation 
rate that the Fed would – in principle – be willing to tolerate overshooting.  Please pause to consider this. 
If I have it right, it is enduring very important.  

Make up strategy is compounding, not just reinforcing  

Before moving on from this idea, let’s pause to do some quantification and to repeat some arguments I 
have made in the past.  The left panel of the chart on page 1 shows that the headline PCE deflator has 
run at a compound rate of just under 1 ½% since the beginning of the last economic recovery more than a 
decade ago.   For a while, it was considered apostasy to claim that the Fed would try to make up for 
inflation “bygones” by targeting an inflation rate above the long-term target for a while.   

Wage growth remains tame, despite… 

Source: BLS, Federal Reserve Bank of Atlanta, FH calculations 
Average hourly earnings are actual to May.  They relate to all private sector workers, for period since 2005.  Prior to that, I splice the data for production 

and non-supervisory workers.  The Atlanta Fed wage tracker is actual to April and — unfortunately — is a 3-moth moving average. 

 At the time, I figured the reference to optimal control was intellectual cover for wanting to make up for the inflation undershoot 1

without raising that apostasy.  This time, optimal control would have much more actual force, as opposed to just being a 
rationalization, because it will be linked — even if quietly — to a separate preference for above 2% inflation, even come the event.
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But the Fed’s behavior in the latter stages of the last expansion was easily consistent with the notion that 
they wanted inflation above 2%, which explains why they repeatedly surprised to the dovish side, I would 
say, a decade.   

In the event, they never achieved that inflation overshoot, mostly likely because of analytical / forecast 
errors and because the COVID shock intervened.  But their dovishness was important for markets along 
the way.  

And is is now consensus that the Fed is interested in some sort of make-up strategy.  At this stage, my 
only point of disagreement with consensus on this issue is that I would argue that the make-up strategy 
has been guiding policy for many years, which is one reason policy has leaned dovish. 

Actual inflation is well below  

Meanwhile, the underlying trend of inflation appears to be somewhere around 1 ½% or slightly above, 
although it is measured unusually high imprecision in the current environment because recorded prices 
on perceived bads and disservices are close to meaningless. For some people, many prices, being a ratio 
of outlays to utility, have the wrong sign, because the utility is negative.  But I think just over 1 ½% might 
be a good guess in this confusing situation.  

Direct measures of inflation pressure in the labor market are at this stage pretty much useless. The 12-
month change of average hourly earnings went from 3.4% in March to 8% in April, before retreating to 
6.7% in May.  In the chart on page 2, I truncate the vertical scale, such that those high numbers are not 
depicted.  That spike is almost certainly just mix shift, as low end workers were let go in April and then 
many were called back in May.    

In principle, the Atlanta Fed’s wage tracker should control for that mix shift, although with an upward 
bias.   But it runs only to April and is published as a 3-month moving average. Still, it is telling that even 2

the smoothed April observation was a downtick, as shown in the chart on page 2.   

Core measures of the Employment Cost Index (ECI) were running at about 3 ¼% in the 12-months to 
March, effectively, pre-Covid (economy) although not shown in the chart.  The tightening labor market that 
was driving the quickening there is now a distant memory.  

Spare capacity in labor market is hard to judge 
 

 The key advantage of the wage tracker is that it follows individual workers as they ascend their earning path.  This controls for 2

mix shift, but it misses that people retire out of the relevant panels at a relative high wage to be replaced by youngsters.  
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There is little question that the COVID recession has created spare capacity in the labor market, although 
the extent of it is hard to judge.  Much has been made of the BLS’s announcement that some unemployed 
workers were “misclassified” in the April and May reports, due to the uniqueness of the current episode.  
To its credit, the BLS has not made ad hoc adjustments to its survey results, as that would ruin the 
consistency of the survey results across time. Instead, the BLS has just made public its view that the 
unemployment rate was understated by 4.8% in April and by 3% in May.  One implication of this, is that 
the recorded decline of unemployment in May, actually understated the improvement in rate of change 
terms.   In the chart above, I adjust the official data in all three metrics to account for this 
“misclassification.”  3

The “true” U3 unemployment rate and the associated output gap, then, are both around 16%.  If the 
unemployment rate were to fall in line with what is implied by my saggy-V forecast, then it would remain 
above 7% by the end of 2021.    4

The end 2021 simulation is probably a reasonable proxy of how “loose” the labor market will be that far 
forward, because — if things work out — the unemployment rate at that point may reflect demand 
deficiency, rather that a Covid-driven shock to the supply of (as well as demand for) labor, as currently.   
In other words, the weakness then will be a function of Keynesian knock-ons, rather than the physical 
effects of social distancing.  

If that is roughly correct, then the Fed will have — at least on the logic of the standard models — have 
made little progress toward its inflation overshoot.  But I would concede that that is by far the tougher call.   
The point I hope to have established in this report is that the inflation objective itself is doubly dovish.  Not 
only does the logic of optimal control suggest that the Fed will want to tolerate an inflation overshoot in 
the future, relative to what will then be its preference.  But its future preference will itself be well above 
2%. 

I think the consensus Fed watcher has internalized the make-up strategy and the odds of the Fed 
adopting optimal control.  But my sense is that the consensus probably views these as belt and 
suspenders, both doing the same job, rather that two independent considerations that should be taken as 
additive.   

And related, I am not sure the consensus gets that optimal control, even taken in isolation, is a far more 
dovish innovation when adopted at the very beginning of a lowflation / high unemployment recovery than 
when asserted as an excuse as the conventional objectives draw near achievement. 

Two caveats, one serious 

We can imagine two possible retorts to the very dovish argument I have set out here.  The first is that the 
Fed basically gives up on its objective to hit 2% inflation over time, which would nullify the logic of a 
make-up strategy.  The second is that the Fed retains roughly the objectives I have ascribed to it, but that 
its behavior is constrained by a fear of stoking financial market overheating.  Let’s take these in turn. 

I take the first risk seriously, although my central case is obviously that the risk is not realized.  It is at 
least conceivable that the Fed decides that the 2% inflation objective is too hard to hit and results in too 
many fibs and contortions to be sustainable.  In that case, they might move toward something resembling 
a nominal GDP target or perhaps shift to a “stability” mandate that does not involve a commitment to any 
particular inflation rate over any particular horizon.   

 Right on cue, the conspiracy theorists and some folks who should know better have gone with “the data are wrong.”  This left of 3

center kookiness is no more convincing than when that old guy who used to fudge the numbers at GE claimed that the Chicago 
Boys at BLS were fudging the numbers to make Obama look good.  I forget his name, but he was nuts. 

 I guess I will settle on saggy-V, and drop the reference to a Y or swoosh which were meant to be equivalent. The V is saggy in the 4

sense that the right side starts off steep but ends up drooping, as the easiest reversals of social distancing are progressively 
achieved, leaving cyclical headwinds. 
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The justification for such a huge shift might be that the original purpose of central banking was to ensure 
stability, and that the inflation objective is just a means to that end, rather than something to be self-
destructively ideological about.   

I would be receptive to that argument, and if I were to hear it being made, then I would tweak the 
argument set out above, to drop the overshoot and stay focused only on the optimal control, which even 
alone would leave me quite dovish.  The thing is, though, we hear nothing from the Fed along these lines.  
So far, they sound like they are still committed to hitting 2% inflation over time, which leads logically pretty 
directly to what I have set out above, if I am doing the reasoning correctly. 

The second retort, that the Fed might be forced to lean into financial overheating, has itself a couple 
problems.  For starters, it is not obvious that equities are overvalued, on conventional grounds, assuming 
the Fed can drive a steady recovery from here.  There are obviously risks, but it is not as though we  can 
point at objective metrics and pronounce the price simply wrong, as we might have done — and I did — in 
the late 1990s. 

Even away from that, the idea that the Fed would conduct monetary policy with a view to warding off 
incipient financial overheating is zero for infinity in real time application since I started doing this about 30 
years ago. There is now way I would take that bet, unless the economy objectives were to change in line 
with the first caveat, which to repeat is not the central case.  

So, for now, early cycle optimal control + make-up strategy = very dovish.  The two are additive, not just 
belt and suspenders, doing the same job.  

Differentiation 

I would like to finish here with just a brief comment on differentiation.  I think it is kind of cool to point out 
that optimal control and overshoot are additive, rather redundant, and that optimal control matters more at 
the beginning of a reflationary effort than it might near the end.  I hope this is striking enough for you to 
want to share it with your colleagues or economist or whatever.  

Need I worry that I am giving away the game in one note? Probably not. First, I may be wrong, and your 
associates may know that. Second, even — as I expect — I am not wrong, history suggests that won’t 
matter much.  Most Fed watchers would not be convinced by this report, because they hear nothing of 
this sort from Fed commentary.  Let’s say I am right anyway. That would go to my opening claim that this 
one will have shelf life.  So into the archives it goes.  

Gerard MacDonell 
gerard@frontharbor.com 

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.

5

mailto:gerard@frontharbor.com

