September 28, 2020

Policy coordination is endogenous
And lacks the drama you may expect
Markets and especially market observers have long been stoked about policy “coordination.”
When I first started looking at things, the most prominent form of coordination was in currency
intervention, which was meant to be more potent if cooperative. “Not only is the US Treasury intervening,
but so is the Bundesbank! BoJ could come in any moment.” Geez, there is no escape.
After the tech bust, and the roughly coincident recognition that inflation was no longer the main cyclical
threat, the focus of the excitement seemed to shift to internationally coordinated monetary policy ease. If
the Fed and ECB acted together, then that had more sparkle. This was especially the case if central bank
liquidity swaps were involved. And the fact that few people understood how those swaps work(ed) was
more feature than flaw. “This will improve dollar liquidity in Europe. I don’t know what those words mean,
but it must be bullish.” This is not to suggest that there is no fundamental point to currency swaps, just
that their effects can be reinforced by the sizzle.1 And that people generally get jazzed by coordination.
Most recently, in the post-GFC world, monetary-fiscal coordination within a single country has become the
rage, and for reasons that are likely to endure. In this report, I pull together some ideas I have been
pushing over the years to set out the form of coordination that is actually coming. Or perhaps I should say
already in place and likely to intensify. After all, these are not new ideas, to me or folks in charge. I have
addressed many of them before. And my focus here is more to connect dots ahead of the election than to
get into analytical detail on any one dot.
The more “scandalous” the better

Source: Youtube

1The

picture above is Alan Grayson from 2009 grilling Bernanke over swaps the FOMC had arranged with 14 central banks during
the depths of the crisis. Bernanke explained that the swaps were not novel and did not require even invoking emergency authority.
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Price signal
The coordination likely to play out here here runs through price signaling in the bond market, with
reinforcing ratification from the Fed, rather than formal announcements from the Fed and Treasury
together. This is an unsexy form of coordination because it avoids the Great Man interpretation of events
and invokes the mundane idea that monetary and fiscal policy are both endogenous to developments in
the real economy.
In short, lowflation and a low equilibrium real interest rate, r*, will encourage the Fed to peg nominal rates
to zero for a long time, which the bond market discounts. Low bond yields will, in turn, make it easier for
the Treasury to run large deficits, via the logic of Ponzi Public Finance. And the two forces working
together should help the economy deliver results roughly in line with the Fed’s newly announced goals,
despite the constraints imposed by the lower bound on nominal rates reflecting the low r*. In other words,
once the policy makers solve for the economics, the low r* crowds in fiscal support even as it weakens
the effect of the Fed acting alone.
The Fed’s contribution to the price signal will (continue to) come in two forms. First, aggressive rates
guidance will reinforce the effects on medium-term yields of lowflation and low r*. Second, the Fed
leadership will increasingly tell “Treasury”, broadly construed to include Congressional authorization, that
they should react to this by loosening up their own purse strings, on the grounds that it is not dangerous,
at least for now.
The central bank leadership will probably be more nuanced on this theme than I would be. The Fed will
probably continue with the boilerplate caveat that fiscal policy will have to consolidate at some point over
the “longer term.” In my view, that muddles the message and misses that a higher debt/GDP ratio might
be helpful in its own right, rather than just something to be tolerated in order to get a positive Keynesian
fiscal pulse in the short run.
Still, the idea that the Fed welcomes fiscal stimulus should get across. This seems particularly ensured in
the event of a Democratic sweep in November, which might literally land a clever Fed governor in the
Treasury Secretary’s office. Brainard can explain to Biden how this works, if she has not already done so,
directly or via a staffer.
The idea would probably also get across in the event of a Trump reelection with a Republican Senate.
And even in the “divided” government scenario of Biden with a Republican Senate, I would not exclude
the outcome, because the next election is always looming and fiscal ease sells politically.
Helicopterless
Perhaps the best way to put what I see actually coming in proper context is to contrast it with two more
radical and novel forms of “coordination.” The first two items in the list below are the alternatives. And the
third is what I expect to happen — or continue:

• Helicopter money or more formally “money-financed fiscal expansion”
• Soft coordination, pursuing conventional economic results, rather than a particular monetary injection
• Price signal to Treasury, starting in real economy and ratified by the Fed
One interesting aspect of the history of helicopter money that is probably under-appreciated is that former
Fed chairman Bernanke is to blame for much of the confusion around it. Bernanke revived the idea of H
money, quite inappropriately, while attempting to argue the claim that any central bank can pull itself away
from lowflation, as a matter of principle, if it will only apply itself forcefully. To my knowledge, Bernanke
first trotted out this idea to a general audience while lecturing the Bank of Japan about its “self-induced
paralysis” during the late 1990s. And it had a strong echo in his subsequent rationalizations of large scale
asset purchases (QE), at least in the early going.
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In its original version, Bernanke’s claim was that it was impossible for a central bank focused on reflation
to fail because it could ultimately resort to helicopter money. Most likely, the central bank would succeed
by printing money to fund purchase of domestic or foreign assets, either of which would ease overall
financial conditions, and probably by enough. But in the extreme, it could do a helicopter drop which, as
a matter of simple logic, could not fail (emphasis added):
Suppose that the yen depreciation strategy is tried but fails to raise aggregate demand and prices
sufficiently…. An alternative strategy… … is money-financed transfers to domestic households—the real-life equivalent of that hoary thought experiment, the “helicopter drop” of newly printed
money. I think most economists would agree that a large enough helicopter drop must raise
the price level. Suppose it did not, so that the price level remained unchanged. Then the real
wealth of the population would grow without bound, as they are flooded with gifts of money from
the government—-another variant of the arbitrage argument made earlier. Surely at some point
the public would attempt to convert its increased real wealth into goods and services, spending
that would increase aggregate demand and prices.
Bernanke’s mistake here was to express helicopter money as distinct from as QE in degree rather than
type. That was a huge error whose effects are still with us, I think in part because economic research is
itself path dependent. See former Citibank chief economist, William Buiter, here for an example of that
confusion.
Contra Buiter, the key feature of money-financed fiscal expansion has nothing to do with balance sheet
operations in the first instance. From the perspective of economics, a money drop delivered at the zero
bound would be just as effective without central bank balance sheet expansion in the first instance, as it
would be without. I have explained, sorry argued, this repeatedly and yet the world, except policy makers
in charge, refuses to listen.
He brought the confusion on himself, but there is really no chance of this ever being apt
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The key feature of an effective money drop is that the central bank makes a solemn promise that the
fiscal expansion will ultimately be financed by a permanent expansion of the currency stock and thus by a
tax on that stock, in the form of inflation. And it is impossible to calibrate that promise to deliver a rise of
inflation that is even fully determined, let alone small enough to be desirable. I have been over this many
times before and I am pretty sure my take is effectively consensus among policy makers. I would just
point out that Bernanke brought this on himself — and on the many analysts who remain confused over
it.2 Analysts really believe that the purchase they can observe is the fundamental. They are wrong.
The bottom line here is that a helicopter drop in the United States is implausible, except perhaps in the
extreme case in which the US economy were to get in a such dire deflationary spiral that the prospect of
very high and indeed indeterminate inflation were to become a desirable alternative. Thankfully, that
scenario is itself unlikely, because — for whatever reason, maybe the New Keynesian models are right —
rich-country economies seem to stagger back toward equilibrium after a deflationary shock, even if the
path is disappointingly slow and involves chronic lowflation. If you think this casual aside needs arguing, I
agree.
Softer, but probably still too hard
A gentler and probably far more plausible (not to mention likely effective) form of coordination would be
what I call here the “soft” version. I get that term from a paper published at the BlackRock Institute
authored by former central bankers Fischer, Hildebrand, and Boivin along with Elga Bartsch, formerly of
Morgan Stanley.3
They proposed that the best way to get out of the “next” recession would be for the Fed and Treasury to
take a formally coordinated approach, just one that happens to be plausible. To wit, the Fed would peg
medium- to longer-term yields at a minimal level and promise to maintain them there until some set of
economic objectives, including desirably higher inflation, was achieved. The low yields would be directly
stimulative, on conventional grounds. More to the point, they would ensure that the aggregate demand
effects of fiscal stimulus would not be offset by higher bond yields. The Treasury meanwhile would
promise to maintain a large deficit, i.e. easy fiscal policy, until the same economic objectives were
achieved.
I have one quibble with the approach, but it is hardly damning. As I see it, fiscal stimulus would probably
not require that sort of backstop from the Fed. The logic of Ponzi Public Finance would prevent the
market from protesting the credit implications of a rise of the debt/GDP ratio. Meanwhile, the durationsupply effects on the Treasury term premium would probably not be that important, particularly in the
macro environment envisioned. And if the stimulus began to put upward pressure on the expected path of
the nominal funds rate, then that would be a sign that it is working. Upward pressure on the default-free,
zero-duration rate in a scenario in which the fiscal stimulus fails at stimulating demand is incoherent.
The thing is, though, the instruments are sensibly defined. Fiscal policy stays stimulative and bond yields
stay pegged until the policy is seen working. In contrast, promising to monetize a meaningfully large
fiscal expansion would make the whole situation indeterminate, because of the calibration issue.

The evolution of Bernanke’s commentary on this issue is interesting. By the time he became a governor and the prominence of
the lower bound on rates was becoming prominent in the US, he began to distance himself from the idea that helicopter money is
the ultimate expression of balance sheet expansion. For example, this speech delivered on the Japan situation in 2003 was much
less intemperate than the one delivered in 2009, whose title suggested that the BoJ was suﬀering from self-induced paralysis. And
in his book, The Courage to Act, he described the source of his own nickname as “nonsense.” On the other hand, Helicopter Ben
has even recently expressed support for the use of helicopter money, if “needed”, and suggested that the calibration problem is
resolvable. He is seemingly wrong about that and, more to the point, outside consensus among those now running policy.
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I thought the paper was very good because it proposed a plausible strategy that would probably work and because it was clear
at the outset that what they were proposing was distinct from helicopter money. But for a reason that is not quite clear to me, the
authors sloppily referred to getting “central bank money into the hands” of private sector actors. That is not what the proposal
actually involves, and the helicopter money enthusiasts, eager to be confused, promptly ran with it.
3
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As I see it, there is no fundamental problem with this soft coordination. When I first heard of it, it struck
me as highly plausible and a very useful foil to implausible helicopter money. In light of how things have
evolved, though, it does not seem likely, simply as a matter of practical politics. The Fed is not interested
in medium to longer-term yield caps, at least for now. And there is no willing partner at the Treasury for
this sort of thing. Even Brainard is more dubious than she was.
What’s actually coming — and partly here
This brings us to the final, likely form of monetary-fiscal coordination, which involves a price signal that is
largely endogenous to the economy operating on both aspects of macro policy. The Fed plays an
important role here, but it is not necessarily even primary. The Fed ratifies and somewhat amplifies the
signal running from the economy through the market and thence to Treasury. And it may also play an
educational role, assuming that my take on the Fed is correct and that the Fed is itself right.
The key bit of economics here is a recognition that the same forces generating creating downward
pressure on r* and thus bringing about the constraints imposed by the effective lower bound on rates
justify aggressive fiscal expansion. The Fed is just the messenger, although one whose voice will
probably become louder.
It is not exactly clear what the reason is, despite ample speculation on the subject, but this environment of
secular stagnation seems to have put more downward pressure on the risk-free real interest rate than on
the potential growth rate although, both have fallen.
I like to depict this as a widening gap between the estimated real yield to the conventional 5-year
Treasury and the CBO’s estimate of the economy’s potential growth rate. I have flashed that chart a few
times recently.
But to avoid repetition, we can also look at how the Laubach-Williams approach to estimating (zeroduration) r* and the g* that presumably influences it. For our current purposes, the L-W presentation is
arguably superior because r* and g* are linked there systematically and because r* is taken to be entirely
exogenous to the Fed’s actions. This r* is something that arises endogenously in the economy and which
the Fed reacts to. Note that r* has fallen much further than estimates of trend growth, g*, globally and
particularly in the United States. This is not something Helicopter Ben did, whatever the offside hair-shirts
might plead.
The Fed reacts to this

Source: Federal Reserve Bank of New York, as linked above.
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The fact that r-g is so deeply negative suggests that the US has a very large fiscal capacity, via the logic
of Ponzi Public Finance, and that a higher/debt GDP ratio might even be benign. To elaborate just a bit, if
a higher debt/GDP ratio were to raise r*, as is the conventional take, then it would slightly mitigate the
constraint imposed by the effective lower bound on rates, without seriously challenging fiscal
sustainability. So this is a double-barreled, real-economy based signal to the Treasury to do fiscal
expansion, to which I would say with some confidence, US fiscal policy makers are already reacting.
In my view, there are three things to point out about the Fed’s role here. First, the Fed’s influence on the
medium-term path of the nominal funds rate is probably mostly endogenous. For the most part, the
reason the funds rate will stay low for the next several years is that r* is low. (Lowflation also “helps” for
now. But that is separate. In fact, lowflation is the problem here to be fixed by the Fed.) I hasten to add
that the Fed does not react to its own estimates of r*, despite its occasional pretensions to the contrary.
The Fed reacts to data; and if the estimates of r* turn out to be roughly correct, then the observed real
interest rate will roughly follow r*, incidentally. Still, this leaves the policy rate effectively largely
endogenous to what real economy forces are generating.
Second, I ought not weaken my point by overstating it. The Fed’s newly-announced, more-dovish
reacting function has allowed them to deliver very aggressive rates guidance, which will probably serve to
anchor, say, the 5-year real yield even relative to r*. It is not the primary force, but nor is it irrelevant.
Rates guidance matters for term structure, even if it is not the primary influence. The part of the term
structure that is not easily explained by r* is arguably what does the work of driving the business cycle,
which is effectively the Fed’s medium term objective. What is secondary for you, is more primary for them.
Third, the Fed can play an educational role here, again assuming that I understand the Fed correctly and
that they themselves have the right take on how things work. Very unsurprisingly, the Fed is being
increasingly vocal about its desire for an assist from fiscal policy makers. The leadership still occasionally
sticks in the boilerplate reference to the need for fiscal policy to consolidate over the longer term. In my
view that is unnecessary and arguably even unhelpful, to the extent that a higher debt/GDP ratio at all
horizons might actually be an outright positive, as opposed to just tolerable. But to the leadership’s credit,
they are dialing up the volume on the call for immediate fiscal support and backing slightly away from the
earlier pious bromides about the longer term. If the leadership were very fully to internalize the logic of
Ponzi Public Finance, those bromides might disappear outright. For now, the direction of the evolution
communication here is clear.
This point about Fed education is probably secondary or literally tertiary, as implied by the sequencing
here. Congress and the Treasury will over time react more to the bond market than to the Fed, which is
probably perfectly fine. Still, it relates pretty directly to recent speculation that Joe Biden would appoint
Fed Governor Lael Brainard as Treasury Secretary if he were to become president. In that case the Fed
“education” effort would be a little more personal and direct!
One interesting thing about Brainard is that she has followed the rest of the world in recognizing that a
durably and deeply negative r*-g* means that fiscal policy should be allowed to rip. For example, contrast
this talk to Brookings in early 2017 with this speech to the Chicago Booth Monetary Policy Forum this
February.4 The earlier talks mentions that fiscal policy can help raise r*, presumably a good thing in the
current regime, but it also warns that the accumulation of a long string of deficits can reduce fiscal
capacity. By 2020, such references to fiscal capacity constraints are gone. The brief discussion of fiscal
policy beginning on page 8 is accessible and well worth the quick read.
It is striking that she concludes by suggesting that the principles guiding fiscal policy are also due for
review. Maybe she will end up being an important reviewer there. If so, it would matter because her
thoughts tend to anticipate events, as evidenced by the monetary policy aspects of that same talk from
early this year. Away from the yield caps not being implemented, it was quite prescient.

Brainard has spoken more recently on the need for immediate fiscal support, for example, here. But I use the slightly more dated
“recent” reference because it is focuses more directly on the role of fiscal policy.
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So, that is how I see monetary-fiscal coordination most likely playing out in the event of a Democratic
sweep. The signal to expand fiscal policy originates in the real economy but it will be ratified by the Fed,
via their rates guidance, public pronouncements and possibly having one of their own in the US Treasury.
That is the scenario easiest to describe, and I guess at this point it is the single most likely. There is
nothing much even radical about it. They heavy lifting has already been done, by recognizing the logic of
Ponzi Public Finance, with r* well below g*, and by the Fed announcing and even more fully committing to
their dovish reaction function. The news when it comes will be in the form of the next fiscal package, the
Fed welcoming it, and people across markets at least implicitly figuring out what is actually going on,
hopefully helped along by this piece asking you yet again not to get distracted from the plot by H money.
In the case of a Biden presidency with Republican Senate the situation here is trickier. Divided
government, especially in this configuration, can generate gridlock and return to austerity. I view that as
anti-growth and long bond friendly, at least in isolation. But there are a couple reasons not to think it has
to derail the Fed’s benign objectives here.
First, a tight Senate might incline the GOP to be a bit more amenable to fiscal expansion this go around
compared with last.
Second, the absence of aggressive fiscal expansion would lower the odds of the reflation working, but
probably not below even, at least ultimately. That is a separate discussion, which involves uncertainty
and is longer than would be appropriate to go over here. But FWIW, I would just assert that the most
likely scenario there is delayed, rather than aborted reflation. And the other scenarios (Republican sweep
outside the House, and Trump victory with D Senate) are probably in the middle in terms of their
implications here.
The only point to add beyond that, IMV, is that many of these ideas are already embedded in policy and
therefore in the markets. The analyst who were eager for — and too optimistic about — easy and
implausible remedies, like helicopter money, missed an entire decade of lowflation and the Fed having to
stay durably dovish. It amazes me that some of them would dare to declare victory here. What the….
But we all learn over time and the current understanding seems to favor the maintenance of large fiscal
deficits and perhaps even a return to renewed Keynesian fiscal impetus, with the main driving force there
being the state of the real economy and with an additional assist from the Fed, along fairly conventional
grounds, actually.
Gerard MacDonell
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