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RECONSIDERING INFLATION 

 
This is a final draft with citations of a presentation made by Jessica Einhorn, resident Senior 
Adviser at Rock Creek, on October 10, 2016. 
 
In 2012, Ben Bernanke, as chair of the Board of Governors of the Federal Reserve, announced 
that the Fed was adopting a policy of inflation targeting with the target set at 2%. We were 
latecomers to the precise targeting, preceded by New Zealand in 1990, Chile, Canada and Israel 
in 1991 and many others from Indonesia to Poland in the years that followed.  The target was a 
culmination of decades of central bankers fighting inflation, sometimes well above the 2% rate. 
Indeed, by the time it came, inflation targeting was a declaration of victory in the battle to tame 
inflation, as well as a clear marker of the Fed’s determination to maintain those hard-won gains.  
 
The real history of modern inflation targeting begins with Paul Volcker, who became Chairman 
of the Federal Reserve in 1979, when the US was facing runaway inflation. In the late 1960’s, 
inflation of about two percent had become a norm. With the oil price shocks of the 1970’s, the 
Fed began to seesaw from fighting inflation to worrying about rising unemployment and, in that 
context, inflation had reached approximately 9% by the time Volcker became Fed Chairman. 
Volcker pledged to make fighting inflation his top priority and he introduced a technical change, 
which greatly increased his operating flexibility. In October of that year, he made the 
announcement that the Fed would cease targeting money supply and would instead focus on 
the volume of bank reserves in the system.  
 
Without going through all the technicalities, suffice to say that the new approach meant that the 
federal funds rate would be unconstrained. Imagine being in the market as the rate reached a 
record high of 20% in late 1980; inflation had peaked in that year at 11.6%. On a personal note, I 
was early in my tenure in finance at the World Bank as these events unfolded. The experience 
left me in the inflation fighting camp for the rest of my career, well beyond the time the dragon 
was slayed. Thanks to Volcker’s courage, and President Reagan’s support for the independent 
Fed, inflation was below 4% by 1983 and the unemployment rate was declining from its high of 
10.8%. These things happened in the United States and it became the defining shared 
experience of a generation of central bankers around the world.  
 
So much has changed in 35 years. The demographics and sectoral sources of growth in the U.S. 
have evolved with globalization and technology. Even more stunning, the sources of growth for 
the global economy shifted to emerging markets, and then back to the developed world as 
technology moved into a defining role in all modern economies. Now there are signs that 
emerging markets are again the locomotive. The pendulum swings.  
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The question I want to examine here is forward looking. In a world where deflation haunts us, 
and interest rates are negative for trillions of dollars of assets in Europe and Japan, what role 
can and should monetary policy play?  
 
I begin with strong doubts that monetary policy in deflationary or very low inflationary 
environments with near zero or negative rates is simply a mirror image of policy with high rates 
and high inflation. Our central bankers have a shared image of monetary policy but they may be 
wrong. None of them are fools—least of all Janet Yellen. But that does not mean that they are 
not prisoners of history, or at least dutifully fearful of throwing away hard-earned orthodoxy on 
the basis of hunches or theories about growth in the future. 
 
What I hope to demonstrate is that despite all the expertise and arcana that makes monetary 
policy seem like an esoteric club for those in the know, in fact, monetary policy today rests on 
conjectures regarding unknowables.  
 
Let me say it again: Conjectures regarding unknowables.  
 
 
Monetary policy’s feet of clay—two feet 
 
The first foot of clay: Natural rate 
A crucial part of setting interest rates begins with something called “the natural rate of 
inflation.” The concept dates back to the writings of a Swedish economist, Knut Wickshell, 
whose writings in the late 19th century referred to the “natural rate of inflation.” In his time, he 
was referring to the interest rate that would lead to stable commodity prices, but the concept 
has been developed for modern times. Here is the explanation based on a note published in 
2003 by the Federal Reserve Bank of San Francisco1: 
 
The natural rate is the real fed funds rate that is consistent with real GDP reaching its potential; 
and potential GDP is the level of output consistent with stable prices. Ergo, the natural rate is 
the real fed funds rate that is consistent with stable inflation. It is a long run rate and not 
observable empirically but, nonetheless, fundamental to the modeling on which the Fed bases 
its monetary policy decisions. It can change over time, with changes in long term supply or 
demand factors.  
 
Recently, at a conference of the National Association for Business Economics (NABE), Vice Chair 
of the Federal Reserve System Stanley Fischer was awarded the “Paul A Volcker Lifetime 

                                           
1 Williams, John C. “The Natural Rate of Interest,” Federal Reserve Bank of San Francisco, FRBSF Economic 
Letter, 2003-32, October 31, 2003, http://www.frbsf.org/economic-research/publications/economic-
letter/2003/october/the-natural-rate-of-interest/  

http://www.frbsf.org/economic-research/publications/economic-letter/2003/october/the-natural-rate-of-interest/
http://www.frbsf.org/economic-research/publications/economic-letter/2003/october/the-natural-rate-of-interest/
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Achievement Award for Economic Policy,” and he used the occasion to reflect back on his early 
studies in economics2. He recalled that, as a graduate student at MIT in the late 1960’s, students 
were made aware of what is now known as Kaldor’s (Nicholas Kaldor) stylized facts, as 
presented in an article published in 1957. Those facts laid out the long continuities in economic 
behavior in shares of national income by labor and capital; rate of growth of capital stock per 
worker; growth of output per worker; rate of return on investment; and real wage growth. 
Fischer goes on to explain that these factors are no longer continuous and that greatly 
complicates decision making.  
 
Fischer notes that research “has shown a declining trend in estimates of the equilibrium interest 
rate,” which reflects the balance between savings and investment. There is less investment in 
physical capital in a technology based economy than in pre-tech years; slower growth in 
productivity; an aging population alters savings rates and consumption patterns; and capital 
inflows from emerging markets affect the balance. Whatever the causes, Fischer explains, the 
lower equilibrium rate means that the zero lower bound on interest rates becomes a more 
frequent policy constraint. Moreover, we simply do not know for how long the equilibrium rate 
will remain low.  
 
The natural rate has become a central concern for the Fed because, in operational terms, “when 
a Fed person talks about the natural rate of interest, what they’re telling you is what they think 
is the terminal rate of the next hiking cycle.”3 Before the recession, most economists thought 
the rate was 2% but now estimates are “around or just below zero.”4 While many economists 
are wondering why the decline has occurred, Larry Summers ascribes the outcome to “growing 
saving relative to investment.”5 His research leads to the following explanation:  

• Real rates were trending down for 20 years before the crisis and have continued down 
in the aftermath. 

• The US is a beneficiary of others’ problems, with capital inflows leading to downward 
pressure on rates (and a higher value for the dollar).  

• Lower rates have pulled demand forward in time so demand will be lower in the future.  
• Profits are down. 
• Regulation is inhibiting lending to small business so there is little scope for tightening. 
• This is the context for the shift to concerns about deflation, not inflation.  
• The target remains 2% while the problem has turned upside down.  

                                           
2 Fischer, Stanley. “Reflections on Macroeconomics Then and Now,” 32nd Annual National Association for 
Business Economics Economic Policy Conference, March 7, 2016, 
https://www.federalreserve.gov/newsevents/speech/fischer20160307a.htm  
3 Adam Posen, President of the Peterson Institute for International Economics, quoted in Torry, Harriet. 
“Fed Decision Makers Wrestle With So-Called Natural Rate,” Wall Street Journal, June 12, 2016, 
http://www.wsj.com/articles/fed-decision-makers-wrestle-with-so-called-natural-rate-1465751241  
4 Ibid. 
5 Summers, Lawrence. “Before the next recession,” The Wall Street Journal, December 7, 2015. 

https://www.federalreserve.gov/newsevents/speech/fischer20160307a.htm
http://www.wsj.com/articles/fed-decision-makers-wrestle-with-so-called-natural-rate-1465751241
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The second foot of clay: Inflation expectations 
The other foot of clay depends on modeling the inflation expectations of the population, which 
will affect their behavior and, thus, prices. The hypothesis of rational expectations is the height 
of inside baseball for monetary experts, in the sense that it is a complex and detailed 
explanation of how to improve macroeconomic models through taking account of how people’s 
behavior affects the impact of any policy decision. Most people take the language at face value 
to mean that we think rationally and this will affect how we respond to all sorts of government 
actions, including raising or lowering interest rates. That is not far off but the challenge was how 
to build that into a model that could be used to forecast the macroeconomic outlook.  
 
Robert Lucas won the Nobel Prize in economics in 1995 for his research and writings in the 
1970’s. His seminal article was published in 1972, and offered an explanation for why the 
Phillips curve trade-offs between inflation and unemployment do not hold in the longer term.  
The reasoning was that people would come to understand the models being used and, unless 
policy defied their expectations, there would be no impact.  
 
In granting him the prize, the Nobel committee put it this way: “for having developed and 
applied the hypothesis of rational expectations, and thereby having transformed 
macroeconomic analysis and deepened our understanding of economic policy.”6 The key point 
was not new. The prize came from taking these insights and making them usable in an 
econometric model. Obviously, it gets technical to find a way to model this process of 
expectations affecting outcomes from policy decisions.  
 
The models transformed monetary policy for central bankers as they operationalized the insight 
that you cannot increase employment with more inflation. The quip for the Lucas work is that 
(while you can fool some of the people some of the time) you cannot fool all the people all the 
time. The great gift of the insight was the idea that if a government is credible—people believe 
they will do what they say they will do—then you can end inflation without the increase in 
unemployment. This is why Janet Yellen and her colleagues are always communicating their 
intention to “anchor expectations” to increase growth. Rational expectations brought to the 
fore the notion that, if central banks are credible and predictable in their actions, we can reach 
optimal growth with less pain inflicted.  
 
But the question remains:  How do we know whether expectations are anchored?  
 

                                           
6  Press release for The Sveriges Riksbank Prize in Economic Sciences in Memory of Alfred Nobel 1995, 
Royal Swedish Academy of Sciences,  October 10, 1995, 
http://www.nobelprize.org/nobel_prizes/economic-sciences/laureates/1995/press.html  

http://www.nobelprize.org/nobel_prizes/economic-sciences/laureates/1995/press.html
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The Fed communicates both with the goal of anchoring what we expect and to report on how 
anchored we are, so to speak. This has been a major theme during Janet Yellen’s tenure. In 
March 2016, in a speech at the Economic Club of New York, for example, she spoke of how the 
ability to reach the 2% inflation target depends on inflation expectations being anchored.7 In a 
quick review of history, she noted that the FOMC had brought inflation down to low and stable 
levels over the course of the 1980’s and 1990’s. Measures of expectations “derived from both 
surveys and financial markets8 have been remarkably stable,” which kept inflation stable 
through the swings of oil prices and unemployment.  
 
Yellen’s speech addressed the question of whether “inflation expectations may have drifted 
down,” and she finds the data inconclusive. It is worth a long quote: 
 
“Analysis carried out at the Fed and elsewhere suggests that the decline in market-based 
measures of inflation compensation has largely been driven by movements in inflation risk 
premiums and liquidity concerns rather than by shifts in inflation expectations. In addition, the 
longer-run measure …from the Michigan Survey has historically exhibited some sensitivity to 
fluctuation in current gasoline prices, which suggests that this measure may be an unreliable 
guide to movements in trend inflation under current circumstances. Moreover, measures of 
longer-run expected inflation gleaned from surveys of business and financial economists… have 
largely moved sideways in the past year or two. Taken together, these results suggest that my 
baseline assumption of stable expectations is still justified.”9  
 
Inflation expectations are unknowable in an aggregate like the United States and the evidence 
gathered is the best they can do but is far away from proof of anything. As long as the Fed aims 
for 2% as an inflation target, all we know is that they want interest rates to support expectations 
for an increase in inflation when annual price rises are below that level.  We don’t know much 
more, nor do they.  
 
In the marketplace, the Fed watchers look for firming of inflation expectations as a guide to 
whether the Fed will continue its easing. So they follow the scent to see the Fed path ahead. 
Seeing less slack in the economy, or oil prices heading back up, or poor productivity gains, or a 
stable dollar (not strengthening) leads them to conjecture that the FOMC might start raising 
rates because they find that inflation expectations are firming. It is not a game for amateurs.  

                                           
7 Yellen, Janet L. “The Outlook, Uncertainty, and Monetary Policy, ” Board of Governors of the Federal 
Reserve System, March 29, 2016, 
https://www.federalreserve.gov/newsevents/speech/yellen20160329a.htm  
8 TIPS, which are inflation indexed securities issued, are used to measure the inflation expectations out 
the yield curve. The University of Michigan Survey of Consumers is another source. 
9 Yellen, Janet L. “The Outlook, Uncertainty, and Monetary Policy, ” Board of Governors of the Federal 
Reserve System, March 29, 2016, 
https://www.federalreserve.gov/newsevents/speech/yellen20160329a.htm 

https://www.federalreserve.gov/newsevents/speech/yellen20160329a.htm
https://www.federalreserve.gov/newsevents/speech/yellen20160329a.htm
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Let me close with an amusing abstract from a National Bureau of Economic Research (NBER) 
working paper entitled: Inflation Targeting Does Not Anchor Inflation Expectations: Evidence 
from Firms in New Zealand.10 Using new survey material, the authors report “managers of these 
firms display little anchoring of inflation expectations, despite twenty-five years of inflation 
targeting by the Reserve Bank of New Zealand.” I was surprised by that, since New Zealand is a 
small country and its central bank was in the vanguard of central bank targeting.  
 
It turns out that the managers do not doubt the credibility of the central bankers. Rather, 
“managers are unaware of the identities of central bankers as well as central banks’ objectives, 
and are generally poorly informed about recent inflation dynamics. Their forecasts of future 
inflation reflect high levels of uncertainty and are extremely dispersed as well as volatile at both 
short and long-run horizons.”11 
 
Not to be snarky, but the bottom line on anchoring expectations might just be that people do 
not know and do not care.  They want a future that promises rising incomes and plentiful jobs 
or, as we used to say, sustainable non-inflationary growth. If the Fed wants to stay independent, 
these expectations had better be fulfilled. We cannot rely on anchoring expectations to get 
there.  
 
 
Good vs. bad deflation 
 
The financial crisis that peaked in 2008 and triggered the worst recession since the Great 
Depression also concluded the era of inflation-fighting for central bankers. In its wake, deflation 
became the specter that haunted developed economies. There is consensus that deflation is 
best fought through fiscal means, by spending money to reignite growth. But central bankers 
faced their own operating dilemma. Did deflation require a different set of interest rate targets 
and responses; what is the monetary response to interest rates at zero and should there be a 
zero lower bound; and, as a last resort, should central bankers try to reignite growth by 
influencing the allocation of credit in the market?  
 
In 2002, Martin Feldstein, a professor at Harvard and, at that time, President of the NBER, 
delivered a speech to central bankers meeting in Mexico City. Japan was already experiencing 
deflation and he explored why deflation is a bad thing and what can be done to reverse it. He 
noted that, while price stability is ideal, both inflation and deflation interfere with the working 

                                           
10 Kuman, Afrouzi, Coibion, and Gorodnichenko. Working paper No. 21814 “Inflation Targeting Does Not 
Anchor Inflation Expectations: Evidence from Firms in New Zealand,” National Bureau of Economic 
Research, December 2015, http://www.nber.org/papers/w21814  
11 Ibid. 

http://www.nber.org/papers/w21814
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of the economy. He said that moderate deflation can be more damaging than moderate 
inflation but that inflation is more likely to get out of hand. He warned that we should not allow 
“a fear of deflation to provide a rationale for policies that could lead to unwanted price inflation 
or asset price bubbles.”12   
 
Feldstein described how unanticipated deflation creates a shock through the existing stock of 
fixed rate debt. With deflation, a corporation’s real value of annual debt service rises as does 
the ratio of their debt to real capital. “For highly leveraged companies and for financial firms 
with a substantial mismatch of assets and liabilities”13 this can become a serious problem. He 
also described the asymmetric effect on wages of inflation and deflation. While nominal wages 
can rise with inflation, it is very difficult in the real world to cut nominal wages. The market 
adjustment occurs through unemployment, which rises until the market adjustment occurs.14  
 
He goes on to describe how even anticipated deflation can cause problems, if deflation outpaces 
productivity growth or is greater than the real rate of interest on a risk free security. Feldstein 
suggests that nominal wages would have to fall and the real rate of return would at least equal 
the rate of deflation, since he could not imagine negative interest rates. 
 
To combat deflation, Feldstein notes that some economists argue in favor of abandoning the 
goal of price stability (0-2% inflation) in favor of a greater margin of safety—say with a 4% 
target. Others argue for highly expansionary fiscal and monetary policy as the response. He is 
prescient in asking whether increasing the monetary stock could be an answer when interest 
rates are already at zero (quantitative easing); or should central bankers purchase longer term 
securities or even equity? He concludes by saying that fiscal stimulus would also be in order and 
describes how to achieve that through the tax code without raising budget deficits or the 
national debt.15  
 
Almost 15 years later, Larry Summers describes well our poor understanding of how to respond 
to deflation.16 Writing in March 2016, he asks us to imagine our reaction if our inflation 
expectations rose well above 2%, and were on the rise. Imagine that commodity prices are 

                                           
12 Feldstein, Martin. “Deflation, ” address delivered at the BIS central Bankers dinner, November 11, 2002, 
http://www.nber.org/feldstein/deflation.pdf  
13 Ibid. 
14 Ibid. Feldstein also describes the special set of problems in the Euro currency area where different 
economic conditions in member countries can require deflation and higher effective interest rates in 
some countries, stating “The combination of relative price level adjustments among countries and overall 
price stability for the euro area as a whole can cause a period of deflation in some countries.” 
15 Ibid. Feldstein envisions a temporary investment tax credit financed by a temporary corporate tax 
surcharge, or a rise in the value added tax in countries where that is part of the fiscal structure. 
16 Summers, Lawrence. “Economic Policymakers are at Sea on Inflation,” The Washington Post, March 6, 
2016, https://www.washingtonpost.com/opinions/economic-policymakers-are-at-sea-on-
inflation/2016/03/06/a8d8777e-e219-11e5-846c-10191d1fc4ec_story.html?utm_term=.7d11e553d6f6  

http://www.nber.org/feldstein/deflation.pdf
https://www.washingtonpost.com/opinions/economic-policymakers-are-at-sea-on-inflation/2016/03/06/a8d8777e-e219-11e5-846c-10191d1fc4ec_story.html?utm_term=.7d11e553d6f6
https://www.washingtonpost.com/opinions/economic-policymakers-are-at-sea-on-inflation/2016/03/06/a8d8777e-e219-11e5-846c-10191d1fc4ec_story.html?utm_term=.7d11e553d6f6
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soaring, the dollar had a steep decline, GDP growth was accelerating, budget deficits were 
climbing, and then imagine that the Fed would do nothing because they thought the Phillips 
curve would bring inflation back into balance through unemployment. He guesses that people 
would think the Fed was way behind the curve.   
 
He turns to describing the “mirror image” as of last March. Inflation expectations are way down 
in the US and even lower in Japan and Europe; the recent dollar rise is at a pace that occurred 
only twice in the last 40 years; commodity prices are low. But the Fed is predicting 2% short-
term interest rates within two years. Consensus forecasts of growth are only 1.5% in the 
marketplace and yet the Fed is predicting a return to its 2% target. Summers explains that the 
Fed models are not convincing “to most outside observers” and “we are one major adverse 
shock away from a global recession.” Summers complains that central bankers are doing nothing 
to restore their credibility regarding the target rate. He points out that this is the mirror image 
of the years it took the Fed in the 1970’s to appreciate how far “behind the curve” they were on 
inflation and to take strong steps. The first step is to recognize that the problem is not structural 
in terms of supply/demand factors. As with inflation in the 1970’s, we need a shift in paradigm: 
“The important elements will be a combination of fiscal expansion drawing on the opportunity 
created by super low rates and unconventional monetary policies and, in extremis, further 
experimentation with unconventional monetary policies.”17 I read this as try quantitative easing 
and, if that doesn’t work, you will have to go to “helicopter money.”  
 
Around the same time, economist Robert Stauffer took a very different view.18 Stauffer argues 
that in our world of highly competitive international trade in goods, the Fed can be deeply 
misled about deflation by focusing on its core index, which excludes only food and energy. 
Stauffer argues that we should focus only on the service economy, where the Fed can actually 
affect expectations and price increases, and where inflation is already at the Fed’s 2% target 
level. When the Fed uses a faulty model, it is ineffective and loses credibility. “The consequences 
include confused expectations, discord within the Federal Open Market Committee, and a loss 
of credibility as inflation targets are continually missed—as they have been since the 2% goal 
was officially adopted in early 2012.”19 His comments bring to mind the conflicting views that 
emerged over the summer and culminated in the split vote by the FOMC at its September 
meeting.  
 
For me, there is an Alice in Wonderland feel to the targeting enterprise. Here is a quote that 
makes me wonder whether I have slipped down a rabbit hole. An economist at BNP/Paribas 
writes in November 2015: “Today’s CPI report featured an upside surprise to core prices, 

                                           
17 Ibid. 
18 Stauffer, Robert. “The Feds Mismeasure of Inflation, The Wall Street Journal, February 4, 2016, 
http://www.wsj.com/articles/the-feds-mismeasure-of-inflation-1454634291  
19 Ibid. 

http://www.wsj.com/articles/the-feds-mismeasure-of-inflation-1454634291
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reflecting the largest surge in hospital services prices in history of the series” (which goes  back 
to 1997).”20 The overall report is not crazy but it is reflective of how bad news can translate into 
something that sounds like good news for the Fed in meeting its targets. In this case, Obama’s 
health policies, which are mainly targeted to helping the poor, give pricing power to hospitals, 
which use it to increase prices. Those increased prices bring the Fed closer to success in reaching 
their target level of inflation. Taken together, you can see the path to a populist rant. Inflation in 
healthcare costs helps the Fed meet its target. It is a communications challenge for the Fed to 
explain to us why we are better off when hospital costs are soaring.  
 
For consumers, there is good deflation and bad deflation. When healthy competition drives 
down the cost of living through international trade, we should cheer. But when slow growth or 
financial instability leads to widespread unemployment and bankruptcy, deflation is a spiraling 
danger, adding to the pressures on business and not truly benefiting consumers. Changing the 
basket of goods may provide a fix but, one way or another, the 2% target must be applied in 
context and with judgments, which means the FOMC should not base their credibility on slavish 
devotion to a fixed target. As the saying goes: For every complex problem, there is an answer 
that is clear, simple and wrong 
 
 
Operating issues 
 

2007: Before and after 
For many years prior to the financial crisis, the Fed managed monetary policy by buying and 
selling Treasury securities to banks in order to increase or decrease reserves and thereby affect 
the federal funds rate, which is the cost of funds between banks. With the massive buying 
during the financial crisis, the Fed’s holdings grew by more than five times, and reserve balances 
(liabilities of the Fed) ballooned. The Fed could no longer depend on tweaks to reserves for an 
impact on interest rates. Indeed, in the wake of the crisis, the Fed began paying interest on 
reserves.21  

The question in the marketplace becomes how will the Fed conduct monetary policy when it 
decides to raise rates? The “taper tantrum” of the summer of 2013 is still fresh in the minds of 
those who are designing and communicating exit plans for the future, and is being revisited 
across the financial press now that Yellen has strongly hinted that a rate increase will come in 
December. It is likely that the conduct of monetary policy will have to change. An excellent 

                                           
20 Rosner, Laura. Global Daily Macro Monitor, BNP Paribas, November 17, 2015, 
bnp.paribas.economicresearchus@us.bnpparibas.com  
21   Ihrig, Meade and Weinbach. “Monetary Policy 101:A Primer on the Fed’s Changing Approach to Policy 
Implementation, Board of Governors of the Federal Reserve System, June 30, 2015,  
http://www.federalreserve.gov/econresdata/feds/2015/files/2015047pap.pdf  

mailto:bnp.paribas.economicresearchus@us.bnpparibas.com
http://www.federalreserve.gov/econresdata/feds/2015/files/2015047pap.pdf
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research publication at the Fed gives an outline of how the Fed could raise rates, when it 
decides to normalize monetary conditions.22 The Fed has also said that when it commences an 
increase in the federal funds rate it will also start reducing its holdings of securities by not rolling 
over maturing instruments. This too will have an impact on markets as demand by the Fed is 
withdrawn.  

In the meantime, the Fed remains both accommodative and unswerving in its devotion to 
maintaining the 2% target. It leads to tricky communication. In the press release after the June 
meeting, the Fed noted progress in economic growth, increased household spending, and a 
decline in unemployment but noted that job gains have diminished, and business investment is 
soft. And so “the Committee decided to maintain the target range of the federal funds rate at ¼ 
to ½ percent…supporting further improvement in labor market conditions and a return to 2 
percent inflation.”23  The next week, the shock of Brexit magnified downside concerns. This past 
week the jobs recovery alongside the increase in the participation rate of labor made the 5% 
unemployment number a strong indicator of recovery although investment still lags behind 
consumer sentiment.  

Too much stimulus 
With its focus on the 2% metric, the Fed continues to favor stimulus. But critical voices are being 
heard. In the Financial Times, David Folkerts-Landau, Chief Economist at Deutsche Bank, 
criticizes the ECB for insisting that classical monetary measures would stimulate growth.24 First, 
they reduced interest rates, then they purchased large amounts of sovereign debt, and finally 
they imposed negative interest rates. He argues that the ECB is underwriting sovereign debt, 
allowing members to evade structural reform. “Monetary policy” he says is “the number one 
threat to the Eurozone.” Negative rates signal to consumers and companies that things are dire 
and that uncertainty “means people save more and capital expenditure remains stagnant….this 
is not the time for slavishly following a doubtful economic dogma—it is the time for common 
sense.”25  

Raghuram Rajan, while he headed India’s central bank, also spoke out against too much 
stimulus.26 In a speech in London, Rajan complained that “central bankers are running out of 
ammunition for stimulating their economies.” After eight years of the same policies, we “have 
to ask ourselves is that the real problem.” He likened stimulus to a bridge that smoothes out 

                                           
22 Ibid. The technical aspects are useful to review not only for the feasibility of raising rates but for 
implications across money markets. 
23 Press release, Board of Governors of the Federal Reserve System, June 15, 2016, 
https://www.federalreserve.gov/newsevents/press/monetary/20160615a.htm  
24 Folkerts-Landau, David. “The ECB should change course before it is too late,” Financial Times, May 
6,2016, https://www.ft.com/content/50e45cc4-12aa-11e6-91da-096d89bd2173  
25 Ibid. 
26 Giles, Chris. “India’s central bank governor warns on stimulus overuse,” Financial Times, May 15, 2016, 
https://www.ft.com/content/f29ff700-1929-11e6-b197-a4af20d5575e  

https://www.federalreserve.gov/newsevents/press/monetary/20160615a.htm
https://www.ft.com/content/50e45cc4-12aa-11e6-91da-096d89bd2173
https://www.ft.com/content/f29ff700-1929-11e6-b197-a4af20d5575e
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gaps in the growth rates. He also warned against fiscal policies that burden future generations 
and infrastructure projects unless they have demonstrable high returns. People need to 
recognize that “slower growth was probably part of ageing economies and perhaps the result of 
low interest rates, which protected inefficient companies from going out of business.”27 

Zero lower bound 
For a long time, monetary policy was premised on the notion of a zero lower bound (ZLB) for 
interest rates, on the grounds that if you charge savers for the right to save, they will move to 
holding currency. We all take money so much for granted, and the time value of money is so 
ingrained, that we forget that currency itself is accepted ONLY insofar as we believe and trust 
the government that issues it.28 Interest rates scraping near the zero level undermine that trust 
because they stand virtue on its head, rewarding debtors and punishing savers.  
 
With considerable hyperbole, I confess, I find the discussion around the ZLB and the 2% target a 
doctrinal crisis similar to the Protestant Reformation in the 16th century, when doubters of the 
faith called into question the beliefs and practices of the Roman Catholic Church.  
 
Some call for staying on course and being patient, the target will be hit. That is the position of 
Janet Yellen and Stanley Fischer, and of the FOMC. But in Europe the theology is harder to 
sustain because they crossed the boundary into negative rates and skepticism is growing. The 
heart of the argument is the credibility gap and loss of faith in central bankers.  
 
Central bankers from around the world gather each year to exchange views in August at the so-
called Jackson Hole Symposium. In 2015, the topic was Inflation Dynamics and Monetary Policy, 
and ZLB was discussed. In the FT’s words: “The meetings exposed just how much uncertainty 
there is among central bankers of the perplexing dynamics of inflation—and the reasons why it 
has stayed low in so many western economies.”29 Some of the papers argued against simple 
rules and in favor of incorporating “larger, disruptive forces…. Factors such as changes in the 
labour share of income, demographics and fiscal policy” should not be overlooked. Research 

                                           
27 Ibid. 
28 Bitcoin and other such alternatives are the anti-statist alternative, useful for corruption, trade in drugs 
and other illegal goods. They are a poor second for citizens in democratic countries where wealth is not 
seized without due process. 
29 Fleming, Sam. “Central bankers fear threat of low-growth rut,” Financial Times, August 28, 2016, 
https://www.ft.com/content/e93cec28-6ce8-11e6-9ac1-1055824ca907  On a related note, the 2015 
Jackson Hole Symposium sponsored by the Kansas City Federal Reserve focused on “Inflation Dynamics 
and Monetary Policy.” All the proceedings and papers are available online. I found of particular interest a 
paper by Jon Faust and Eric Leeper entitled “The Myth of Normal: the Bumpy Story of Inflation and 
Monetary Policy.” There is no simple rule or model that can guide monetary policy decision making 
because the real world is too complex. Policy makers have to consider a wide array of variables and then 
make judgments, to the best of their abilities. 
 

https://www.ft.com/content/e93cec28-6ce8-11e6-9ac1-1055824ca907
https://www.kansascityfed.org/%7E/media/files/publicat/sympos/2015/econsymposium-faust-leeper-paper.pdf
https://www.kansascityfed.org/%7E/media/files/publicat/sympos/2015/econsymposium-faust-leeper-paper.pdf
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presented showed that a financial crisis can cause companies to raise not lower prices to stretch 
for earnings and profits.30  
 
The FT captured the mood in early 2016 with a Big Read on “Negative Thinking.”31  Taking note 
of online rage in Tokyo, fears of currency wars, concerns for the profitability of banks who do 
not pass the negative rates on to their depositors, negative rates signal to the market place that 
“central banks are at their wits’ end over how to invigorate growth and dispel the spectre of 
inflation.”  
 
By January, Wolfgang Munchau of the Financial Times declared that the target has lost 
credibility. “Once people have lost confidence in an inflation target, it becomes very hard for the 
central bank to persuade them to trust the target again.”32 He notes that the governing council 
of the ECB is not of one mind on the target, with Germany seemingly comfortable with a target 
more in the range of 0-2%. In particular, the target is more of a ceiling than a floor in the minds 
of important figures.33 
 
“The Unintended Consequences of the Zero Lower Bound Policy” was the subject of an NBER 
Working paper issued in June 2016.34 The authors examined the impact of low rates on money 
market funds and found that the funds change their product offerings to riskier asset classes or 
exit the market. Also, fees have to be lowered. The overall result is a reallocation of resources as 
well as a shrinking of capital available to borrowers from those funds. I am sure more papers will 
follow. Managing monetary policy with deflation and negative rates is the new frontier and 
awaits a new paradigm to replace the 2% target.  
 
 
Credit allocation 
The impact of low rates can bring unwelcome attention to central bankers from social groups 
that suffer the consequences. Wage earners stuck with low nominal increases and retirees who 
see no cost of living increase in their government provided pensions can become allies in their 

                                           
30 Ibid. 
31  Wigglesworth, Lewis and McCrum. “Negative Thinking”, Financial Times, February 18, 2016, 
https://www.ft.com/content/7333e92a-d4a2-11e5-829b-8564e7528e54  
32 Munchau, Wolfgang. “Mario Draghi’s inflation targets miss the mark,” Financial Times, January 24, 
2016, https://www.ft.com/content/1ab0a836-c0f9-11e5-9fdb-87b8d15baec2  
33 See Forelle, Charles. “Everything You Need to Know About Negative Rates,” The Wall Street Journal, 
August 8, 2016, http://www.wsj.com/articles/everything-you-need-to-know-about-negative-rates-
1456700481 and Fairless, Tom. “Inflation Target Draws Ire From All Sides,” The Wall Street Journal,  
March 13, 2016, http://www.wsj.com/articles/inflation-target-draws-fire-from-all-sides-1457890011  
34 Di Maggio, Marcio and Kacperczyk, Marcin. “The Unintended Consequences of the Zero Lower Bound 
Policy,” NBER Working Paper No. 22351, National Bureau of Economic Research, June 2016, 
http://www.nber.org/papers/w22351  
 

https://www.ft.com/content/7333e92a-d4a2-11e5-829b-8564e7528e54
https://www.ft.com/content/1ab0a836-c0f9-11e5-9fdb-87b8d15baec2
http://www.wsj.com/articles/everything-you-need-to-know-about-negative-rates-1456700481
http://www.wsj.com/articles/everything-you-need-to-know-about-negative-rates-1456700481
http://www.wsj.com/articles/inflation-target-draws-fire-from-all-sides-1457890011
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grievance.  Several commentators have drawn a link between the populism of the far right in 
Europe and the popularity of Donald Trump in the US, each of which is attributed to frustration 
with the status quo.  
 
In desperation, some central bankers cross red lines as they move to influence credit allocation 
in the hopes of boosting inflation. Last Spring in Japan the central bank under Governor Kuroda 
called for a new kind of ETF, which would include only “the shares of companies that are 
increasing capital spending, expanding spending on research and development or boosting what 
the Bank of Japan calls human capital.”35  Recently, he has followed up with his unconventional 
management of the yield curve. Similarly, the ECB has offered to pay banks to borrow funds 
(despite negative rates) so long as they use the funds to lend to the real economy. This is credit 
allocation pure and simple.  
 
In the U.S. the frustration level is less-- with better growth and strong employment numbers. 
With hindsight, Chairman Bernanke’s view of how the Fed managed in the crisis is best summed 
up in the title assigned by the editors to his opinion piece: “How the Fed Saved the Economy.”36 
Bernanke has stayed on message, which is the Fed cannot do everything but it can do two things 
that are very important – mitigate recessions and keep inflation low and stable. It avoids 
deflation by targeting the 2%. But his call is for Congress to step up with fiscal policy “to improve 
worker skills, foster capital investment and support research and development.” 
 
Helicopter money 
After the shock of Brexit, Alan Blinder warned against a too facile view of “helicopter money” as 
the antidote to our monetary impasse.37 Blinder defines the term properly as governments 
“making fiscal transfer payments and financing them by creating new money, rather than by 
adding to the national debt.” He notes that the term derived from a thought experiment by 
Milton Friedman in a 1969 article, in which he posits a one-time event of a helicopter dropping 
thousand dollar bills on a community. But Blinder is vigorously opposed to the idea in practice 
because he notes that its effectiveness in reversing deflation guarantees calls for its repeated 
use, not a one-time event.  
 
Blinder goes on to explain that we are misled by our knowledge that “fiscal stimulus (transfers) 
and monetary stimulus (money creation) together are more powerful than either one 

                                           
35 Mackintosh, James. “Central Banks Creep Toward Uncomfortable Role: Central Planners,” The Wall 
Street Journal, March 21, 2016, http://www.wsj.com/articles/central-banks-creep-toward-
uncomfortable-role-central-planners-1458587741  
36 Bernanke, Ben. “How the Fed Saved the Economy,” The Wall Street Journal, October 4, 2015, 
http://www.wsj.com/articles/how-the-fed-saved-the-economy-1443996826   
37 Blinder, Alan. “Those Money-Laden Helicoptors Hovering on the Horizon,” The Wall Street Journal, July 
6, 2016, http://www.wsj.com/articles/those-money-laden-helicopters-hovering-on-the-horizon-
1467846361  

http://www.wsj.com/articles/central-banks-creep-toward-uncomfortable-role-central-planners-1458587741
http://www.wsj.com/articles/central-banks-creep-toward-uncomfortable-role-central-planners-1458587741
http://www.wsj.com/articles/how-the-fed-saved-the-economy-1443996826
http://www.wsj.com/articles/those-money-laden-helicopters-hovering-on-the-horizon-1467846361
http://www.wsj.com/articles/those-money-laden-helicopters-hovering-on-the-horizon-1467846361


 

 
1133 Connecticut Avenue N.W. | Washington, D.C. 20036 | Telephone: (202) 331-3400 | Facsimile: (202) 331-3420 

 
14 

separately.”38 Classically, helicopter money could provide the antidote to the rise in rates, which 
would result from increased government budget deficits. But with interest rates effectively zero 
and going nowhere, monetary stimulus is not the problem. And this monetary phenomenon 
depends operationally on creating more bank reserves to stimulate lending but, with low 
interest rates, the reserves are already idle and would just grow in size. Moreover, that kind of 
coordination between Fed actions and fiscal actions is almost impossible to achieve and would 
probably mark the beginning of the end of Fed independence. Blinder noted that when 
Bernanke mentioned the idea a few months back, he added that “it’s not immediately obvious” 
how to make it operational. In other words, it is fanciful and dangerous.  
 
 
Summing it up   
 
In the wake of Brexit and now the US election, the consensus is that the FOMC will further 
postpone any increases in the Fed funds rate (or sales of the securities on its balance sheet) 
through at least December 2016. The main metric for Fed action remains the 2% target for 
inflation, despite the fact that the global system is fighting deflation and negative interest rates 
are in place in Europe and Japan. For the US, where interest rates hover near zero since 2008 
(rising to .25-.50 in December 2015), the Fed is losing credibility with its insistence that the 2% 
target will be hit at some point in the future. The challenge for monetary policy is to learn more 
about the dynamics of deflation. It may well be that fiscal policy and structural factors are the 
effective tools for countering deflation. In the meantime, central bankers are not eager to admit 
that they have run out of ammunition and are almost irrelevant to the economic challenges of 
their time.  
 
Behavioral studies have shown that decision making is influenced by what’s already in our heads 
through experiences and shared images of the world with colleagues we respect. It is hard to 
break out, especially in a group model, which so heavily favors consensus decision making.  
 
Some of you may know of the Hussman Funds, and be familiar with John Hussman’s “”Weekly 
Market Comment.” A friend who knew my interests directed me to his note of September 14, 
2015, entitled “The Beauty of Truth and the Beast of Dogma.”39 Hussman is a fierce and 
outspoken critic of monetary policy. In this note, he begins with the work of psychologist Daniel 
Kahneman, who won the Nobel Prize in economics in 2002 for his work on decision making. 
Kahneman took note of how most decisions are made by rapid intuitions rather than careful 
examination of evidence. The way to avoid error is “to temper your intuition by considering the 
actual correlation between the data you are given and what you are trying to predict.” He then 

                                           
38 Ibid. 
39 Hussman, John. “The Beauty of Truth and the Beast of Dogma,” Hussman Funds Weekly Market 
Comment, September 14, 2015, http://www.hussmanfunds.com/wmc/wmc150914.htm  
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produces lots of scatter graphs to show that “the correlation between central bank policy rates 
and subsequent GDP growth is next to nothing.”40  
 
Hussman’s main argument is that these errors are not benign because “suppressed interest 
rates encourage yield-seeking speculation, enable low-quality creditors access to the capital 
markets, direct scarce savings toward unproductive malinvestment, subsidize leveraged carry-
trades, and unleash a whole host of ‘structured’ products ‘engineered’ by financial institutions 
to directly or indirectly piggyback on the good faith and credit of the Uncle Sam.” We don’t 
change our desired level of saving, consumption or real investment because the Fed has bought 
Treasury securities, we just take the currency and hold more idle money (i.e. velocity falls), and 
a quarter point hike is meaningless for the real world decisions that matter. He quotes a banker 
friend (Kit Juckes), who says: “even those like me who see a deflationary bust awaiting think the 
Fed should hike….because the longer you leave it, the bigger the financial market excesses 
become, and the bigger the risk of financial dislocation…”41  
 
Hussman does not deny the potential for taper tantrums but his main point is that the short 
term effects of starting to normalize are overwhelmed by the longer term effects on asset 
valuations of continual deferrals.  
 
Hussman is more colorful in his rant but not alone in his concerns.  
 
So let’s conclude with Martin Feldstein, whose speech in 2002 examined deflation well before 
anyone imagined its coming. In July 2016, he warns that Fed actions to fight deflation are based 
on arguments that will “bump inflation over 3% in the next few years, setting up interest-rate 
increases.”42 Feldstein reasons that the Fed is aiming for an unemployment rate that is even 
lower than the long term sustainable rate (4.6% vs 4.8%), which implies that the Fed will accept 
inflation higher than the 2% target. He sees the Fed aiming to raise the inflation rate to 3% and 
then raising the federal funds rate close to that level, without bringing on a recession. IF they 
succeed, they will have the headroom to lower rates again in case of a downturn. “It would be a 
clever policy but it would also be a policy of high-risk fine tuning.”43  
If financial markets do not trust the Fed to rein in inflation after it passes the 2% real rate, then 
long term rates will rise with all the impact on housing and bondholders that could precipitate 
the recession they hope to avoid. Feldstein asks if there is an alternative, noting that it is not 
helpful at this stage to say should have begun normalizing in 2014. He calls for the Fed to 
accelerate the planned rise in short term rates, since we are essentially at full employment now. 

                                           
40 Ibid. 
41 Ibid. 
42 Feldstein, Martin. “Where the Fed Will Be When the Next Downturn Comes,” The Wall Street Journal, 
July 5, 2016, http://www.wsj.com/articles/where-the-fed-will-be-when-the-next-downturn-comes-
1467760682  
43 Ibid. 
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Acting now, would alleviate the incentives to reaching for yield that “creates risks of financial 
instability.”44 And echoing his speech of so long ago, he says we should not depend on monetary 
policy alone. A better route would be a fiscal boost in the short term along with longer term 
reductions in spending to bring the debt down over time.  
 
 
Conclusion 
 
Jacob Viner famously said that a period of transition is a period between two periods of 
transition. With that in mind, we can say that we are now in the period of transition from 
inflation fighting to deflation fighting for central banks trying to reignite growth. What comes 
after this transition will be another backward looking glance at deflation, likely to a new era of 
inflation, which is not yet visible on the horizon. Or maybe not. But the end of history does not 
seem likely.  
 
For now, it feels atavistic to read the Fed’s communications on how it is aiming for a 2% target 
for inflation in the ever-receding medium term.  
 
Monetary policy as presently practiced is not well suited to the economic challenges of our time. 
There is a risk that in trying to be relevant the Fed will contribute to asset price inflation and 
financial instability. But our central bankers are fully cognizant of the risks and data dependent 
in their practical judgements. My guess would be that they will not practice what they preach 
but will practice what is practical. And they will hope for a fiscal policy after the election that 
does its part to sustain growth and normalize rates.  
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