August 11, 2020

Dealing with macro’s dirty little secret
Simply put, tweaking inflation targets, communications strategies, or even balance sheets is not
an adequate response to the challenges now confronting the major economies. Rather, ten years
of below-target inflation throughout the developed world, with 30 more expected by the market,
and the utter failure of the Bank of Japan’s extensive efforts to raise inflation suggest that what
was previously treated as axiomatic is in fact false: central banks cannot always set inflation rates
through monetary policy.
Europe and Japan are currently caught in what might be called a monetary black hole – a liquidity
trap in which there is minimal scope for expansionary monetary policy. The United States is one
recession away from a similar fate, given that… …there will not be nearly sufficient room to cut
interest rates when the next downturn comes. And with ten-year rates in the range of 1.5% and
forward real rates negative, the scope for quantitative easing and forward guidance to provide
incremental stimulus is very limited – even assuming that these tools are effective (which we
doubt).
Larry Summers, Anna Stansbury, Whither Central Banking?, Project Syndicate, August 2019
There is quite a bit of discussion these days along the lines that the Fed is “about” to adopt a preference
for inflation running above its long-term target of 2% for a few years, as part of a make-up strategy
designed to reset inflation expectations higher. In my view, this discussion is about eight years behind the
curve, give or take a couple years, as the Fed has in fact had a preference for above-target inflation since
early in the last expansion. That the US has sustained lowflation over this period is a reflection of
constraints weakening the effect of monetary policy and — occasionally imperfect economic forecasts
leading to minor policy errors. But the Fed’s preference has been clear to me, and it has had practical
implications, as I will touch on below.
It is just that the Fed leadership has chosen, until recently, to be a bit coy about the issue, perhaps
because of political constraints, a conservatism bias, or the need to bring along the more orthodox
members of the FOMC. That hesitation has broken down in stages over the past several years, to the
point where Jay Powell has recently chosen to preview the results of the Fed’s ongoing policy and
strategy review and suggest that it will result in an “enhancement” to the Fed’s interpretation of its
mandate. The consensus has taken this — correctly in my view — as a heavy hint that a formal
commitment to an inflation overshoot is in the works.
The Fed leadership’s understated preference for higher inflation expectations has been relevant to
markets in a couple ways during the past decade. First, leaving aside communication, the Fed has
systematically erred on the side of supporting growth over inflation containment, even on those (rare)
occasions when higher inflation seemed to be emerging as an issue. On a couple occasions the Fed
ended up being too tight, but less and more briefly too tight than it might have been.
Second, the preference for higher inflation has inclined the Fed also to be dovish in its communication,
even while not making the source of that dovishness entirely clear. For example, the Fed abrupt’s shift to
dovishness in late 2018 was presented as an implication of estimates of the natural real interest rate (r*)
coming lower. That was demonstrably a deflection, which was obvious even real time. In fact, the speed
with which the Fed transitioned to ease reflected in large part that they were aiming at, without quite
pulling off, an inflation overshoot.
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The leadership’s evolution towards being more explicit seems partly a reflection of the mere passage of
time, and the learning / confidence building that allows. It may also reflect that the Fed finds itself back
at the zero bound with little room to operate further on nominal mid to longer term yields via rates
guidance (or, less relevantly, QE in default free securities).
Apparently, they have decided that one way to get (ex-ante) real interest rates and yields lower is to
operate on inflation expectations directly, at least to the extent they can. We have seen inflation
compensation in nominal-indexed spreads widen out, entirely through a decline in indexed (or “real”)
yields, with nominal yields being pinned to their record lows. That aspect fits neatly with what I think the
Fed has been up to here.
On the other hand, the “easy” part of the renormalization of inflation expectations, at least as implied by
inflation compensation in the bond market, is now behind us. The move in breakevens to date can easily
be rationalized as just part of risk and illiquidity “on”, triggered in part by the Fed, although not necessarily
primary via its comments on inflation. After all, breakevens are merely back to levels more consistent with
even depressed inflation expectations in the real economy, not to mention the inflation convexity offered
by the design of indexed bonds when inflation expectations are low.
To achieve a further rise of inflation expectations from here will require that the Fed is credible in acting
on what I take to be its inflation preference. And that brings us to the main question raised by this report.
How can the Fed manage macro’s dirtly little secret, which is that that there is no guarantee that a central
bank, even one “coordinating” with its treasury, is not necessarily, as a matter of an axiom, able to choose
the inflation rate, even approximately and even at long horizons?
The short answer, as I see it, the rhetorical question invokes two possibilities. The first is a good luck
scenario, in which the Fed’s inflation preference is self-actualizing. If the current recovery evolves into an
expansion and leads at some point, not soon, to resource constraints tightening, then we could imagine
moving higher. That scenario does not actually rely on a Phillips Curve, in which an overshoot of activity
“leads” higher inflation. Rather, the inflation could emerge in a new Classical setting in which nominal
demand just pushes ahead of supply and the result is higher prices. I mention this because the good luck
scenario can easily be robust to a disappearance of the Phillips Curve, which works in its favor.
Importantly, the Fed would choose not to fight the inflation overshoot, and one can at least imagine
recognition of that spilling back into activity today, which also fits into the self-actualizing, good luck story.
In the event that things do not work out on their own, the odds favor the Fed calling for and receiving
(additional) help from fiscal policy, as I will argue in some detail below. My take here has little to do with
the Fiscal Theory of the Price Level (FTPL), while holds that government debt operates on inflation
expectations directly, with those expectations in turn visiting the present. Nor is my argument an
expression of MMT, although in the current context it is not so far off, practically speaking.
Expansionary fiscal policy can raise the level of aggregate demand at any given interest rate. Another
way to put this, is that it can raise r*, and thereby ease the constraints imposed by the lower bound on
interest rates, which is effectively zero in the United States. With the lower bound less proximate,
monetary policy can get more traction, which will in turn — I presume — allow policy makers to deliver
higher inflation which will in turn further reduce the constraint imposed by the lower bound, by raising the
nominal neutral rate. So far this is fairly textbook stuff, to the point perhaps of seeming obvious. But it is
not necessarily fully embraced. A key premise here is that the US has a lot of room to do fiscal
expansion, and that doing so will raise the default-free / risk-free real interest rate, helpfully, rather than
driving up fiscal risk premia or creating unhelpful expectations for a forced fiscal consolidation down the
road.
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The problem

Source: BEA, FH annotations, which are subjective
Data are actual to June.

The Fed’s preference
Before turning to what role fiscal policy might play in the Fed’s achievement of its inflation preference, I
will quickly reiterate what that preference even is. I have been over this quite a bit in earlier reports and
notes, so I will cover it here in assertion form.
The Fed has missed its inflation target to the low side by an average of 50 bps since the trough of the
Global Financial Crisis (GFC) . In order to prevent an unwanted further decline of inflation expectations,
and indeed to restore inflation expectations to a level consistent with the 2% target, the Fed will want to
run inflation above 2%, perhaps at an average pace of about 2¼% for a few years. I use false precision
in the interest of tangibility.
This can be, and usually is, characterized as a “make-up” strategy. And I see little problem with that
practically speaking. But I think it is also relevant that the Fed can anticipate inflation getting stuck below
2% in the wake of the next business cycle peak, and so may want to make up for bycomings as well as
bygones. This point held in the last cycle too, even though the Fed failed to realize its preference. It
seems obvious that there would be little discussion of doing a make-up strategy if the 2010s episode
were believed to be a one-off, not to be replicated. And it should be equally obvious, then, that the Fed is
looking forward and motivated primarily by that consideration. The strong form of this argument is that
making up for bygones is not even required to generate a case for aiming above 2% now. This point was
practically important when the consensus had a reflexive aversion to considering bygones. It is less so
now, because the Fed speaks almost exclusively in terms of bygones, which is easier.
Aiming for above-2% inflation is sometimes thought of as an expression of Optimal Control (OC). But that
is a muddle. OC involves committing to accepting an undesirable outcome in the medium- to longerterm, because that will allow the central bank to speed its achievement of the desired outcome, in the
presence of long lags in the effects of monetary policy and a role for rates guidance.
The difference between Optimal Control and Conventional control, then, is that the Fed values the entire
path of outcomes, not just the result at a presumed policy horizon. Of course, there is no reason to deny
that OC may be incremental, at least to some extent. The Fed may tolerate the prospect (not just risk, but
probability) that inflation will rise to 2½% if doing so allows them to get to 2¼% more quickly. OC is not
the justification for the desired overshoot, but it is incremental to it.
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But how to get there?
Having identified what the Fed is trying to achieve, at least as I see it, the question now is how much
credibility the Fed might have in securing the achievement. With the 10-year inflation breakeven having
already widened 100 bps off its Covid-crisis tights, this question of the Fed being actually able to move
inflation expectations, as opposed to merely achieving risk-on and illiquidity-on, is more pressing.
For a while, there was some appetite among the talking heads for a couple easy, but unlikely, monetary
solutions to lowflation. The popularity of these arguments probably contributed to risk on, but on the
specific question of inflation moving higher, believing in them would have made an investor very early:

• While he later ended up denying it, former Fed Chairman Ben Bernanke used to imply that the Fed

could use its balance sheet to drive inflation expectations higher. In the event, QE occasionally moved
breakevens, probably through the link to risk on, but it is now recognized fairly broadly that there is no
link from the size of the balance sheet to prospective realized inflation. I would go further and say QE
in risk-free assets is pretty much pointless away from its rates signalling and transitory greater fool
effects. And the spirit of that is captured in the citation from Summers and Stansbury at the top of this
note.

• More recently, there has been some discussion of Helicopter Money or, more formally, money-financed
fiscal expansion. There is little question that a helicopter drop could cause hyperinflation if applied
forcefully enough. But the idea that Helicopter Money could cause a desired or near desired rise of
inflation falters on the calibration problem, for which advocates of H money have come up with no
plausible fixes. The idea is a no hoper, at least in the United States outside full economic collapse. A
failure to accept that may be in part a function of orthodox refusal to accept macro’s dirty little secret.
You can see a strong hint of that in Bernanke’s writing, around the turn of the century, on helicopter
money and central bank balance sheets more generally.

Potential source of contrary intuition

Source: FRED, CBO, Treasury BEA, Federal Reserve Bank of New York, FH calculations and estimates
Public debt figures from 1962-69 are annual from CBO and converted to quarterly via repeat. Subsequent data are quarterly, FRED to 2020 Q1 and
Treasury for Q2. GDP figures are from BEA and actual to Q2. Laubach-Williams estimates of R* are current to Q1.
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A new old idea
The main speculation offered here is that, absent the Fed stumbling into good luck, the main path to
hitting the inflation preference will be support from fiscal policy, specifically in the form large fiscal deficits
and a rising federal debt.
That will support aggregate demand growth for any given level of the policy interest rate. Or if you prefer,
or even don’t dislike, it would raise the neutral real interest rate r*. With r* higher, the Fed will be less
constrained by the zero bound. And the relaxation of that constraint will allow the Fed to make good on its
inflation preference, which would further relax the constraint imposed by the zero bound.
At the simplest level of intuition, it seem straightforward that more expansionary fiscal policy should raise
r*. However, until recently, the consensus has tended to favor the view that the effects of fiscal impetus
are as transitory as the impetus itself, and that there is no link between the level of the federal
government debt and r*.
I would guess that there have been two basic supports under this consensus. First, and most obviously,
there has been no correlation in the data between the ratio of central government deb to GDP and
estimates of r*. The chart above demonstrates this in the case of the USA, but it is perhaps more
famously the case in Japan. You are probably familiar with the JGB widow-maker trade.
Second, and probably motivated by the simple empirical evidence noted immediately above, many of us
have had the sense that a large central government debt just stores up the need for fiscal contraction
further down the road, and weakens aggregate demand growth through this channel. At some risk of
being too informal, it is as if Ricardian equivalence might operate in the long-term. The logic of Ponzi
public finance, which I discuss below, probably largely undermines that worry. But it remains in our
intuition, I think.
A good example of this orthodox view, a term I use with no disparagement implied, might be this speech
by former Fed Vice Chairman — and academic star — Stanley Fischer, from back in 2017. Reading
between the lines a bit, he attributed the decline in r* basically to: slowing total factor productivity growth,
demographics (aging and more slowly growing population) and “uncertainty.”
He makes a passing reference to a deficit, but it is the US current account deficit, not the fiscal deficit.
Had the US current account deficit not narrowed during the 2010s, global rates would “certainly” be
higher, he claims. Fischer does mention the influence of fiscal policy, but it is not clear if he refers to the
potentially stimulative effects of getting the debt “problem” under control or its opposite: the theme that I
am driving at here. It is not so long ago that stimulative austerity was taken seriously, even when applied
to sovereign issuers.
A case for Ponzi public finance
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Abstracting from the catch-all of uncertainty, which I admit to not taking seriously as a description of a
secular trend, Fischer’s thesis sounds a lot like the view that r* is largely determined by potential growth,
the sum of labor force population growth and productivity growth. This reduction is imperfect because the
coefficients on population and productivity might not be equal and because there are more to
demographics than just population growth. But the reduction is not so far off. So, consider the chart
above, which you will have seen before.
The left panel of the chart contrasts the CBO’s (current vintage) estimate of potential GDP growth with the
estimated real yield on a conventional 5-year Treasury. (That yield is quite closely correlated with
estimates of r* over periods where both are available.) The evidence here hardly disproves the notion
that the potential growth rate and r* are systematically related. But it strongly suggests that r* is not fully
determined by potential. And as an aside, I might mention that the weakness of this empirical relationship
is one reason that there is a move afoot in academic macro to get rid of the simplifying assumption,
implicit in many models, that r* and growth are basically the same thing. In any event, there is plenty of
room here for influences from other variables, including perhaps fiscal policy, which is obviously the point
here.
Another implication of the large slippage from potential growth to r* is implicit in the label placed on the
chart. When r* is well below potential growth, g*, sovereign debt tends to be self-liquidating over time,
unless there is a primary deficit. As of the close Monday, the spread between estimated potential growth
and the real yield to the conventional 5-year Treasury is an astounding 320 basis points. With the debt
roughly equal to the GDP, this means that the US can run a primary deficit of 3.2% of GDP without the
debt ratio rising. The primary deficit is currently much larger than that, which is why the debt is actually
soaring. But that is not the issue. The issue is that when r is durably far below g, there is never an
incentive to default and lose access to capital markets. Rolling will always be the dominant strategy,
which the markets will recognize by assigning now fiscal risk premium atop r*.
Accordingly, I am very receptive to a paper published about a year ago by Lukasz Rachel and Larry
Summers investigating the link between secular stagnation, r*, and fiscal policy. Receptive is probably
the right word, because I will skip the pseudo-academic bit about being able to assess its technical
validity. That would be way beyond my competence. The key issue, rather, is that it reports a fairly broad
consensus among the deep thinkers that fits very neatly into my practical hypothesis.
A key point of the paper is to document that the “pure” or “private sector” neutral real rate has fallen by
about 700 basis points during the past few decades and has contributed to secular stagnation by making
monetary policy less effective owing to the proximity of the zero bound on rates. Along the way, though, it
delves deeply into how government debt, and fiscal policy more generally, have affected r*. They get into
the theory in some detail, but a reader friendly version of their argument is implicit in this speech from
former Minneapolis Fed Governor Narayana Kocherlakota, as they mention in a footnote.
The authors estimate that fiscal policy has offset 400 basis points of the decline in the pure r*, so that the
decline in overall r* has been limited to “only” (my term) 300 basis points. For Rachel and Summers, the
moral of this story is that fiscal policy makers need to reassess the idea that fiscal consolidation is a good
idea, even over the long haul. And they need to be particularly careful about “fixing” the entitlement
programs, social security and medicare. There may be little Grand in a so-called Grand Bargain, for
those of you who can remember that from the early days of the last economic expansion.
What interests me about the paper is the link they draw from fiscal policy to r*. The reason is that if r* can
be raised via fiscal policy, then then constraints on the Fed’s pursuit of fiscal policy imposed by the zero
bound can be doubly relaxed, as described above.
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Regarding our purpose here, the paper may be said to have two parts. The first involves a survey of the
literature investigating the “simple” empirical link between government deficits and debt on the one hand
and the level of r* on the other. They report a broad agreement that more expansionary fiscal policy,
leaving aside the social insurance aspect, tends to raise r*.
The central tendency estimate, using pooled data for the advanced economies, is that the roughly tripling
of public debt since the 1970s has raised rich-country r* by about 150 basis points over the past 40 to 50
years. The authors suggest that this is probably an understatement of the effect, because of identification
problems in the simple empirical approach and the high odds that fiscal expansion has been endogenous
to other forces driving down r*. In other words, the tendency of falling r* to cause fiscal expansion can be
confounding.
Whether those 150 basis points are an understatement or overstatement is beyond my competence.
What matters for the point I am trying to establish in this report is that there is a general agreement that
fiscal policy is economically significant and that the sign on its effect is not ambiguous.

Source: Lukasz and Summers (2019), linked above, p.20.

The second relevant (here) aspect Rachel-Summers involves stepping away from a “simple” empirical
approach, in which the relationship between debt and rates is econometrically estimated, in favor of a
model-based approach in which endogeneity is more tightly controlled, but at the expense of having to
rely on calibration rather than the data.
They simulate two models, one emphasizing the effects of deficits on the saving / investment balance,
and another emphasizing the role of sovereign debt securities as a form of insurance against idiosyncratic
risks (facing households) in a world of incomplete insurance markets. They then combine the two models
to assess all the major influences on r*, including those many that have tended to depress it. They find
that fiscal policy, broadly taken, has tended to raise r* by 400 basis points over the past half century.
As mentioned above, that is not necessarily the punch line of the paper. The authors go on to discuss
other forces that have tended to reduce the neutral real rate, including rising inequality, slowing
productivity, an aging population, and lengthening life expectancy.
The purpose there seems to be warn against government policies that would further exacerbate the
decline of r*, which they view as unhelpful in part because it exacerbates secular stagnation. They also
mention that the sum of the estimates of the individual influences under-predicts the actual decline of r*,
which highlights that there are errors around their estimates of the influences, as well as perhaps some
influences not considered. (Rising market power?)

7

Source: Lukasz and Summers 2019, linked above, p.33

For our purposes here, however, the punchline is that r* can be pushed higher, and the influence of the
lower bound on rates eased, by running large fiscal deficits. This would be particularly the case if those
deficits were in service of the social safety net, but it would apply generally as well.
It is crucial to my argument here that the magnitude of the coefficient linking fiscal expansion — or fiscal
support more broadly — to r* is not particularly important. The reason is that I assume that fiscal policy
will — or at least can — remain at an expansionary setting until the debt level rises to a point at which r*
(which is inherently default free) moves higher.
If r* is sensitive, then fiscal expansion works its magic quickly. If it is not, then presumably we get
relatively more fiscal expansion. The point is that fiscal policy is the obvious path in this environment to
raising raising r*, easing the constraint imposed by the lower bound on rates, and thus allowing the Fed to
pursue its inflation objective. In putting it this way, I do not mean to imply that the inflation objective is
more important than growth itself. Rather, I am just staying on topic.
So far, this argument is expressed with greater confidence than I actually have, in the interest of clarity.
There are two ways this story might go wrong. The first has to do with the logic of Ponzi public finance.
The argument here assumes — forthrightly — that the fiscal expansion has no effect on perceived default
risk or on the perceived need for a fiscal contraction down the road because local to current interest rates
at least, fiscal capacity is not an issue.
If that is wrong, then we have an issue, either because fiscal expansion will raise risk premia in the bond
market, unhelpfully, or because participants in the real economy will begin to anticipate future fiscal
consolidation, which is itself contractionary. Another way to put this is that that government debt remains
solidly risk free, even as the supply of it continues to rise steeply, in a helpful way. I think this is a good
bet, the one I want to make.
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The second risk to my story is admittedly more daunting. Policy may end up not reacting to the signals
from the capital markets, amplified by the Fed, to sustain large deficits, even after the immediate crisis
has passed. The odds of this risk being realized seem to me to be below even. Free stuff, as the
Austerians sometimes put it sarcastically, is usually considered to be a political winner, so there should be
bipartisan support for this approach. 1 And it seems obvious to me that the Fed will continue to urge the
Congress to maintain large deficits, while treading more lightly on the old bromides about how the long
run issues need to be dealt with at some point. The message will be less mixed and thus easier to hear.
However, there is always the risk that the politicians refuse to play along, either because they fail to
internalize the implications of the zero bound on rates interacting with the logic of Ponzi public finance,
because they rely on outdated intuition, or because one side decides that it is in their interest politically or
ideologically to engage in scorched earth macro policy, as we saw during Obama’s first term.
I think I know how the Fed can manage macro’s dirty little secret. The first and simplest way is just by
putting itself in the way of good luck. The economy eventually cycles stronger to the point where capacity
constraints tighten and inflation begins to move higher, with little to no resistance from the Fed, at least
initially. In that good luck scenario, the Fed preferences end up being self-actualizing. There is no
guarantee monetary policy alone can do the trick. The dirty little secret is still valid. But things just work
out, helped along by the Fed at least being adamant about what it wants.
In the event that the zero bound on rates remains binding on aggregate demand and thus inflation, the
situation is more complicated. Many analysts were far too early to the re-inflation theme, thinking it could
easily be pulled off with balance sheet expansion, helicopter money, or other mechanisms whose
imagined efficacy was mostly evidence of wishful thinking — among monetarists, broadly taken.
The more credible form of unconventional support, in my story, comes from the fiscal assist, in the form of
sustained expansion. It is not guaranteed, and for it to show up in further breakeven widening may take
time, given the ever present dominance of the cycle and the fact that breakevens are no longer
egregiously compressed.
But it is the bet I would make. And perhaps more to the point, it is the bet that investors looking for wider
breakevens are making. The easy, fast acting stuff was never plausible. But time has moved on.
Gerard MacDonell
gerard@frontharbor.com
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In his Presidential Address to the American Economics Association a year and a half ago, Olivier Blanchard presented a paper making a forceful
case for Ponzi public finance. He pointed out a distinction between conditions under which Ponzi finance might be feasible vs conditions where it
might be advisable. Just because policy makers can get away with it does not mean they should. Uncertain certain conditions, Ponzi finance might
be welfare reducing, even if indefinitely sustainable. But he does not believe the conditions are currently in place to make that distinction interesting.
So the “free stuﬀ” concept applies, at least within Blanchard’s view, even though the original intention of that term is probably disparaging.
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