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Welcome to The Market Monetarist (2011-10-01 11:08)
Since the outbreak of the Great Recession a new economic school has emerged basically as a result of blogging
on the internet. I have in a recent [1]working paper termed this school Market Monetarism. The purpose of
this blog is to follow the theoretical and empirical development of Market Monetarism as well as hopefully
contribute to the development of the school.
While other Market Monetarism blogs like Scott Sumner s [2]www.themoneyillusion.com have a strong focus
on day to day developments in especially US monetary policy and the US economy in general I will try to
focus more on drawing parallels from current developments to monetary theory as well as to look at monetary history. Furthermore, I believe that Market Monetarist bloggers have been too US centric for very
natural reasons as most of the key Market Monetarist bloggers are based in the US. I will therefore try to
see monetary developments in a more international perspective.
In my day job I am Head of Emerging Markets Research at Danske Bank, but the views in the blog will not
necessarily represent the views of Danske Bank or Danske Markets. However, my experience as a participant
in the international financial markets and my experience with Emerging Market research will undoubtedly
colour my blogging. That said, I do not intend on having a special Emerging Markets focus in the blog.
If you have interest in the development of the Market Monetarist paradigm and have done research within
or about the paradigm I would be happy to receive your research and see whether I can blog about it. As
such I hope my blog can to some extent become a facilitator for Market Monetarist research. I therefore also
welcome guest bloggers to blog about their research.
I hope you will enjoy reading my blog posts. Welcome to The Market Monetarist!
Lars Christensen
1. http://thefaintofheart.files.wordpress.com/2011/09/market-monetarism-13092011.pdf
2. http://www.themoneyillusion.com/
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Marcus Nunes (2011-10-01 14:31:12)
Lars Great! The ”cabal” is growing.
Lars Christensen (2011-10-01 14:41:09)
Thanks Marcus.
Lorenzo from Oz (2011-10-03 01:10:09)
Glad to see you are blogging and are proudly flying the ’Market Monetarist’ tag: coined it, proud of it – good for you.

Four reasons why central bankers ignore Scott Sumner s good advice (2011-10-02 09:30)
[1]Scott Sumner and other Market Monetarists forcefully argue that monetary policy can and should be used
to return nominal GDP (NGDP) to it’s pre-crisis growth path. In the US that is around 5 % yearly NGDP
growth from a level 12-14 % above the present level.
However, so far the Market Monetarist arguments have failed to convince central bankers to use monetary policy to close the NGDP gap (that is to return NGDP to its pre-crisis growth path).
In my view there are four overall reasons for that (To Scott: none of them are stupidity). These four
reasons are all variations of what Milton Friedman termed the [2]Tyranny of the Status Quo policy makers
tend to prefer what they know contrary to the unknown even though the unknown might actually work
better.
Market Monetarists argue that there is no liquidity trap in the Keynes-Krugman sense, but I would argue that there is what we could call an institutional liquidity trap which is to blame for the continued status
quo in monetary policy.
The institutional liquidity trap can be found in four versions:
1)
2)
3)
4)

Currency union
Fixed exchange rate policies
Foreign currency lending
Bubble paranoia

Obviously, if a country is in a currency union it can naturally not pursue an independent monetary policy without leaving the currency union. So even if the solution (if such a thing exists&) for Greece is a
massive loosening of monetary policy to lift NGDP back to the pre-crisis growth path then that is not possible given Greece s euro membership.
Similar institutional restrictions on monetary policies exist in countries with fixed exchange rate policies
in place - countries like Lithuania or Latvia. A fixed exchange rate policy is easier to give up than membership of a currency union, but for countries like Lithuania and Latvia the fixed exchange rate policies have a
quasi-constitutional status, which is after all why these policies have successfully remained in place for now
nearly two decades in the Baltic countries (Estonia has joined the euro).
A third and also challenging restriction on monetary policy is the widespread existence of foreign currency
lending in certain countries in especially Central and Eastern Europe. Central bankers in countries like
Hungary and Romania where foreign currency lending (in especially Swiss franc) is widespread rightly or
wrongly feel that they cannot loosen monetary policy and weaken the currency without endangering financial
12

sector stability as a weaker currency would sharply increase household and corporate debt levels.
Finally, from a Market Monetarist perspective the most frustrating institutional liquidity trap is what we
could term Bubble paranoia. Even the most diehard Market Monetarist will acknowledge that the three
institutional limits described above can be hard to get around, but in many countries such restrictions on
monetary policy do not exist. Rather the restrictions primarily exist in the heads of policy makers. It is
very common these days that central bankers around the world will warn against low interest rates on the
grounds that there is a risk of new bubbles emerging. In fact no fear seems to bigger among central bankers
these days than the fear of bubbles. Paradoxically enough back in 2005-7 very few central bankers seemed
to think monetary policies had become overly loose. Now it is all many central bankers can talk about.
So even if Scott Sumner is right on the medicine (NGDP path level targeting etc.) then there are four
institutional liquidity traps, which limits central bankers to follow Scott s advice. Therefore, it might be
time for Market Monetarist to consult public choice theorists (and maybe even psychologists!) on how to
convince central bankers to do the right thing.
1. http://www.themoneyillusion.com/
2.

http:

//www.amazon.com/Tyranny-Status-Quo-Milton-Friedman/dp/B001OL6VQQ/ref=sr_1_3?ie=UTF8&qid=1317540817&sr=8-3

Marcus Nunes (2011-10-02 14:26:38)
Lars Long ago Bernanke summed it up as ”self-induced paralysis”. He´s just become the latest victim!
Josh (2011-10-02 18:33:24)
AdviCe! You’ve given your high school english teacher a heart attack, I hope you’re happy... Good to see you blogging
though.
Lars Christensen (2011-10-02 19:15:11)
Josh, thanks for spotting that one - maybe I should actually read what I write before publishing it;-)
Benjamin Cole (2011-10-02 20:26:15)
Excellent blogging. I contend that not only are central bankers (and others) worried about bubbles, they believe
that fighting inflation is a moral cause, not just an economic policy: ”Inflation is theft” and ”if a country debases
its currency, what next will it debase?” You may also have bond holders who militate against higher interest rates
that would accompany inflation. And also (in the USA) people who want Obama out. The moral argument for
zero inflation, usually coupled with some sort of gold fetish, is a tough one to fight. If a cause is moral, then the
costs of pursuing that cause are secondary. We didn’t complain about costs in WWII, for example. In the USA we
spent ourselves silly fighting Communism and then terrorism. Somehow we have to topple the sentiment that fighting
inflation is a crusade, and establish the idea there are times to pursue growth and moderate inflation policies (like
now). But I especially credit Lars for understanding that now the argument must be won in PR terms. It is not an
economic argument any longer—I think the NGDP’er crowd is obviously right. Our battle now is to convince the
public and pilcy-makers.
Lars Christensen (2011-10-02 21:11:40)
Ben, thanks a lot. You know I am a bit on the ”scared” side concerning inflation. Not that I see any real risk of
inflation getting out of hand in the US or the euro zone, but rather because I think fundamentally don’t that higher
inflation permanently can increase growth. Therefore, I stress rules rather than a certain level of inflation. In fact I
think that we could easily live with moderate deflation if expectations have adjusted to that (George Selgin is right
also about that). The problem now in both the US and the euro zone is that there is excessive demand for money
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- and as such monetary conditions are excessively tight and that is why NGDP is well below the pre-crisis trend.
Monetary policy should counter act that and that is likely in transitory period to lead to higher inflation and that
should not be considered a problem. I increasingly think that central bankers do not really fear inflation. Their real
(but irrational) fear is for bubbles in asset markets. There is no doubt that many central bankers think that politicians should be ”made to pay” for the policy mistakes and especially for moral hazard. Moral hazard undoubtedly is
a massive problem, but the solution is to implement an overly tight monetary policy.
David Glasner (2011-10-02 22:25:41)
Lars, I just gave you a plug on my blog. Welcome to the blogosphere. We can always use another voice on behalf
of good sense and rational policy-making. It’s especially good to have someone like you, with practical experience in
the trenches, offering a perspective as opposed to ivory-tower types like Scott and me (whatever practical experience
I have as government economist has nothing to do with banking or monetary policy). As for deflation, I agree in
principle that deflation is not incompatible with full employment and growth, but it is a little more complicated than
just getting expectations in line with deflation. One also has to worry about a situation in which expected deflation
approaches the real rate of interest, so that the nominal interest rate falls close to zero. Nominal interest rates below
2 % may be dangerous, so unless you have a pretty high real interest rate, deflation can be risky.
Lars Christensen (2011-10-02 22:34:57)
David, thanks. I will see how much blogging I will be able to manage, but I will try. I agree that there is certainly
risk in regard to pursuing deflation as a policy goal, but my point is that I think it is very important both from
a theoretical perspective and from a ”PR perspective” to stress that Market Monetarists (and others in the family)
do not advocate inflationist policies. Higher inflation in a transitory might be a result of brining US or European
monetary conditions back to pre-crisis ”levels”, but monetary policy should not be directed toward permanently higher
inflation.
Benjamin Cole (2011-10-02 23:11:00)
Lars—Again, thanks for blogging, and if us market monetarists have minor disagreements, we should set them aside
”for the duration.” The more important objective is to get a serious hearing–and of course, general acceptance–for
market monetarism. An old saying is ”better to be roughly right than exactly wrong.” I very much hope market
monetarists form alliances, and pursue their policy objectives in public and aggressively. I may try to organize some
sort of group op-ed for the WSJ. BTW, I am not a Phd economist, so I will happily defer on any of the fine points.
I write from the perspective of a lifelong financial reporter and small businessman. However, my masters’ thesis in
college was ”CAP”–Comprehensive Anti-inflationary Policies.” That was 1979 and I am glad it is not online.
Marcus Nunes (2011-10-03 02:36:34)
As I mentioned in my last post commenting on Jim Hamilton´s take on Barney Frank wanting to issue a ”gag
order” on regional Fed presidents: The MM solution: Drop talk of inflation and introduce an NGDP explicit
level target. The benefits are clear. First of all it would be much harder for the ZLB to be reached. Second, you don´t have to even consider an alternative form of necessary commitment . It´s one and the same for
all time! http://thefaintofheart.wordpress.com/2011/10/02/barney-frank-wants-t o-issue-a-gag-order-on-regional-fedpresidents/
dwb (2011-10-03 14:00:57)
To (2), I would comment that the ”pegged” Yuan is a restriction to the extent that QE by the Fed also inflates the
Chinese economy, and therefore boosts commodities prices (in particular oil), which causes the oil-prices-going-upequals-inflation crowd to panic. Another institutional limitation is that most central banks do not have an explicit
growth mandate (only inflation). The Fed has a dual mandate but ignores one of them!
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The youtube version of Market Monetarism (2011-10-02 22:08)
One way to study the reasons and the background for the Great Recession is to read Market Monetarist
blogs. Another way is to read some quality economic research in economic journals and working papers.
There is however also a way for the more lazy and less academically inclined. One can have a look at
YouTube.
Some time ago I can across this excellent presentation Scott Sumner did on [1]”What can asset prices tell
about the Great Recession”. Have a look - I only miss one thing in Scott’s story and that is the importance
of none-US factors especially the role of European demand for dollar as a key cause for the passive tightening
of US monetary conditions in 2008/9.

1. http://www.youtube.com/watch?v=VP4IiKxNj8I

Risk off and monetary conditions (2011-10-03 07:44)
If one reads through the financial media on a random day it is likely that market participants will be quoted
for saying that it is either a risk on or a risk off day in the markets. (Today surely looks like a risk off
day, but that s is irrelevant to the discussion below).
What are the signs that the markets are in a risk off mode? Normally we would see stock markets
drop, the dollar, the yen and the Swiss franc would normally strengthen, bond yields (especially US, German
and Swiss) will drop and commodity prices will tumble.
If a Market Monetarist sitting in the US observed these market movements he or she would say US monetary
policy is becoming tighter . Why is that? Well, we can define a tightening of monetary policy as a situation
where money demand grows faster than money supply.
Since we cannot directly observe the demand for money and the money supply (we can only directly observe
what happens to certain monetary aggregates like M2) we can use market movements and changes in asset
prices to judge what is happening to monetary conditions.
If the demand for dollars increases relatively to the supply of dollars then the dollar should strengthen.
This is what we normally see on a risk off day. Similar if investors try to increase their cash holding
(how much dollar liquidity they demand) then they will decrease their holdings of other assets for example
equities and commodities. So when dollar demand increases relative to the dollar supply equity prices and
commodity prices would tend to drop. That is also what we observe on risk off days.
When monetary conditions tighten (money demand growth outpaces money supply growth) we would expect
that to be deflationary. Hence, tighter monetary conditions should lead to lower inflation expectations. This
is also what we see on risk off days bond yields drop and so-called breakeven inflation expectations in
inflation-linked bonds (in the US this is called TIPS) tend to drop.
So when market participants and financial media reporters talk about risk off or rising risk aversion
Market Monetary is likely to talk about tighter monetary conditions.
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This illustrates that monetary policy or maybe we should call it monetary conditions can get tighter even
without any central banks actively change it s stated policy. David Beckworth calls this a [1]passive tightening of monetary policy. Hence, the central bank (the Federal Reserve) allows monetary conditions to
tighten by not increasing the money supply to meet the increase in money demand.
So next time somebody is talking about whether monetary policy is tight or loose, then ask him or her
to have a look at asset markets. If we are on a risk off mode with falling equity and commodity prices,
lower bond yields and a stronger dollar then it is fair to say that US monetary conditions are getting
tighter.
In future blog posts I will discuss why it is the dollar, the yen and the Swiss franc, which typically strengthen
on risk off days. Hint: think money demand and funding&

1. http://macromarketmusings.blogspot.com/2010/09/passive-tightening-of-monetary-policy.html

henry bee (2011-10-04 03:00:13)
Lars, excellent new blog! Have you read ”Monetary Policy, A Market Price Approach” by Johnson and Keleher? They
similarly use bond yields, commodity price, yield spread, and the US Dollar as indicators of monetary conditions.
Lars Christensen (2011-10-04 07:03:55)
Henry, thanks for the nice comments. Yes, I am well-aware of Johnson’s and Keleher’s excellent book. It is even
mentioned on my Working Paper on Market Monetarism in footnote 11 where I say: ”There are some clear similarities
between the Market Monetarist approach to monetary policy analysis and the approach recommend by Manuel H.
Johnson and Robert Keleher (1996). However, the Market Monetarists in general have not acknowledged the work of
Johnson and Keleher. ” Maybe I should do a post on Johnson’s and Keleher’s book.
henry bee (2011-10-04 08:03:47)
I think many would love to hear your thoughts on Johnson and Keleher. I also agree that the analysis today are too
US-centric. For instance, the 3-month/10-year yield curve is positive in the DM but is near zero if we include the
EM. Further, if we account for ZIRP and subtract out the liquidity premium effect by using Japan’s yield spread as a
benchmark, we have a world yield curve that is firmly in the negative territory... this is TIGHT monetary conditions for
anyone with glasses on. As Market Monetarists say, ”recessions are always and everywhere a monetary phenomenon”!
I believe what’s badly needed now is a revolution led by the Market Monetarists. We can make an intuitive dashboard of market-based indicators showing the evolution of monetary conditions through time, Hans Rosling style
(http://www.youtube.com/watch?v=jbkSRLYSojo). We can make a Q &A page, write scripts and record youtube
videos. Anything to communicate. An entire generation is about to be lost. And without exception it would again
be ”a failure of government” – as Milton Friedman said about the Great Depression. The Bernanke Fed needs to at
least TRY some form of price-level targeting. If their unwillingness is because of some arcane excuse that the ”public
won’t get it”, then they seriously deserve to be called ”an idiot and a coward”, quoting today’s episode of House.
JP Koning (2011-10-05 04:03:25)
”If we are on a risk off mode with falling equity and commodity prices, lower bond yields and a stronger dollar
then it is fair to say that US monetary conditions are getting tighter.” Welcome to the blogosphere. The demand for
liquidity and the demand for safety are not necessarily overlapping. For instance, given an outbreak of uncertainty,
someone might move out of a highly liquid but risky asset into an illiquid but safe asset. This would qualify as a risk
off day but would have little to do with the demand for more money, or liquidity.
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France caused the Great Depression

who caused the Great Recession? (2011-10-03 21:28)

One of my absolute favourite Working Papers is Douglas Irwin s brilliant paper [1] Did France cause the
Great Depression? .
Here is the abstract:
The gold standard was a key factor behind the Great Depression, but why did it produce such an intense worldwide deflation and associated economic contraction? While the tightening of U.S. monetary
policy in 1928 is often blamed for having initiated the downturn, France increased its share of world gold
reserves from 7 percent to 27 percent between 1927 and 1932 and effectively sterilized most of this accumulation. This gold hoarding created an artificial shortage of reserves and put other countries under enormous
deflationary pressure. Counterfactual simulations indicate that world prices would have increased slightly
between 1929 and 1933, instead of declining calamitously, if the historical relationship between world gold
reserves and world prices had continued. The results indicate that France was somewhat more to blame than
the United States for the worldwide deflation of 1929-33. The deflation could have been avoided if central
banks had simply maintained their 1928 cover ratios.
I find Dr. Irwin s explanation of the Great Depression quite convincing and I think that his paper is helpful
in understanding not only the Great Depression, but also the Great Recession.
Interestingly enough Douglas Irwin s explanation is not entire new. In fact the Godfather of Market Monetarism Scott Sumner back in 1991 had a similar explanation in his paper [2] The Equilibrium Approach to
Discretionary Monetary Policy under an International Gold Standard, 1926-1932 . (To David Glasner: Yes,
Hawtrey and Cassel knew it all long ago).
[3]Scott Sumner and [4]other Market Monetarists argue that a tightening of US monetary conditions caused
the Great Recession. However, what caused monetary conditions to be tightened?
I think we need an Irwinian-Sumnerian explanation for the tightening of US monetary conditions in 2008/9.
My hypothesis is that a spike in European dollar demand in 2008/9 was the key trigger for the passive
tightening of US monetary conditions. Said in another way while gold hoarding caused the Great Depression
dollar hoarding likely caused the Great Recession.
My dollar hoarding-hypothesis is exactly that and I haven t done any empirical work on it, but I think
that Irwin s and Sumner s research should inspire new research on the causes of the Great Recession. Who
is up for the challenge?
——–
Update: Both Scott and Doug have reminded me of Clark Johnson’s book on the Great Depression and
Frence gold hoarding: [5]Gold, France, and the Great Depression 1919-1932.
1. http://www.dartmouth.edu/~dirwin/Did%20France%20Cause%20the%20Great%20Depression.pdf
2. http://ideas.repec.org/a/bla/manch2/v59y1991i4p378-94.html
3. http://www.cato-unbound.org/2009/09/14/scott-sumner/the-real-problem-was-nominal/
4. http://www.richmondfed.org/publications/research/economic_quarterly/2009/spring/pdf/hetzel2.pdf
5. http://www.amazon.com/France-Depression-1919-1932-Historical-Publications/dp/0300069863
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Scott Sumner (2011-10-04 02:12:28)
Lars, Thanks for mentioning my work. A couple comments: 1. Don’t forget than in the first 6 months of the recession
the problem was a flat supply of dollars, not an increase in demand. The Fed held the base constant, and this led to
a sharp slowdown in NGDP growth. Once expectations turned very bearish, rates fell to low levels and the demand
for liquidity soared. Thus the big problem in the severe phase of the recession was more demand for dollars, as you
say. But the initial problem (in the US) was on the supply of money side. 2. Clark Johnson published a book in
1997 that has the most complete coverage of the role of France in the Great Depression, so his name should also be
mentioned. I’m glad Doug as revived this issue, because international ilinkages are probably an underreported aspect
of the current crisis.
Lars Christensen (2011-10-04 06:58:21)
Scott, thanks. 1. I completely agree that the Federal Reserve did not act initially and the parallel in terms of
dollar demand is maybe more similar to what happened in 1931 when the crisis intensified and spread to Europe.
My argument is just that the story about the Great Recession is incomplete without telling the European story and
particularly the story of European dollar demand. As with the Great Depression one can not leave out the European
part of the story. 2. Doug, also reminded me of Clark Johnson’s book. I have not read it myself, but it surely should
be mentioned.

Sumner explains the difference between ”old-style” monetarism and Market Monetarism:
(2011-10-03 22:56)

Scott Sumner in an answer to me on his [1]blog explains the difference between ”old-style” monetarism and
Market Monetarism:
”I think there is one significant difference. They relied on M2, we rely on market indicators.”
I think Scott is basically right - I wonder what other Market Monetarists think.
1. http://www.themoneyillusion.com/?p=11198#comments

Benjamin Cole (2011-10-04 02:03:13)
I like Scott’s take. I love the ”market monetarists” handle, a great name. Keep getting your view out there, and let’s
all keep refining and improving our presentations. We have the best idea. Now we need the best language, PR etc.
Keleher s Market Monetarism « The Market Monetarist (2011-10-08 00:21:56)
[...] According to Keleher the market price approach embodies all of these principles and the market price approach
therefore essentially is monetarist. The only real difference is that Keleher replaces monetary aggregates with market
prices. This of course is exactly the Market Monetarist approach. [...]

If you want to know about the Great Recession read Robert Hetzel (2011-10-04 07:27)
For readers who are unfamiliar with Market Monetarism I have a number of pieces of research that I would
recommend, but everybody should start out by reading Robert Hetzel s excellent and truly thought provoking paper [1] Monetary Policy in the 2008–2009 Recession
Here is the abstract:
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The recession that began with a cyclical peak in December 2007 originated in a combination of real shocks
because of a fall in housing wealth and a fall in real income from an increase in energy prices. The most
common explanation for the intensification of the recession that began in the late summer of 2008 is the
propagation of these shocks through dysfunction in credit markets. The alternative explanation offered in
this article emphasizes propagation through contractionary monetary policy. The first explanation stresses
the importance of credit-market interventions (credit policy). The second emphasizes the importance of
money creation (money-creation policy). According to Federal Open Market Committee (FOMC) Chairman
William McChesney Martin, ”The System should always be engaged in a ruthless examination of its past
record” (FOMC Minutes, 11/26/68, 1,456).
Hence, Hetzel’s view is that the 2008-9 recession primarily was a result of excessively tight US monetary
policy. Scott Sumner puts forward the same story and here I would especially recommend reading [2]”The
Real Problem Was Nominal”.
Robert Hetzel has a book in the pipeline on the Great Recession. I am sure it will change the way we
all look at events since 2008.
1. http://www.richmondfed.org/publications/research/economic_quarterly/2009/spring/pdf/hetzel2.pdf
2. http://www.cato-unbound.org/2009/09/14/scott-sumner/the-real-problem-was-nominal/

Marcus Nunes (2011-10-04 14:26:49)
A sure road to doom: Taylor Rule for policy prescription and Credit View of the transmission mechanism!
Bill Woolsey (2011-10-04 15:36:58)
Thanks for the link, Lars. I wish Hertzel would see the light on a target growth path for nominal GDP. I like all
the business about the natural interest rate. Using the GDP gap to judge appropriate changes in the policy rate, then
at the zero bound swtich to M2 targeting, with M2 being made ”high” relative to GDP until policy rate comes off
the zero bound seems a bit vague. Is the problem with NGDP growth path targeting is that it requires ”too much”
response to changes in headline inflation?
Lars Christensen (2011-10-04 17:21:40)
Bill, I personally is somewhat skeptical about Hetzel’s focus in the natural rate as I do not believe it is possible to
measure it and fundamentally there is a risk that focus becomes a focus on the level of rates rather than on whether
monetary policy is tight or loose. So agree with Marcus here - Hetzel’s focus is quite close to a Taylor rule, which I
fundamentally has failed as a proper concept for monetary policy guidance. Operationally I think monetary policy is
conducted better by selling and buying for example t-bills or using the exchange rather than by controlling the price
of overnight credit (interest rates).
Marcus Nunes (2011-10-04 18:19:45)
Maybe somebody could come up with a ”fun theory” that would give the correct motivation for monetary policy. For
pointers, check this out: http://www.youtube.com/watch?v=Qx 8gxh76iM

Bill ”the new Gipper” Woolsey’s interesting idea (2011-10-04 21:11)
Fellow Market Montarist Bill Woolsey has an interesting proposal. He suggests that the Federal Reserve
should adopt a policy of targeting ”growth rates of nominal GDP from Reagan’s 1983 and 1984 recovery
from the recession of 1982”. Bill can hardly be said to be an inflationist as he is in fact is in favour of a
long-term target of 3 % yearly NGDP growth in the US (that would likely lead to 0-1 % inflation over the
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longer run), but he nonetheless favours returning US NGDP to the pre-crisis trend through more aggressive
easing in a transitory period.
But take a look at Bill’s proposal [1]here.

1. http://monetaryfreedom-billwoolsey.blogspot.com/2011/10/reaganite-monetary-policy.html

Marcus Nunes (2011-10-04 21:42:35)
This post has a nice illustration of the whole process, beginning with the Great Inflation, on to the Volker/reagan
”transition” and ”landing” on the ”Great Moderation”: http://thefaintofheart.wordpress.com/2011/08/15/ %E2 %80
%9Caugust-15-1971 %E2 %80 %9D/
Lars Christensen (2011-10-04 22:02:15)
Thanks Marcus...

Protectionism is still evil (2011-10-04 21:42)
In a recent [1]comment on Chinese exchange rate policies Paul Krugman comes close to call for US protectionist policies against China.
Until now we have luckily avoided trade war during the Great Recession. However, during the Great Depression the global crisis was made significantly worse by an escalation of protectionist policies around the
world.
Barry Eichengreen and Douglas Irwin in their 2009 paper [2]”The slide to protectionism in the great depression: who succumbed and why?” explains how there was a strong correlation between countries with
failed monetary policies and countries which implemented protectionist polices.
Here is the abstract:
The Great Depression was marked by protectionist trade policies and the breakdown of the multilateral
trading system. But contrary to the presumption that all countries scrambled to raise trade barriers, there
was substantial cross-country variation in the movement to protectionism. Specifically, countries that remained on the gold standard resorted to tariffs, import quotas, and exchange controls to a greater extent
than countries that went off gold. Just as the gold standard constraint on monetary policy is critical to
understanding macroeconomic developments in this period, national policies toward the exchange rate help
explain changes in trade policy. This suggests that trade protection in the 1930s was less an instance of
special interest politics run amok than second-best macroeconomic policy management when monetary and
fiscal policies were constrained.
Scott Sumner also has a [3]comment on Paul Krugman s China piece.
1. http://krugman.blogs.nytimes.com/2011/10/03/more-on-china-and-jobs/
2. http://www.dartmouth.edu/~dirwin/w15142.pdf
3. http://www.themoneyillusion.com/?p=11201

20

Friedman vs Mundell revisited (2011-10-05 07:00)
The euro crisis continues, but the issues are not new. Already back in 2001 two of the most influential
monetary economists ever debated the euro issue and the question of fixed versus floating exchange rates.
Milton Friedman represented the euro sceptic view, while Robert Mundell represented the pro euro view.
Both Milton Friedman and Robert Mundell have done fantastically insightful research on currency issues.
Most notably Friedman already in 1950 presented The Case for Flexible Exchange Rates , while Mundell
founded the theoretical foundation for the euro in A theory of Optimum Currency Areas in 1961.
The 2001 debate was originally printed in the Canadian magazine OPTIONS POLITIQUES . The article is available [1]online. It is a real gem and I am still puzzled why the debate between these two giants
of monetary theory has been so underreported.
I will not go through the entire debate, but let me just quote Milton Friedman:
Will the euro contribute to political unity? Only, I believe, if it is economically successful; otherwise,
it is more likely to engender political strife than political unity& Ireland requires at the moment a very
different monetary policy than, say, Spain or Portugal. A flexible exchange rate would enable each of them
to have the appropriate monetary policy. With a unified currency, they cannot. The alternative adjustment
mechanisms are changes in internal prices and wages, movement of people and of capital. These are severely
limited by differences in culture and by extensive government regulations, differing from country to country.
If the residual flexibility is enough, or if the existence of the euro induces a major increase in flexibility, the
euro will prosper. If not, as I fear is likely to be the case, over time, as the members of the euro experience
a flow of asynchronous shocks, economic difficulties will emerge. Different governments will be subject to
very different political pressures and these are bound to create political conflict, from which the European
Central Bank cannot escape.
Friedman died at an age of 94 in 2006. The euro outlived Friedman, but will it also outlive Robert Mundell?
1. http://www.irpp.org/po/archive/may01/friedman.pdf

Marcus Nunes (2011-10-05 12:53:27)
Lars Thanks for the great link.I tend to side with Friedman. OCA is a ”catchy” idea, but in practice is not determinant.
The US is much less of an ”Optimal Currency Area” than the eurozone by the quantitive criteria Mundell proposed.
For example, there are even a few states in which economic activity is negatively correlated with the whole country
economic activity. Political union, fiscal union, shared values, common language, labor mobility, among others tend
to be much more relevant to the ”success” of a MU.

Bob Murphy is anti-market (monetarism) (2011-10-07 13:33)
Bob Murphy has a [1]comment on Market Monetarism on the Ludwig von Mises Institute website. Bob has
been a fierce critic of Market Monetarism for some time and his views clearly deserves attention.
I will not go into a detailed discussion of Bob s comments, but one thing I have always found rather puzzling
about the Austrian view of monetary policy is to what extent it is anti-market. Bob and other Austrians are
claiming that the present US monetary policy is highly inflationary. However, that is not what the financial
markets are saying.
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Bob Murphy s big hero (and one of my big heroes as well) Murray Rothbard teaches us in [2]Man, Economy
and State that we can only observe people s preference through their actions what Rothbard terms demonstrated preferences. In a similarly way we can talk about a demonstrated expectations of monetary policy.
Said, in another way market pricing is demonstrating to us whether monetary policy is loose or tight.
If there really was a massive risk of US hyperinflation (as the Austrians basically are arguing) then US
bond yields should explode and the dollar should collapse. Furthermore, if investors truly were afraid about
inflation then they would certainly not hold dollars. However, investors have basically never hoarded dollars
like no time before. Hence, market participants are telling us that the US is not facing hyperinflation, but
rather disinflation.
Either the markets are wrong or Bob Murphy s analysis is wrong. I trust the markets&
1. http://mises.org/daily/5743/Inflationists-in-Wolves-Clothing
2. http://mises.org/Books/mespm.PDF

Lars Christensen (2011-10-08 07:42:12)
Dustin, LvMI is clearly very Rothbardian. In terms of GMU I would just say GMU is much dogmatic and therefore
also more ”welcoming” to Hayek. I remember reading George’s comment on Rothbard as well. Frankly, I think he
was a bit to hard on Rothbard, but I do agree that Rothbard’s strength is certainly not his monetary theory. Man,
Economy and State is certainly less of a fantastic book than for example Human Action and my general view is that
Rothbard attempt to come up with his own version of a standard microeconomic textbook.
Alex Salter (2011-10-07 14:07:43)
Money is too tight for the old 5 %NGDP growth path. However there are multiple growth paths consistent with a
dynamic monetary equilibrium. Why can’t the Fed announce a 2 or 3 percent growth target, level targeting? At the
end of the day it makes little difference which number the Fed picks as long as expectations are right.
Lars Christensen (2011-10-07 14:17:22)
Alex, I completely agree. I have myself been somewhat critical about for example Scott Sumner’s call for ”monetary
stimulus” and I don’t think that the important thing is to return to the old NGDP path, but rather the need for the
Fed to announce a clear nominal rule. Bill Woolsey has forcefully argued in favour of a 3 % growth target for NGDP,
while Scott Sumner favours a 5 % growth path. I would even go further in the sense that I think George Selgin’s
arguments in ”Less than Zero” for moderate deflation are very valid. That said, the implicit ”contract” between the
Federal Reserve and market participants and the wider public basically was a 5 % NGDP growth path target.
Benjamin Cole (2011-10-07 20:52:16)
Excellent blogging by Lars To paraphrase Friedman, Solow: Everything reminds Friedman of money, everything reminds Solow of sex, and everything reminds the Austrians of inflation. The Austrians have a perverted worship of
gold, and an unhealthy fetish for zero inflation rates. They want the value of paper currency stored in monetary
formaldehyde. From that position, they create platforms and commentary, but it all goes back to a demented, sickly
obsession with gold and paper currency. Additionally, I sense the Austrians have involuntary arm spasms when they
hear martial music. I cannot take their ”policies” as workable in the modern world.
Alex Salter (2011-10-07 23:16:49)
Benjamin, Just as it’s unfair to toss out one-size-fits-all characterizations of New Keynesians due to the diverse beliefs of those who self-identify as New Keynesian, it’s unfair to do the same regarding Austrians. Many economists
sympathetic to market monetarism identify as Austrian or Austrian-influenced. ( I myself am a graduate student at
George Mason University and have no problem identifying as Austrian.) In particular, there is a significant difference
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in worldview between Mises Institute Austrians and Austrians at GMU. Please don’t lump all Austrians under one
heading; it’s ignorant at best and dishonest at worst.
Dustin (2011-10-08 02:32:44)
Lars, ”Furthermore, I think the difference between LvMI Austrians and GMU Austrians should be acknowledged.”
—— Is it fair to say that GMU is more Hayek oriented, and LvMI is more Rothbard oriented? Just how good or bad
was Rothbard? I saw Selgin write that Rothbard was a mediocre to poor monetary economist, or something like that.
I was reading Man Economy and State at the time, and put the book back on the shelf! I wish Hayek had written a
book similar to Human Action and MES.
Lars Christensen (2011-10-07 23:41:53)
Alex, I would certainly agree with you view. There are clear difference among ”Austrians”. I am personally influenced
by Austrian thinking. Furthermore, some Free Banking theorists like Larry White would gladly say they are Austrian
or Austrian inspired and the economics of the Free Banking school and the Market Monetarists in my view is very
close. Furthermore, I think the difference between LvMI Austrians and GMU Austrians should be acknowledged.
Benjamin Cole (2011-10-08 00:10:31)
Okay, I will confess I don;t know about the nuances of Austrianism, and I retract my comment about involuntary
arm spasms (but it was funny). My point of view remains that inflation is a very tolerable good, up until about 5
percent. It helps with sticky wages, it helps deleverage, it helps give business people and real estate investors Dutch
courage. Sure, inflation gyrations above 10 percent perhaps cause some problems, I guess what annoys me is the
moralistic air adopted by so many gold nuts, and their worship of dead capital before active business and labor. I also
see no recognition among Austrians that we may be in a period of global capital gluts. It may be necessary to boost
demand, even consumer demand, by any means necessary, as opposed to helping capital formation. Sound odd, but
heavy savings rates across Asia and Europe, and some global demographics, makes it so. We may have high savings
rates regardless of interest rates or gold prices, as people need to save for retirement, college, economic security. Like
I said, the Fed needs to release a picture of Ben Bernanke, with his hand on the lever of a printing press. The caption:
:Think I can’t cause growth and inflation? Go ahead. Make my day.” Bernanke ought to print money until the plates
melt. Crickey, we probably ought to toss bags of Ben Franklins out on the street at night.
Some (Un)pleasant Nobelmetrics& « The Market Monetarist (2011-10-10 18:15:26)
[...] is why I am slightly disappointed. Economics is not statistical method. To me, and his might make Bob Murphy
happy, economics is mostly a deductive science or what Ludwig von Mises called Praxeology. That [...]

Sex, flowers and Friedman (2011-10-07 14:08)
Milton Friedman quote of the day:
Monetary policy is like a Japanese garden. It is esthetic unity born of variety; an apparent simplicity
that conceals a sophisticated reality; a surface view that dissolves in ever deeper perspectives. Both can be
fully appreciated only if examined from many different angles, only if studied leisurely but in depth. Both
have elements that can be enjoyed independently of the whole, yet attain their full realization only as part
of the whole. (The Optimum Quantity of Money, 1969)
And then the quote of the day about Milton Friedman:
”Everything reminds [1]Milton Friedman of the money supply. Everything reminds me of sex, but I try
to keep it out of my papers.” (Robert Solow)
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1. http://en.wikipedia.org/wiki/Milton_Friedman

Recommend reading for aspiring Market Monetarists (2011-10-07 15:24)
The Market Monetarist school has emerged in the blogosphere as a clear competitor to mainstream Keynesians as well as to the Austrian school thinking. However, Market Monetarists have really not been very
clear about their intellectual heritage.
In my recent [1]paper on Market Monetarism I identify two overall Market Monetarist principles:

1. Money matters.
2. Markets matter.
These principles have some origin in economic literature. Here I present a short reading list that should get
aspiring Market Monetarists up to date with the background on Market Monetarist thinking. The list is
highly incomplete and I encourage others to pitch in with reading material, which is or should be important
for the intellectual development of Market Monetarism.
Money Matters
Of course Milton Friedman is mandatory reading for anybody. Read everything Friedman wrote, but
I think [2]Money Mischief is an excellent introduction to a lot of Friedman s thinking. Here you will learn
why inflation is always and everywhere and monetary phenomenon, why it is highly unlikely that a fiat
central bank would find itself in a liquidity trap liquidity trap, and of course why low interest rates is not
the same as easy monetary policy.
It s not possible to understand the concept of monetary disequilibrium and the monetary transmission mechanism without having read Leland Yeager and Clark Warburton. [3]The Fluttering Veil is a
collection of Yeager s papers and [4]Depression, Inflation and Monetary Policy is an excellent collection of
Warburton s research.
Concerning the monetary transmission mechanism you course have to read [5]Brunner and Meltzer,
but its complicated and not nearly as exciting as Warburton and Yeager.
Scott Sumner loves [6]Mishkin s textbook on monetary theory, but frankly I find it somewhat boring
compared to reading Yeager and Warburton.
Markets Matter
Yes, we all know Sumner s and Woolsey s NGDP futures ideas so there is no reason to tell you too
much about that (Ok you should read Scott s [7]The Case for NGDP Targeting). However, the use of
market pricing as a tool for the conduct of monetary policy is not a new concept! It enjoys a rich intellectual
history. Literature regarding Swedish monetary policy during the 19302s [8]Cassel and [9]Wicksell is a
great place to start. Berg and Jonung s 1998 paper [10]Pioneering Price Level Targeting: the Swedish
Experience 1931-37 is another excellent resource. For a more contemporary discussion of market-based
approaches to monetary policy, check out Johnson s and Keleher s excellent book [11]Monetary Policy, A
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Market Based Approach, from 1996.
An often-forgot kinship is the relationship between the Market Monetarists and the Free Banking
Theorists. [12]David Glasner s and [13]George Selgin s books on Free Banking are mandatory reading. Both
tell the story about how basically a perfect competition Free Banking world will end up has having a fully
elastic money supply and as a consequence effectively have Nominal GDP targeting. This should in my
view be the welfare theoretical foundation for the Market Monetarists focus on NGDP targeting. Another
excellent free banking book regarding targeting the price level is Selgin s nice little book [14]Less than
Zero (that will also remind you that Market Monetarists are not inflationists).
Reading on Current Events
The leading Market Monetarists have told a very valid and impressive story on why the Great Recession happened and how the Federal Reserve failed in doing something about it. However, in my view the
story told by Scott Sumner and Robert Heztel among others is far from complete. Hence, in my view the
explanation for the crisis is far too US-centric as it ignores the massive increase in European dollar demand
in late 2008 and 2009 and later again in 2011. This explanation clearly has something in common with
the increase in gold demand leading up to the Great Depression (Scott Sumner could tell you all about
that!). Obviously Barry Eichengreen has a lot to say about that in [15]Golden Fetters (who will write the
book Green Fetters about excessive demand for dollars as a cause for the(Great Recession??). However,
remember when you read Eichengreen that a central bank that is doing its job (ie calibrating its policy
instruments such that it expects to hit its target), fiscal stimulus is redundant at best. Also, have a look
at Douglas Irwin s excellent working paper [16]Did France cause the Great Depression? just the title of
the paper makes it worth having a look doesn t it?
And then of course both [17]Robert Hetzel and Scott Sumner have books in the pipeline
I am
sure they will be worth reading. These guys are at the core of the Market Monetarist movement so
gentlemen please get your books out asap!
1. http://thefaintofheart.files.wordpress.com/2011/09/market-monetarism-13092011.pdf
2.

http://www.amazon.com/Money-Mischief-Episodes-Monetary-History/dp/015661930X/ref=sr_1_1?ie=UTF8&qid=

1316169430&sr=8-1
3.

http://www.amazon.com/Fluttering-Veil-Liberty-Studies-Economic/dp/0865971455/ref=sr_1_1?s=books&ie=

UTF8&qid=1316169479&sr=1-1
4.

http://www.amazon.com/Depression-Inflation-Monetary-Selected-1945-1953/dp/0801806550/ref=sr_1_3?s=

books&ie=UTF8&qid=1316169544&sr=1-3
5.

http://www.amazon.com/Money-Economy-Monetary-Analysis-Raffaele/dp/0521599741/ref=sr_1_1?s=books&ie=

UTF8&qid=1316169591&sr=1-1
6.

http://www.amazon.com/Economics-Banking-Financial-Markets-Business/dp/0321599888/ref=sr_1_1?s=books&ie=

UTF8&qid=1316169697&sr=1-1
7. http://www.adamsmith.org/files/ASI_NGDP_WEB.pdf
8. http://www.econlib.org/library/Enc/bios/Cassel.html
9. http://www.econlib.org/library/Enc/bios/Wicksell.html
10. http://www.riksbank.se/upload/1015/98nr63.pdf
11. http://www.amazon.com/Monetary-Policy-Market-Price-Approach/dp/1567200591/ref=sr_1_3?s=books&ie=UTF8&qid=
1316169784&sr=1-3
12. http://www.amazon.com/Banking-Monetary-Reform-David-Glasner/dp/0521022517/ref=sr_1_1?s=books&ie=UTF8&qid=
1316170026&sr=1-1
13. http://oll.libertyfund.org/?option=com_staticxt&staticfile=show.php%3Ftitle=2307
14. http://mises.org/books/less_than_zero_selgin.pdf
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15.

http://www.amazon.com/Golden-Fetters-Depression-1919-1939-Development/dp/0195101138/ref=sr_1_1?ie=

UTF8&qid=1316170739&sr=8-1
16. http://www.dartmouth.edu/~dirwin/Did%20France%20Cause%20the%20Great%20Depression.pdf
17. http://www.richmondfed.org/publications/research/economic_quarterly/2009/spring/pdf/hetzel2.pdf

Ravi (2011-10-07 19:50:37)
Very helpful Lars. Thanks and keep up the great work.
Lars Christensen (2011-10-07 20:04:54)
Ravi, you are welcome. I plan to come out with more post on reading recommendations.
Benjamin Cole (2011-10-07 22:06:40)
Superb review of literature, and Lars deserves full-throated recognition for establishing a broader intellectual base for
market monetarism, as well as the excellent moniker itself: market monetarism. Well done. Hurrah!
Lars Christensen (2011-10-07 22:10:01)
Thank you Ben...

Friedman on the Great Depression - the Youtube version (2011-10-07 22:02)
Obviously anybody interested in monetary theory and monetary history should read Milton Friedman’s and
Anna Schwartz’s great book [1]”A Monetary History of the United States, 1867-1960”, but you could also
have a look at the [2]youtube version of the story.
See also my [3]post on Scott Sumner’s account of the Great Recession on Youtube.
1. http://www.amazon.com/Monetary-History-United-States-1867-1960/dp/0691003548
2. http://www.youtube.com/watch?v=O7pnjzCuSv8
3. http://marketmonetarist.com/2011/10/02/the-youtube-version-of-market-monetarism/

Keleher s Market Monetarism (2011-10-08 00:19)
In the 1990s two Federal Reserve officials Robert E. Keleher and Manuel H. ”Manley” Johnson came close
to starting a Market Monetarist revolution. Johnson and Keleher pioneered what they termed a Market
Price Approach to Monetary Policy . This approach is essentially Market Monetarism. I have in earlier
posts highlighted their [1]book on the subject from 1996, but they also wrote a number of papers during the
1990s that explained their approach.
In relation to Market Monetarism I find especially Keleher s paper [2]Monetarism and the use of
market prices as monetary policy indicators (1990) interesting. Keleher s paper is basically a call for a
reform of traditional monetarism.
The background for Keleher s paper was that monetarists in the early 1990s started to acknowledge
that money demand was less stable than monetarists normally would assume. As a result Keleher advocated
that there was need to utilise market indicators in the conduct of monetary policy instead of monetary
aggregates.
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Keleher summaries that important components of monetarism as:
1) The long-run neutrality of money, the homogeneity postulate.
2) Monetary policy targets and intermediate indicators should be nominal and not real variables.
3) As a corollary to item (2) the monetary authority should not attempt targeting the interest rate
level.
4) Under an inconvertible currency, price stability should be the ultimate policy goal.
5) The private sector is inherently stable and government intervention likely worsens rather than improves the economy s performance.
6) Sharp and unanticipated policy changes can disrupt the real economy.
7) Policy lags are long and variable.
According to Keleher the market price approach embodies all of these principles and the market
price approach therefore essentially is monetarist. The only real difference is that Keleher replaces monetary
aggregates with market prices. This of course is exactly the [3]Market Monetarist approach.
Market prices are useful indicators of monetary conditions
Keleher provides a good overview of how to
states:

read

the stance of monetary from markets.

Keleher

&changes in monetary stimulation in the long run will lead to proportionate changes in all nominal
prices, including commodity prices and the foreign exchange rate. Real variables and relative prices will not
be so affected. All nominal prices will be affected permanently by such a change since their newly adjusted
prices will reflect an alteration in the exchange rate between domestic money and all goods and between
domestic money and other monies. Such a monetary stimulation will change all nominal prices in the same
direction. Consequently, nominal prices - unlike real variables and relative prices, which do not consistently
move in the same direction in response to a monetary shock should provide monetary policy makers with
reliable signals&After all, if all commodity prices are moving in the same direction over time, then the
probabilities are quite high that this movement has a monetary origin.
This surely sounds like a Market Monetarist speaking.
Keleher continues to explain:
Similar caveats apply to exchange rates: If all bilateral exchange rates are moving in the same direction, then a given central bank s monetary policy likely is out of step with other central banks monetary
policies. In short, both broad indices of commodity prices and exchange rates may serve as useful proxies
for nominal - not real - variables. Accordingly, they qualify as viable intermediate indicators that should
provide monetary policy makers with useful information as to the effects of their policy actions. Classical
monetary writers of the 19th century, as well as many pre-eminent monetary writers of the 20th century,
explicitly and repeatedly endorsed both commodity prices and exchange rates as reliable indicators of
monetary policy&In short, the market price approach is premised on the notion that the neutrality of
money is valid. This neutrality postulate forms the rationale for employing nominal variables as policy
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indicators.
Keleher provides strong arguments for the market price approach and hence for Market Monetarism:
One obvious and important difference between the monetarist and market price approaches is the
type of data used to measure their prescribed intermediate indicators, Monetarists employ quantity data
based on samples of financial institutions to measure monetary and reserve aggregates. An inherent lag
necessarily exists in publishing these data. Additionally, preliminary estimates of these aggregates often
are revised substantially after incorporating more data from a broader sample&Additionally, on several
occasions- particularly during certain periods of deregulation-authorities have significantly redefined the
monetary aggregates in various ways so as to better measure transaction balances. Thus, significant
definitional, measurement, and timing problems are associated with sample-based quantity data used
to measure monetary aggregates&The market price approach, on the other hand, employs price data
from centralized auction markets. The data measuring these variables are readily available, literally by
the minute. Several studies investigating economic statistics have concluded that these market prices
provide observable, timely, and more accurate information than one can obtain from other data sources&
Accordingly, such data are less subject to mismeasurement or sampling error. Index number problems
do exist with commodity price indices. However, no problems exist with revisions, seasonal adjustment
procedures, or shift- adjustment corrections that plague quantity or volume data. Moreover, using such
price data does not rely on unobservable variables such as real or equilibrium interest rates, which depend
on accurate measurements of future price expectations or capital productivity&&The strategy of using such
price indicators is premised on the notion that market prices are summaries, or aggregators, of information
encompassing the knowledge and expectations of many buyers and sellers who have incentives to make
informed decisions in an uncertain world. In short, this strategy is premised on Hayek s notion that the
function of the price system is a mechanism for communicating information .
The Market Price Approach to Monetary Policy is Market Monetarism
Keleher s approach to monetary theory and the conduct of monetary policy in my view basically is
Market Monetarism. There is really only one exception and that is Keleher s advocacy of a price level target
rather than a NGDP path level target, but the overall thinking clearly is very close.
The close similarities between the Keleher s approach and the present day Market Monetarists are
interesting and I think that Market Monetarists can benefit a lot from studying Keleher s work. Furthermore, Keleher and particularly Manley Johnson had some influence on the conduct of US monetary policy
during 1990s and this might help explain the relative success of US monetary policy during that period.
1.

http://www.amazon.com/Monetary-Policy-Market-Price-Approach/dp/1567200591/ref=sr_1_2?ie=UTF8&qid=

1318025762&sr=8-2
2. http://ideas.repec.org/a/bla/coecpo/v8y1990i2p36-49.html
3.

http://marketmonetarist.com/2011/10/03/

sumner-explains-the-difference-between-old-style-monetarism-and-market-monetarism/

Scott Sumner (2011-10-09 00:29:53)
Lars, The beginnings of market monetarism actually go back to the 1970s, if not earlier. The so-called ”New Monetary
Economics” of the early 1980s was an important precusor of market monetarism. People like Black, Fama, Hall,
Greenfield and Yeager. Also Mundell and Laffer.

28

Lars Christensen (2011-10-09 00:36:10)
Scott, I clearly agree. They are all part of the MM heritage. Interestingly, however, is the influence of Keleher and
Johnson within the Federal Reserve during the 1990s. Cowen’s and Kroszner’s 1994 book on New Monetary Economics
”Explorations in the New Monetary Economics” should also be mentioned.
henry bee (2011-10-09 04:07:43)
Excellent review of Keleher. Thanks Lars.

Why I Am Not an Austrian Economist (2011-10-08 08:15)
My post on Bob Murphy’s critique of Market Monetarism has triggered a slight discussion about Austrian
economics.
I do not consider myself as an Austrian economist, but I certainly have been inspired by reading the Austrian classics over the years - particularly Ludwig von Mises’s ”Human Action”. That said, in terms of the
development of monetary theory I do not believe that the Austrians have much to offer.
When I talk about ”Austrians” that do not include Free Banking theorists like George Selgin or Larry
White. In fact I think that Market Monetarism and the Free Banking schools theoretically is very close.
George do not consider himself to be Austrian, while I think Larry still says that he is Austrian inspired.
Some years ago Bryan Caplan wrote an excellent [1]piece on why he is not an Austrian. While I do not agree
with everything Bryan says about the Austrians (and [2]Children!) I nonetheless think his paper is pretty
much spot on in the critique of Austrian thinking. (I stole the headline for this post from Bryan...)
It should also be acknowledged that there is not one Austrian school, but a number of Austrian school
- more or less dogmatic.
Enough discussion of Austrian dogma - back to Market Monetarism...
1. http://econfaculty.gmu.edu/bcaplan/whyaust.htm
2. http://www.amazon.com/Selfish-Reasons-Have-More-Kids/dp/046501867X

Alex Salter (2011-10-08 18:23:59)
Re the discussion on the Bob Murphy post: Rothbard is a decidedly mixed bag. He’s great at debunking particular
neoclassical theories which just don’t make sense, but, as Selgin noted, he’s rubbish at money and banking. That said,
I don’t think it’s true that Austrian economics doesn’t offer much in the way of monetary theory. Menger’s ”On the
Origins of Money” and Mises’s regression theorem in ”The Theory of Money and Credit” are indispensable. Mises in
particular is the link between Wicksellian loanable funds theory and modern understandings of monetary equilibrium.
Also, let’s not forget Hayek’s ”Denationalization of Money”, which was the spark that ignited all the modern research
on free banking. These aren’t just exercises in history of thought; the ideas in these works are directly relevant to
current issues.
Lars Christensen (2011-10-08 19:16:44)
Alex, I would agree that one should study both Mises and Menger to understand monetary theory. In terms of Hayek’s
”Denationalization of Money” I am more spilt. Yes, it is correct that it probably was the spark that ignited the modern
research on Free Banking. On the other hand Hayek’s results in DoM I generally think are wrong. Therefore, I would
not use it for my starting point when studying Free Banking...George Selgin is the man! And I think Market Monetarists can learn a great deal by studying George’s papers and books. But again George does not consider himself an
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Austrian. I think he in general dislikes these labels.
Browsing Catharsis 10.09.11 « Increasing Marginal Utility (2011-10-09 14:05:05)
[...] Why Lars Christensen is not an Austrian Economist. By his standards, neither am I. But by his (and Caplan s)
standards, neither is F.A. Hayek. Advertisement Eco World Content From Across The Internet. Featured on EcoPressed Clothing Exchanges: The Way Forward Share this:EmailPrintStumbleUponLike this:LikeBe the first to like
this post. links • Browsing Catharsis 10.07.11 [...]

The big IS/LM debate - DeLong comes under heavy shelling (2011-10-08 19:41)
The IS/LM model is standard macro textbook stuff. Unfortunately the model is highly problematic and
even worse it seems like the IS/LM model (in its most simple form) is the only model that certain policy
makers understand. Recently a debate about the IS/LM model has been flaring up.
Tyler Cowen first [1]explains what he thinks is wrong with the IS/LM model.
Then Keynesian blogger and economist Brad DeLong [2]blogs in defense of the IS/LM model.
But DeLong comes under heavy shelling from the Market Monetarist camp:
[3]Scott Sumner, [4]Nick Rowe and [5]David Glasner all weigh in on the debate.
You tell me who is winning the debate&
1. http://marginalrevolution.com/marginalrevolution/2011/10/why-i-do-not-like-the-is-lm-model.html
2.

http://delong.typepad.com/sdj/2011/10/

the-tribal-dislike-of-john-hicks-and-is-lm-history-of-economic-thought-edition.html
3. http://www.themoneyillusion.com/?p=11277
4. http://worthwhile.typepad.com/worthwhile_canadian_initi/2011/10/its-still-islm-to-me.html
5. http://uneasymoney.com/2011/10/07/is-lm-and-all-that/

Kevin Donoghue (2011-10-08 20:07:26)
Who is winning the debate? John Richard Hicks, I think. I’ve been wondering how I would explain to a non-economist
why people get so steamed up about this. Best I can do: way back in 1937, Hicks set out to make Keynes s GT accessible to undergraduates trained in traditional neoclassical theory. This enraged two groups of people: (1) leftists,
mostly English, who saw him distorting the Gospel according to St Maynard; and (2) conservatives, mostly American,
who saw him exposing the pure hearts of their young to commie notions from Cambridge and Bloomsbury. Despite
the passage of time, the rage has not subsided. Hicks, meanwhile, got on with his life. A model is just a model. I ve
been reading his last book, A Market Theory of Money; excellent book. Wouldn t be a bad name for a blog, eh?
Lars Christensen (2011-10-08 20:43:23)
Kevin, you might be right - Hicks might be winning even though he of course did not really believe in the IS/LM
model himself. And yes, A Market Theory of Money is an excellent title...
Paul Andrews (2011-11-15 05:26:03)
De Long: ”When you do economics and apply it to the real world, you start with the simplest possible model. Does
that help you understand enough of the real world to satisfy you? If not, you complicate it by adding the most
important thing that you had left out” This presumes only one possible simplest model. In fact it is possible to define
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many models of the same simplicity. He posits that ISLM is the next order of complexity when we extend from the
simplest model. However, each possible model of lowest (order-1) complexity has many possible extensions of order-2
complexity. Having begged the question by implying ISLM is the obvious next ”correct” model of order-2 complexity
(when it is merely one choice of many), he claims that we must learn its ”insights” before moving to order-3 models.
The problem with this logic is that if the model is flawed, the ”insights” may also be flawed. Further, added layers of
complexity may completely prove the ”insights” to be completely incorrect. Tyler’s points go to the elements of the
model itself, as well as to what the model leaves out.
Paul Andrews (2011-11-15 05:11:52)
If the model is used to justify policy, and the model is wrong, then the policy will be wrong, and may do real damage
to real people. A model is not necessarily just a model.

And the Nobel Prize in economics goes to... (2011-10-08 23:09)
Press Release
10 October 2011
The Royal Swedish Academy of Sciences has decided to award The Sveriges Riksbank Prize in Economic
Sciences in Memory of Alfred Nobel for 2011 to
Scott B. Sumner
Bentley University, Waltham, Massachusetts, USA
for his work on economic history, monetary theory and market based monetary policy rules
&ok that s just a dream, but it would be pretty cool wouldn t it? But since Scott likes prediction markets what do you think the odds are that this dream will come through within the next five years? And
what are the reasons for these odds?
Dustin (2011-10-08 23:26:42)
That would be very cool. Unfortunately, the odds are someplace between slim and none.
Peter (2011-10-08 23:30:22)
I’ll repeat my prediction here. We will get NGDP level targeting in 5 years and Scott will get the Nobel prize in 15
years.
Benjamin Cole (2011-10-09 01:41:20)
The Internet is remarkable in many regards, and one regard is the rapid dissemination of knowledge or ideas. I
have wondered if the physical and applied sciences are evolving more rapidly, as findings are posted online before the
lengthy review process of journals and meetings. This seems to be happening in the energy sector, btw. Thanks to
his intellect, his great idea, and the Internet, Scott Sumner has rocketed to national and international prominence
(officially, the NY Times said so). I say it is 50/50 we get NGDP in two years, and if it works, Sumner is a shoo-in. I
dearly hope the Royal Academy selects Sumner not only for his extraordinary contributions, but to make a statement
that it is not the forum nor the credentials that matter, but the ideas. I I hope I get a small bronze medal from the
Royal Academy, for doing PR for Sumner.
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TheMoneyIllusion » Inflation is caused by inflation (2011-10-09 15:14:13)
[...] 2. I ve always dreamed of being informed by someone with a Scandinavian accent that I had been awarded a
Nobel Prize in Economics. And now my wish has come true! [...]
Some (Un)pleasant Nobelmetrics& « The Market Monetarist (2011-10-10 18:13:24)
[...] I was wrong. I kind of expected that Scott Sumner would not get the Nobel Prize in economics (yeah, yeah I
know that its not a real Nobel Prize&) [...]

A Market Monetarist version of the McCallum rule (2011-10-09 11:02)
McCallum - a inspiration for Market Monetarists
Scott Sumner has often expressed his admiration for Bennett T. McCallum. I share Scott s view of
McCallum and think that his work on especially monetary policy rules has been much underappreciated.
Even though McCallum does not automatically qualify as a Market Monetarist there is no doubt
that a lot of his work have similarities with views expressed by the main Market Monetarists.
McCallum is a Market Monetarist in the sense that he stresses the money base rather than interest
rates as the key instrument for monetary policy. Furthermore, McCallum argues that the central banks
should target nominal GDP (NGDP) rather inflation or the price level. However, contrary to Market
Monetarists McCallum stresses the rate of growth of NGDP rather than the level of NGDP.
The McCallum rule - nearly Market Monetarist
McCallum s work on monetary policy has led him to propose the so-called McCallum rule.
am quoting from his 2006 paper [1]Policy-Rule Retrospective on the Greenspan Era :

Here I

This rule specifies the growth rate of the monetary base that the Fed should generate, rather than
the value of the FF interest rate. Although in fact the Fed does not control growth of the monetary base, it
could do so if it chose to and, in any event, we can use this growth rate as an indicator of monetary policy
ease or restrictiveness, even if the Fed is not operating so as to exert control of this rate. The rule can be
written as
(1) bt = x*

vt + 0.5( x*

xt-1).

Here the symbols are: bt = rate of growth of the monetary base, percent per year; vt = rate of
growth of base velocity, averaged over previous four years; xt = rate of growth of nominal GDP; x* =
target rate of growth of nominal GDP. In rule (2) the target value x* is taken to be the sum of À*, the
target inflation rate, and the long-run average rate of growth of real GDP (which is presumably unaffected
by monetary policy). I take the latter to be 3 percent per year, so with an inflation target of 2 percent, we
have x* equal to 5.
A couple of Market Monetarist modifications
So far so good. The target for NGDP growth is by the way the same as suggested by Scott Sumner
and seems more less to be what the Federal Reserve implicitly was targeting during the Great Moderation
and McCallum has in a number of papers demonstrated empirically that the Federal Reserve policies during
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the Great Moderation more or less were in line with the McCallum rule.
Even though the McCallum rule is rather Market Monetarist in nature it is still not the real thing.
I would especially highlight two weaknesses in the McCallum rule that need to be corrected to make it truly
Market Monetarist.
First of all, the McCallum rule does not take into account changes in the money multiplier, which
obviously is a serious defect in the present situation where the money multiplier has decreased significantly.
McCallum implicitly assumes a constant money multiplier. This is obviously problematic, as both traditional
monetarists as well as Market Monetarists would argue that is it the development in broader monetary
aggregates rather than the money base, which is important for NGDP.
[2]David Beckworth and [3]Josh Hendrickson have both suggested modifying the equation of exchange
(MV=PY) to take into account changes in the money multiplier. From [4]Beckworth:
Note first that since the money supply (M) is a product of the monetary base (B) times the money
multiplier (m), MV=PY can be expanded to the following:
BmV = PY
In this form, the equation says (1) the monetary base times (2) the money multiplier times (3) velocity equals (4) nominal GDP or total nominal spending (i.e. aggregate demand). The Fed has complete
control over the monetary base, B, which is comprised of bank reserves and currency in circulation.
As McCallum s starting point is the traditional equation of exchange it is straightforward to incorporate the Beckworth s and Hendrickson s insight. So the first step modification would be to re-write the
McCallum rule to:
bt = x*

vt

mt + 0.5( x*

xt-1).

Note that in this version of the McCallum rule vt is the rate of growth of broad money (for example M2) velocity averaged over the previous four years. In the original version v was velocity of base money
rather than of velocity of M2. mt is the rate of change in the money multiplier averaged over the previous
four years. This modification therefore mean that we indirectly are targeting broad money rather the money
base.
My second Market Monetarist objection to the original McCallum rule is that it fundamentally is
backward looking in nature. Market Monetarists stress that market prices provides the best information for
the tightness of monetary policy and therefore the best information for forecasting NGDP. Hence, instead
of using the lagged development in NGDP the expected growth for NGDP should be used.
My own
quite preliminary - empirical work indicates that NGDP growth one quarter ahead can be
forecasted quite successfully based on relatively few financial variables (stock prices, bond yields, the dollar
index and commodity prices).
I suggest forecasting the following model for expected NGDP growth model on US data:
E( xt+1)=a0+a1 st+a2 rt+a3 et+a4 ct+a5 xt
Where,

st the quarterly change in S &P500,

rt is the quarterly change in 30-year or 10-year US
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Treasury bonds (whatever works best), et the quarterly change in an index for a nominal trade weighted
dollar-index and ct is the quarterly change in global commodity prices (for example the CRB index). The
expected signs of the coefficients would be a1,a2,a4,a5>0 and a3<0 (higher e is assumed to mean stronger
dollar).
Estimating this model should be straightforward even though there obviously could be problems in
terms of multiple-correlation, but those challenges should be relatively easy to overcome.
Obviously it would not be necessary to estimate an equation for expected NGDP if there was a
tradable NGDP future, but as we all know such a things does not exist in the real world.
Using the estimated equation for expected NGDP growth one quarter ahead we get the following
modified McCallum rule:
bt = x*

vt

mt + 0.5( x*

E( xt+1))

Now we are pretty close to having a Market Monetarist version of the McCallum rule, which takes
into account changes in the money multiplier and is forward-looking in nature.
The McCallum-Christensen rule
The only issue that we have not discussed is McCallum s focus on the growth of NGDP rather than
the level of NGDP. However, it should be noted that the McCallum rule is a feedback rule and if in NGDP
growth (lagged/forecasted) falls below x* then the money base will be expanded. This should ensure that
NGDP returns to a stationary path, but it is not given that it would return to the pre-shock trend if a shock
where to hit the economy.
The size of the coefficient on the feedback part of the modified McCallum rule does therefore not
necessarily have to be 0.5. It could be bigger or smaller.
Therefore, I suggest writing the rule in a more generalized form:
bt = x*

vt

mt + beta( x*

E( xt+1))

Where beta is a coefficient bigger than zero. Further empirical work and simulations of the rule will
have to show what would be the appropriate size for beta. I hope some of my readers will take of the
challenge of the further empirical work on the McCallum-Christensen rule.
1. http://business.tepper.cmu.edu/facultyAdmin/upload/url4_424599635094_SOMCpaperMay2006.pdf
2. http://macromarketmusings.blogspot.com/
3. http://everydayecon.wordpress.com/
4. http://macromarketmusings.blogspot.com/2011/05/is-equation-of-exchange-still-useful.html

Benjamin Cole (2011-10-10 02:25:55)
Peter- That’s fun, but I would prefer a photo of a Department of Treasury printing press, perhaps with a workman
tending it, except the workman has his face replaced by Bernanke’s. If Bernanke’s hand was on a lever of some sort
all the better.

34

Benjamin Cole (2011-10-09 20:45:57)
Fascinating post. I leave the fine points to others—I think as long as the public understands the Fed is targeting
nominal GDP, and will use all of its guns to get there, we will be fine. Like I say, the Fed ought to release a picture
of Bernanke with his hand on the lever of a printing press. The caption: ”Think I cannot get nominal GDP up?
Make my day.” (Any photoshopppers out there? We need this photo to make our point.) Go M-Cubed! The Market
Monetarism Movement.
Peter (2011-10-09 11:45:13)
Wouldn’t that expected x formula get us into the circularity problem? And shouldn’t we try to get the level of NGDP
in there somehow? How about: Dbt = Dx* - Dvt - beta * DxL(t-1) D = delta. DxL(t) is NGDP deviations from
trend. I think this should be enough since the market will know that NGDP will eventually get back to trend. So
there’s no need for the market to worry that the central bank will screw up in the long run. Not as good as Scott’s
NGDP futures idea, but far better than what we have now. Someone should get McCallum to start blogging! I don’t
see the need to split up base velocity. The money multiplier and money velocity is part of the base velocity.
Lars Christensen (2011-10-09 14:45:33)
Peter, I don’t think there will be a problem with circularity. In fact with a market based forwarded looking like this
the Federal Reserve would likely drastically have increased the money money base well before the collapse of Lehman
Brothers and not after as was actually the case. I guess when you refer to circularity you think that the markets
would start to price in recovery once the rule was announced and that therefore would be no increase in the money
base. That might be it, but that is exactly the point - money policy works with long and variable LEADS. In terms of
money multiplier I think it is an important element. In fact if the Federal Reserve had followed a normal McCallum
the response to the Great Recession would have been significantly weaker than it has been in reality.
Peter (2011-10-09 15:16:07)
I was thinking of a circularity problem like Scott explained here: http://www.themoneyillusion.com/?p=7210 . Maybe
that wont be a problem for a rule based approach. I was just concerned about the calculations for expected future
NGDP. I still don’t get the money multiplier. Bv = BmV. So v = mV. ln(v) = ln(m) + ln(V). So McCallum’s rule
should be equal to your version in that regard. What am I missing?
Lars Christensen (2011-10-09 15:22:06)
Peter, now I get it. You should note that I replace the money base in the model with broad money (M2). But have a
look at Beckworth comments - that will make it more clear.
Peter (2011-10-09 20:58:27)
Benjamin, something like this? http://www.quickmeme.com/meme/355w4z
Nick Rowe (2011-10-10 03:38:21)
Ultimately, the only thing that central banks control is their own balance sheet. All else is commentary (i.e. part of
the Bank’s communications strategy). Interest rates are an intermediate target. The Bank of Canada for example
makes a commitment every 6 weeks to keep that intermediate target (the overnight rate of interest) constant for 6
weeks. The funny thing is, New Keynesians say that intermediate targets are unnecessary. And they use this to argue
that monetary aggregate should play no role in targeting inflation. [Can anyone remember whose paper I’m trying
to recall here??]. But by the same token, interest rates are unnecessary, because they are just another intermediate
target. Damn. Whose paper am I thinking of??.
Alex Salter (2011-10-10 05:48:00)
Solid primer. I’m a little worried your NGDP forecasting equation is massively sensitive to endogenous offsetting
behavior, but the rest is a good exercise to market monetarist logic.
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Horwitz, McCallum and Markets (and nothing about Rush) « The Market Monetarist (2011-10-15 00:38:50)
[...] have earlier suggested such a modified version of the McCallum rule, but I not entire happy with how that came
out, but [...]

Brad, the market will tell you when monetary policy is easy (2011-10-09 21:06)
The IS/LM debate continues. [1]Scott Sumner and [2]Brad DeLong now debate how to define easy money .
Here is my take on how to identify easy and tight money.
In a world of monetary disequilibrium, one cannot observe directly whether monetary conditions are tight or
loose. However, one can observe the consequences of tight or loose monetary policy. If money is tight then
nominal GDP tends to fall or growth is slower. Similarly, excess demand for money will also be visible
in other markets such as the stock market, the foreign exchange market, commodity markets and the bond
markets. Hence, for Market Monetarists, the dictum is money and markets matter.
Furthermore, contrary to traditional Monetarists, Market Monetarists are critical of the use of monetary
aggregates as indicators of monetary policy tightness because velocity is unstable contrary to what traditional Monetarists used to think. As Scott Sumner [3]states:
Monetary aggregates are neither good indicators of the stance of monetary policy, nor good policy targets. Rather than assume current changes in (the money supply) affect future (aggregate demand) with long
and variable lags, I assume current changes in the expected future path of (the money supply) affect current
(aggregate demand), with almost no lag at all.
Hence, contrary to Milton Friedman s dictum that monetary policy works with long and variable lags ,
Scott Sumner argues that monetary policy works with long and variable leads . Hence, the expectation
channel is key to understanding the impact of monetary policy.
Market Monetarists basically have a forward-looking view of monetary theory and monetary policy and
they tend to think that markets can be described as efficient and that economic agents have rational expectations. Therefore, financial market pricing also contains useful information about the current and expected
stance of monetary policy.
Market Monetarists therefore conclude that asset prices provide the best indirect indicator of the monetary policy stance. Market Monetarists would like to be able to observe the monetary policy stance from the
pricing of a futures contract for nominal GDP. However, such contracts do not exist in the real world and
Market Monetarists therefore suggest using a more eclectic method where a more broad range of financial
variables is observed.
Generally, if monetary policy is loose one should see stock prices rise, the currency should weaken and
long-term bond yields should rise (as nominal GDP expectations increase). For a large country such as the
US, a loosening of monetary policy should also be expected to increase commodity prices. The opposite is
the case if monetary policy is tight: lower stock prices, strong currency, lower long-term yields and lower
commodity prices.
Market Monetarists only favour looser (tighter) monetary policy if NGDP expectations are below (above)
the central bank s policy objective. Hence, Market Monetarists would always conduct monetary analysis by
contrasting the signals from market indicators with how far away the objective is from the bull s eye (the
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policy objective). This is illustrated in this [4]chart.
1. http://www.themoneyillusion.com/?p=11310
2.

http://delong.typepad.com/sdj/2011/10/

is-lm-watch-in-the-country-of-the-one-eyed-the-self-blinded-man-is-in-bad-shape-department.html
3. http://www.themoneyillusion.com/?p=8834
4. http://marketmonetarist.files.wordpress.com/2011/10/money-graph3.docx

What´s easy/tight money? | Historinhas (2011-10-09 22:22:28)
[...] Lars Christensen moderates the debate. But he´s biased ! In a world of monetary disequilibrium, one cannot observe directly whether monetary conditions are tight or loose. However, one can observe the consequences of
tight or loose monetary policy. If money is tight then nominal GDP tends to fall or growth is slower. Similarly,
excess demand for money will also be visible in other markets such as the stock market, the foreign exchange market, commodity markets and the bond markets. Hence, for Market Monetarists, the dictum is money and markets
matter. LD AddCustomAttr(”AdOpt”, ”1”); LD AddCustomAttr(”Origin”, ”other”); LD AddCustomAttr(”theme
bg”, ”ffffff”); LD AddCustomAttr(”theme text”, ”333333”); LD AddCustomAttr(”theme link”, ”0066cc”); LD AddCustomAttr(”theme border”, ”f2f7fc”); LD AddCustomAttr(”theme url”, ”ff4b33”); LD AddCustomAttr(”LangId”,
”1”); LD AddCustomAttr(”Autotag”, ”business”); LD AddSlot(”wpcom below post”); LD GetBids(); Rate this:
Share this:EmailTwitterLike this:LikeBe the first to like this post. This entry was posted in Uncategorized. Bookmark
the permalink. • Misplaced worries [...]
Alex Salter (2011-10-10 05:52:45)
I really like your emphasis here on the expectations channel. Well done.
Benjamin Cole (2011-10-10 06:54:21)
Excellent post.
Sometimes (Macro) History Bites
Clearing and Settlement (2011-10-11 06:56:58)
[...] do we know this is true? Lars Christensen explains: In a world of monetary disequilibrium, one cannot observe
directly whether monetary conditions are [...]
JP Koning (2011-10-13 16:53:43)
”Generally, if monetary policy is loose one should see stock prices rise, the currency should weaken and long-term
bond yields should rise (as nominal GDP expectations increase). For a large country such as the US, a loosening of
monetary policy should also be expected to increase commodity prices.” So we would see stock and commodity prices
rise and currency and bonds fall if monetary policy was loose, indicating an excess supply of money. But we could
also see the same if, assuming monetary policy hasn’t changed, people choose to take on greater risk. So given a rise
in stock and commodity prices, and a fall in currency and bonds, how do you determine if this was the result of loose
monetary policy or people wanting to take on greater risk?
Lars Christensen (2011-10-13 22:49:18)
JPK, Sorry for the late reply. You of course have a point. However, I think that increased ”risk appetite”
and lower demand for cash/money basically is the same thing. See my post ”Risk off and monetary conditions”
(http://marketmonetarist.com/2011/10/03/risk-off-and-monetary-cond itions/)
JP Koning (2011-10-14 14:51:58)
Hi Lars, I read that article last week and actually left a comment on it. The gist of my comment was like this: you
can have ”risk off” days in which people move out of more-liquid assets into less-liquid assets because the latter are
considered less risky. For instance, in an extreme ”risk off” scenario sell money, buy guns, matches, and tins of food.
Which makes it difficult to understand ”risk off” and ”risk on” days, because we don’t know if they are due to the
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desire for safety or liquidity. Those are my rough thoughts - I’m always willing to be dissuaded.

Some (Un)pleasant Nobelmetrics& (2011-10-10 18:04)
Ok, I was wrong. I kind of expected that [1]Scott Sumner would not get the Nobel Prize in economics
(yeah, yeah I know that its not a real Nobel Prize&) and no I can hardly say that [2]Thomas Sargent and
Christopher Sims are not world class economists. Both certainly are, but I must say I am a bit disappointed
by the increasing focus among economists on econometrics. But there is no reason to blame Sargent and
Sims for that.
Sargent and Sims were awarded the Nobel Prize for”for their empirical research on cause and effect
in the macroeconomy”
It might as well have said that they got the Nobel Prize in for developing the econometrics
particularly Vector AutoRegression (VAR). This is why I am slightly disappointed. Economics is not statistical
method. To me, and his might make [3]Bob Murphy happy, economics is mostly a deductive science or what
Ludwig von Mises called Praxeology. That does not mean that we should not use math (as the Austrians
are suggesting) or not test our theories empirically, but I find it highly problematic that economic reasoning
has become less important for our profession than fancy statistically methods. I could of course also say as
Nick Rowe usually say that we dislike econometrics because we are so bad at it, but frankly I have seen very
few econometric results that have changed my mind on any particular issue.
From a Market Monetarist perspective there is reason to be sceptical about econometrics. Econometrics is about history
it basically by method assumes that expectations have no importance (yes,
yes I know Sargent and Sims have tried to change that&). To Market Monetarists expectations about
future monetary policy is key to how we understand monetary policy. Studying monetary policy in the
rearview minor does not teach you anything. (I will later today put out a comment on Market Monetarist
methodology as I see it&UPDATE: I JUST [4]DID).
So do Sargent and Sims not deserve the Nobel Prize? Yes, let me say it again they certainly do deserve the Nobel Prize. It is well deserved. I am just unhappy that they get it for econometric work rather
for economic thinking.
In fact Sargent have written a number of papers that I consider to be among the most import papers I have ever read.
In 1981 Sargent wrote the paper [5]”Some Unpleasant Monetarist Arithmetic” with Neil Wallace. In
my book that paper alone qualifies for a Nobel Prize. The story in their paper is pretty simple (a lot of
good economics is). Sargent and Wallace tell us that public expenditure can be financed in three ways in
the short-run: Taxes, borrowing (issuing bonds) and by printing money. In the long-run you have to pay
back your debts so that will leave only two options taxes and printing money. In a world with rational
expectations forward looking economic agents - this means that if a government is running large deficit
then it will sooner or later lead to either higher taxes/lower expenditures or to higher inflation. And as
agents are forward looking an unsustainable large budget deficit this could trigger a sharp rise in inflation
already before the money printing starts. This is pretty Sumnerian: Monetary Policy works with long and
variable LEADS. (Anybody who thinks the US will default should read this paper and look at US bond
yields...).
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A less well-known paper by Sargent (co-authored with [6]Joseph Zeira in 2008) [7] Israel 1983: A
Bout of Unpleasant Monetarist Arithmetic is another of my other favourite economics papers. It is
wonderfully written and very intriguing. Here is the abstract for you:
From 1970 to 1985, Israel experienced high inflation. It rose in three jumps to new plateaus and
eventually exceeded 400 % per annum. This paper claims that anticipated monetary and fiscal effects of
a massive government bailout of owners of fallen bank shares caused the last big jump in inflation that
occurred in October 1983. Bank shares had just collapsed after a scandal in which it was revealed that
banks had long manipulated their share prices. The government promised to reimburse innocent owners for
the diminished value of their bank shares, but only after four or five years. The public believed that promise
and public debt therefore implicitly increased by a large amount. That implied future monetary expansions.
Because that was foreseen, inflation immediately rose as predicted by the unpleasant monetarist arithmetic
of Sargent and Wallace (1981)
So once again, I think Sargent and Sims deserve to win the Nobel Prize. They are world class
economists, but I would so much have hope that they have gotten it for economics and not for statistical
method.
Congratulation Thomas and Chris!
PS I am really just an angry Danish nationalist, if you want to award the Nobel Prize in economics
to statisticians for their work on VAR why not give it to the best? My country man [8]Søren Johansen and
his wife [9]Katarina Juselius. Maybe next year Søren and Katarina&ah sorry guys next year Scott Sumner
will get it&
1. http://marketmonetarist.com/2011/10/08/and-the-nobel-prize-in-economics-goes-to/
2. http://www.nobelprize.org/nobel_prizes/economics/laureates/2011/
3. http://marketmonetarist.com/2011/10/07/bob-murphy-is-anti-market-monetarism/
4.

http://marketmonetarist.com/2011/10/10/market-monetarist-methodology-%E2%80%

93-markets-rather-econometric-testing/
5. http://www.minneapolisfed.org/research/qr/qr531.pdf
6. http://papers.ssrn.com/sol3/cf_dev/AbsByAuth.cfm?per_id=93510
7. https://files.nyu.edu/ts43/public/research/zeira_sargent_final.pdf
8. http://www.math.ku.dk/~sjo/
9. http://www.econ.ku.dk/okokj/

Benjamin Cole (2011-10-10 19:37:09)
Great post. I share the concerns that economists are burying themselves in increasingly fragile and esoteric models
(based upon data that is inferior in quality to data collected in the hard sciences). And gee, isn’t it surprising that
the models always support the political prejudices of the model makers?
Peter (2011-10-10 18:35:31)
Great post, Lars! But maybe a little bit too harsh on the Austrians. I don’t think they believe we should use no math
at all in economics. Or is it really that bad?
Lars Christensen (2011-10-10 18:40:22)
Peter, it is really that with the Austrians - most of them hate math. Just have a look here: http://mises.org/daily/926
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Peter (2011-10-10 18:57:47)
Hmm, seems like you were right.
Peter (2011-10-11 16:52:39)
Did you see this? http://www.economist.com/blogs/freeexchange/2011/10/economic-crisis In both the Minneapolis
Fed interview and his February 2010 Phillips Lecture at the London School of Economics, Professor Sargent gave a
respectful summary of a criticism of federal bank deposit insurance: The deposit insurance allows shareholders to
gamble on favorable terms with other peoples money (the tax payers ), and shareholders want to do this as much as
possible. The bank is bound to fail sooner or later, and then the government will have to pay the depositors. Toward
the end of the Phillips Lecture, Professor Sargent also cites Walter Bagehot, who said that what he called a natural
competitive banking system without a central bank would be better&. nothing can be more surely established
by a larger experience than that a Government which interferes with any trade injures that trade. The best thing
undeniably that a Government can do with the Money Market is to let it take care of itself. – Is Sargent a free
banking proponent?

Market

Monetarist

Methodology

Markets

rather

than

econometric

testing

(2011-10-10 21:15)

When I wrote my [1]book on Milton Friedman (sorry it is in Danish&) a decade ago I remember that the
hardest chapter to write was the chapter on Friedman s methodological views. It ended up being a tinny
little chapter and I was never satisfied with it. The main reason was that even though I was and continue to
be a Friedmanite in my general (macro) economic thinking I did not agree with Friedman methodological
views.
My methodological views were and I guess still are pretty Austrian. In Ludwig von Mises’ [2] Human
Action the first sentence of Chapter one is Human action is purposeful behaviour . Mises and other
Austrian school economists claim (I think more or less rightly) that all economic theory can be deducted
from this dictum. That view kind of clashes with Friedman s positivist thinking that theory has to be
empirically tested.
All in all, Friedman would probably have been happier about today s Nobel Prizes in economics than I
am (See my earlier post). That said, over time I have come to appreciate [3]Friedman s methodological
views more and more and I no longer think that there is such a big conflict Friedman s methodological
views and the views of the Austrians. But yeah, I am pretty much like Friedman you write one paper on
methodology and then you forget about it. So maybe you might want to stop reading now.
However, in my [4]paper on Market Monetarism I tried to find to common methodological views of
blogging Market Monetarists. That said, you could have reached a Market Monetarist position coming from
a deductive perspective (that is more or less how I have arrived here) or you could have come to your Market
Monetarist views via econometric testing that tells you that Market Monetarism is empirically correct (the
method Friedman recommend). So when I talk about methodology here it is clearly in a relatively broad
sense.
Given that Market Monetarism as an economic school is very young and only really live in the blogosphere, it is difficult to discuss a methodological approach. However, there are some common attitudes
to methodology among the Market Monetarists.
In particular, I highlight the following methodological commonalities.
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1. Sceptical view of large scale macroeconomic models. The Market Monetarists tend to dislike
the kind of large-scale macroeconomic typical New Keynesian models that, for example, most central
banks utilise. Rather, Market Monetarists prefer simpler, smaller models and dictums.
2.
Story-telling and a general case-by-case method of studying empirical facts rather than using
econometric models. This is due to the Market Monetarists view of the monetary transmission mechanism
as basically forward looking. Despite significant progress in econometric methods, common econometric
methods basically cannot handle expectations and therefore any econometric study of causality is likely
to be flawed, as monetary policy works with long and variable leads .
3. Market Monetarists preferred empirical method is to combine actual knowledge of relevant news
about, for example, monetary policy initiatives with analysis of market reactions to such initiatives. As
such, Market Monetarists methods are highly eclectic.
4. Market data is preferred to macroeconomic data. As markets are assumed to be efficient and forward looking, all available information is already reflected in market pricing, while macroeconomic data is
basically historical and as such backward looking.
5. Economic reasoning rather than advanced maths. Market Monetarists base their thinking on
rather stringent economic theorising and reasoning but are very critical of the kind of mathematically based
models that dominate much of the teaching in economics these days.
That s my two cents on Market Monetarist methodology, but don t take it to serious
or at least
that is what [5]Deidre N. McCloskey would tell you. McClosky s book [6] Knowledge and persuasion in
economics is that latest (of very few) book that I have read on Methodology. In it she tells us (page 32-33):
Economists march to and fro under different banners, raising huzzahs for different candidates for
the Nobel Prize. Party loyalty provides a career. The young upwardly mobile indoctrinated economist
(YUMIE) always votes at his party s call and never thinks of thinking for himself at all. Yet the existence
of schools fits poorly with the receive theory of science. The theory most economists espouse says that
findings will falsity the observable hypothesis derived from higher order hypotheses and then of
course everyone will change his mind. But nobody changes his mind. The number of economists who have
abandoned a hypothesis and have admitted so in public is close to zero. But that turns out to be true also
of the Science that economists think they are emulating .
I tell you, she writes like that all through the book! At the end you are slightly embarrassed to be
an economist, but then after five minutes of putting down the book you are back to you all sectarian habits.
BOOO! The Keynesians are clueless and so are the Austrians!
(BTW BUY that book it is damn good!)
1. http://www.djoef-forlag.dk/vare/8757408122
2. http://mises.org/Books/humanaction.pdf
3. http://www.ppge.ufrgs.br/giacomo/arquivos/eco02277/friedman-1966.pdf
4. http://thefaintofheart.files.wordpress.com/2011/09/market-monetarism-13092011.pdf
5. http://www.deirdremccloskey.com/
6. http://www.amazon.com/Knowledge-Persuasion-Economics-Deirdre-McCloskey/dp/0521436036
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Jens (2011-10-10 23:52:36)
To me, it looks like the market monetarists have adopted much of the New Keynesian methodology, and reading
Christensen (2011) market monetarists actually seem to have a lot of praise for the New Keynesian approach - or at
least the New Keynesian Phillips curve. The New Keynesian framework actually combines economic reasoning AND
advanced math. To me, that creates stronger arguments. But anything labelled ”Keynesian” seems to be a profanity
in market monetarism :-) If the revolutionary market monetarists are to succeed and convince Bernanke et al., why
not beat them at their home turf? Hence, if central banks count on various New Keynesian like models, why not start
deriving the ideas of market monetarism from the New Keynesian model? Since, market monetarism emphasise level
targeting and expectations, why not consider price level targeting, which has gained substantial support in the New
Keynesian model? Nonetheless, keep of up the good work Lars! Always a pleasure to read your stuff.
Lars Christensen (2011-10-11 01:54:12)
Jens, we have a deal...this looks like we will be working on a McCallum-Christensen rule in a New Keynesian model
set-up;-)
Brito (2011-10-31 14:36:33)
”3. Market Monetarists preferred empirical method is to combine actual knowledge of relevant news about, for example, monetary policy initiatives with analysis of market reactions to such initiatives.” I would argue that this could
be easily tested econometrically, the advantage is that it clarifies the evidence and removes ambigiuity.

Believe it or not, but Greenspan makes a lot of sense (2011-10-10 22:49)
I have often been critical about Alan Greenspan’s economic thinking, but listen to this [1]Interview on CNBC.
It is pretty good. Greenspan talks about the international financial linkages - particularly between the US
and the euro zone. He makes a lot of sense (other than some odd cultural references, which the rather
uneducated reporters just go along with...)
I think that US based Market Monetarists should pay attention here. The global financial markets are
highly inter-linked. One can not ignore European issues if one want to understand US monetary policy issues as you can not understand the Great Depression without understand [2]French goal hoarding and [3]the
collapse of the Austrian bank Creditanstalt.
1. http://video.cnbc.com/gallery/?video=3000049971
2.

http://marketmonetarist.com/2011/10/03/france-caused-the-great-depression-%E2%80%

93-who-caused-the-great-recession/
3.

http://www.amazon.com/Credit-Anstalt-Crisis-Studies-Macroeconomic-History/dp/0521030293/ref=sr_1_1?ie=

UTF8&qid=1318279650&sr=8-1

Gideon Gono, a time machine and the liquidity trap (2011-10-11 00:33)
Here is a quote from a random [1]article from the financial media in 2008:
Central banks around the world are rapidly depleting their ammunition as interest rates head to
unparalleled lows
It is quite common that it is claimed that central banks around the world are out of ammunition
because interest rates are close to zero and that there therefore are no more options for monetary stimulus.
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Market Monetarist obviously disagrees strongly with that assessment, but we are up against a long running
tradition.
Lets jump into a time machine and fastback to 1935. This is US congressman [2]T. Alan Goldsborough supporting Federal Reserve chairman [3]Marriner Eccles in Congressional hearings on the Banking Act
of 1935:
Governor Eccles: Under present circumstances, there is very little, if any, that can be done.
Congressman Goldsborough: You mean you cannot push on a string.
Governor Eccles: That is a very good way to put it, one cannot push on a string. We are in the
depths of a depression and... beyond creating an easy money situation through reduction of discount rates,
there is very little, if anything, that the reserve organization can do to bring about recovery
There is now doubt that even in 1935 the situation was quite desperate, but not as desperate as it
was before the US went off gold in 1933.
So further back to 1932.
In 1932 the US economy is deep in depression, unemployment is massively high and deflation has
never been stronger.
The situation is desperate for president Hoover. No matter what ideas he comes up with nothing
works and he stands no chance of winning the upcoming presidential elections.
The chairman of the Federal Reserve Eugene Meyer is telling Hoover that he should use fiscal policy
to boost the economy, but that monetary policy loosening is no option.
But then it all becomes very sci-fi
Meyer is [4]beamed up by Scotty (Sumner) and replaced by
Zimbabwean central bank governor [5]Gideon Gono.
We need a little be more sci-fi: Everybody in 1932 knows the reputation of Gideon Gono as a money
printing psycho central banker.
So what happened when Gono is beamed back to 1932? Well, everybody knows that he doesn t care
about any strings on money policy - he just print money like a mad man and everybody knows that he
created hyperinflation in his previous job. So what would you expect? They would of course expect inflation!
And they would expect the US to give up the gold standard very fast after all Gideon Gono is not exactly
Bob Murphy. And he probably would so with in minutes of arriving back in 1932.
What happens now? Everybody realise that the value of cash will not continue to increase so there
will be no reason to hoard cash. Rather suddenly the dollars are burning holes in people pockets. And
the same goes for banks and corporations: We don t want dollar anymore. This is the hot potato effect in
monetary theory. Money demand collapse relative to the money supply. That is monetary loosening!
So monetary policy works with long and variable LEADS

in fact with time warping leads.

Fast forward to 2011. The global economy is on the verge of a new depression
the talk of a debtdeflation continues nearly four years into the Great Recession. An economics professor Scotty starts
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blogging about monetary policy. His big hero is Gideon Gono the Fed chairman who in 1933 pulled out
the US from the Great Depression and with it the rest of the world. Nobody would remember Hitler and
we would still be talking about the Great War rather than World War 1.
And no Gideon Gono was never a good central bank and he would probably have stolen the US
gold reserve once he landed back in 1932. This is not an endorsement of inflationist policies or insane central
bankers, but an illustration of the importance of what expectations mean for monetary policy effectiveness.
PS after Gideon Gono became Fed chairman Hoover won the presidential campaign and became the
longest serving US president ever and became a much loved president in the Republican party. They call
him: The president who understood monetary policy . And the Republican party is forever grateful to
Hoover for never having introduced Social Security. And most important Paul Krugman would look pretty
stupid when he went on and on about the [6]liquidity trap.
PPS luckily Gideon Gono was not beamed back to 1979.
PPPS If you want to read a truly insane book on monetary policy have a look at Gideon Gono’s
”masterpiece”: [7]Zimbabwe’s Casino Economy: Extraordinary Measures for Extraordinary Challenges.

1. http://www.thisismoney.co.uk/money/article-1092045/Central-banks-begin-run-ammunition-rates-hit-new-lows.
html
2. http://en.wikipedia.org/wiki/T._Alan_Goldsborough
3. http://en.wikipedia.org/wiki/Marriner_Eccles
4. http://www.youtube.com/watch?v=HxKJyeCRVek
5. http://en.wikipedia.org/wiki/Gideon_Gono
6. http://krugman.blogs.nytimes.com/2010/07/14/nobody-understands-the-liquidity-trap-wonkish/
7. http://www.amazon.co.uk/Zimbabwes-Casino-Economy-Extraordinary-Challenges/dp/0797436790

Marcus Nunes (2011-10-11 01:28:47)
This was very welcome. A post that makes you laugh!
Lars Christensen (2011-10-11 01:39:34)
Marcus, that was certainly the plan, but I hope it also was a bit educational.
Marcus Nunes (2011-10-11 01:45:47)
Don´t worry. It was that too.
Benjamin Cole (2011-10-12 03:31:58)
Of course, I had my tongue in cheek in saying I liked Gono. But we need some of Gono in our central bankers. Don
Juan was not a nice guy, but each of us needs some Don Juan in us.
Benjamin Cole (2011-10-11 07:11:39)
I like this Gono character. Seriously, I think if people thought the Fed was serious about targeting 7 percent nominal
GDP, and they knew that meant some inflation, they would start buying real estate pronto. Leverage 9 to 1 on real
estate, and wait for inflation. You will get rich. Maybe start fixing up properties, and that means hiring workers, and
real estate brokers and —oh my, you have a recovery?
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Lars Christensen (2011-10-11 07:21:03)
Ben, this Gono character undoubtedly has been the worst central banker in the world in last decade, but paradoxically
his policies might have pulled the US out of the Great Depression...ironic, but true I think.
Lars Christensen (2011-10-11 07:21:38)
...or rather I should say that the EXPECTATION of his policies would have done the job in 1933.

Monetary policy and banking crisis - lessons from the Great Depression (2011-10-12 00:49)
As the Euro zone crisis continues to escalate and European policy makers are trying to avoid that the Greek
sovereign debt crisis develops into a European wide banking crisis it might be an idea to study history. The
Great Depression gives us many insides to what to do and what not to do to avoid crisis.
Maybe European policy makers should start having a look at Richard Grossman’s excellent paper
”[1]The Shoe That Didn’t Drop: Explaining Banking Stability During the Great Depression” published in
Journal of Economic History in 1994.
The key hypothesis in Grossman’s paper is that there is strong connection between banking crisis
and the monetary policy regime in a country.
Here is the abstract for the paper:
”This article attempts to account for the exceptional stability exhibited by the banking systems of
Britain, Canada, and ten other countries during the Great Depression. It considers three possible explanations of stability–the structure of the commercial banking system, macroeconomic policy and performance,
and lender of last resort behavior–employing data from 25 countries across Europe and North America. The
results suggest that macroeconomic policy–especially exchange-rate policy–and banking structure, but not
lenders of last resort, were systematically responsible for banking stability.”
Peter Termin in [2]”The Great Recession in Historical Context” summaries Grossman’s results nicely
and puts it into a greater perspective:
”Many countries continued to maintain deflationary policies in the early 1930s as they tried to hold
on to the gold standard or, in the case of Germany, follow their prescriptions even after abandoning the
gold standard. Some countries followed England off gold and created room for expansive policies, which
were neither large nor expansive enough to stimulate recovery in countries that remained in thrall to gold.
It has become common to attribute the continued economic decline to banking crises, but banks failed
only in countries that adhered to the gold standard (Grossman, 1994). As long as countries set policies to
maintain the value of their currency, their banks were at risk; bank failures were a damaging outcome of
the depression, not its cause. Governments and central bankers not commercial banks led the way into
depression in country after country.
Policies were perverse because they were formulated to preserve the gold standard, not to stabilize
output and employment. Central bankers thought that maintenance of the gold standard would in time
restore employment, while attempts to increase employment directly would fail. The collapse of output
and prices and the loss of savings as banks closed in the early 1930s were precisely what the gold standard
promised to prevent. Reconciling outcomes with expectations consequently required interpreting these
exceptional events in unexceptional terms. Where the crisis was most severe, blame was laid on the
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authorities’ failure to embrace the gold-standard mentality.”
Hence, if monetary policy fails so do banks. Its very simple. Let that be a lesson for central bankers around
the world.
Luckily at the top of the ECB management we have somebody with great inside into the history
and causes of Banking crisis. That is Aurel Schubert who wrote the excellent book ”[3]The Credit-Anstalt
Crisis of 1931”. Aurel Schubert today is [4]Director General Statistics at the ECB. Hopefully somebody will
ask Mr. Schubert about the lessons from 1931.
Peter Coy the Economics editor of Bloomberg Businessweek provides an excellent overview of the
Creditanstalt crisis of 1931 and draws parallels to the situation to in this [5]article.
1. http://pubget.com/paper/pgtmp_jstor2123872
2. http://www.biu.ac.il/soc/ec/seminar/data/20_12_10/great%20recession%20in%20historical%20context.pdf
3. http://www.amazon.com/Credit-Anstalt-Crisis-Studies-Macroeconomic-History/dp/0521365376
4. http://www.ecb.int/press/pr/date/2010/html/pr100308.en.html
5. http://www.businessweek.com/magazine/content/11_18/b4226012481756.htm

Marcus Nunes (2011-10-12 01:13:38)
So financial crisis tend to be not the ”cause” but one ”consequence” of bad economic policy.

Beckworth’s journey - we travel together (2011-10-12 10:47)
David Beckworth has a blog post on his [1]”Journey into Market Monetarism” and comments on my working
paper on Market Monetarism.
I think David speaks for many of us about his journey. We might have been monetarist inclined
economists going into the crisis, but the Great Recession has had profound influence on our thinking. That
goes for David and it goes for me.
Here is David’s ”journey”:
”When I started blogging in 2007 my writing focused on the Federal Reserve’s failure to properly
handle the productivity boom of 2001-2004 and how this failure contributed to the global housing boom.
This productivity boom–spawned by the opening up of Asia and the ongoing technological gains–increased
economic capacity, put downward pressure on inflation, and implied a higher natural interest rate. The Fed,
however, responded to the fist two developments as if they were signalling falling aggregate demand rather
than rapid increases in aggregate supply. The Fed did this by failing to raise the federal funds rate when
the natural interest rate rose and then kept it well below the natural rate level for several years. Given the
Fed’s monetary superpower status, this sustained easing created a global liquidity boom that was a key
force behind the ”global saving glut”. This view was what initially drove most of my blogging.”
This is very similar to my own thinking back in 2006-7. In my day job at Danske Bank as head of
Emerging Markets research I increasing felt uncomfortable about increasing imbalances in certain especially
Central and Eastern European economies and in Iceland as a result of among other things overly loose
monetary conditions - domestically and globally. In 2006 I co-authored a paper called [2]”The Geyser crisis”,
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where we (it turns out later correctly) forecasted a serious bust in the Icelandic economy and possible
financial crisis (Michael Lewis in his new book [3]”Boomerang” tells the story of the Icelandic crisis and I
am happy to say that he has nice things to say of my research on the Icelandic economy).
The Geyser crisis paper was clearly written in the spirit that monetary (and credit) conditions had
become overly loose. Later in early 2007 I wrote a number of papers warning about risks to the Central and
Eastern European economies particularly to the Baltic economies (See for example [4]here). Also here was
overly loose monetary conditions are the centre of thinking.
Back to David’s account of his journey:
”By late 2008 my focus began to change. I had been critical of the Fed for allowing too rapid growth in
nominal spending during the first half of the decade, but by this time it seemed the Fed was erring in the
opposite direction. Nominal spending was falling fast and the Fed’s seemed more focused on saving the
financial system than in directly preventing the collapse in aggregate demand. The Fed’s introduction of
interest payments on excess reserves in October, 2008 only served to confirm my fear that the Fed was too
narrowly focused on financial stability. This fear combined with what I was reading from Nick Rowe and
Bill Woolsey (in the comments section initially) about the excess money demand problem and early posts
from Scott Sumner about the Fed causing the financial crisis by failing to stabilize nominal spending in
the first place convinced me that the Fed had committed a colossal policy mistake in 2008. This failure
to respond to the drop in nominal spending I later came to recognize as a passive tightening of monetary
policy (something that is easy to show using an expanded equation of exchange).”
Again I am with David. Seeing events unfold in 2008 and 2009 I came to realize that many of the
policy mistakes made during that period (and now!) are very similar to what happened during the Great
Depression: Particularly overly tight monetary conditions and the general feeling among policy makers and
commentators that monetary policy is impotent while it is in fact highly effective. Some of the countries
I follow on a daily basis like the Baltic countries saw a massive tightening of monetary conditions. The
result has been deeply tragic. A country like Latvia for example has seen a drop in real GDP of a similar
magnitude as the US saw during the Great Depression and unemployment rose to 20 %!
The Central and Eastern European financial distress during especially early 2009 brought back memories of the early 1930s where policy makers in different countries often undermined each others efforts to
stabilize the situation and there was effectively no coordination of policy actions. What saved the day was
when the Federal Reserve finally acted and introduced quantitative easing. The opening of dollar swap
lines between the Federal Reserve and the ECB and other European central banks also played a key role in
stabilizing the situation in the European markets in the first half over 2009.
As David notes while monetary policy makers clearly erred on the ”easy side” during 2004-7 the opposite has been the case since 2008. While policy makers - both central banks, Finance Ministry officials
and regulators - in many places where what I have called [5]”cheerleaders of the boom” prior the crisis and
therefore encouraged moral hazard they are now become completely obsessed with bubbles. A good example
is the Czech Republic - here inflation remains well below the central bank’s 2 % inflation target and there is
effectively no growth in the economy. Despite of that some Czech central bankers continue to talk about the
risk of bubbles created by low interest rates. I should say that I in general think Czech monetary policy has
been conduct rather well prior to the crisis and also in response to the crisis, but that does not change the
fact that many central bankers are more obsessed with the risk of bubbles now than they were during the
boom years. It seems like many central bankers are suffering from bubble paranoia - talk about backward
looking monetary policy!
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Something that David do not mention is the importance of not only loose monetary conditions in
the boom years, but also the importance of moral hazard. I have increasingly come to believe that it was
the combination overly monetary conditions and moral hazard, which is the main culprit for the excessive
risk taking in certain markets during the 2004-7 period. At the moment overly easy monetary policy is
certainly not a problems, while moral hazard problems seems bigger than ever.
Back to David’s post and his review of my working paper and maybe back to David’s comment
about what is not in my paper. Here is David:
”While I largely agree with Christensen’s assessment of our views, there are some additional points
worth noting.”
Happy to see that David and I agree, but I kind of expected that. David continues:
”First, though Market Monetarism has been largely a blogging phenomenon it has had important
voices in other mediums. Ramesh Ponnuru has been pushing the Market Monetarist view at the National
Review and at Bloomberg while MKM Chief Economist Michael Darda has been promoting it in the MKM
investment newletter and on interviews on CNBC and Bloomberg Radio. And even within the blogging
medium there are other prominent voices like that of Matthew Yglesias, Ryan Avent, and Brad DeLong
who often are sympathetic to Market Monetarists views.”
I completely agree that the Market Monetarist worldview is shared by some a number of commentators and financial reporters. In Europe I think [6]Ambrose Evans-Pritchard of the UK’s Daily Telegraph in
his comments often express views that are fundamentally Market Monetarist. In fact it should be noted that
while there in the US has been an odd disconnect between the views of traditional monetarists like Allan
Meltzer and the Market Montarists that has not been the case in the UK, where tradtional monetarists like
Tim Congdon have expressed views that are much more in line with Market Monetarist thinking.
Back to David:
”Second, Market Monetarists prescriptions are not all that different than those of prominent New
Keynesians like Michael Woodford and Paul Krugman. We all agree that when the zero bound is hit the
monetary base and t-bills became perfect substitutes and so the Fed should buy longer-term treasuries or
foreign exchange as part of a plan to hit some explicit nominal target. A big difference, though, between
New Keynesians and Market Monetarists is that where the former sees the move from t-bills to other assets
as a discrete jump from conventional to unconventional monetary policy, Market Monetarist see it as simply
moving down the list of assets that can affect money demand. The zero bond for us really is not a big deal,
but simply an artifact of monetary policy using a short-term interest rate as the targeted instrument. We
approach monetary policy with much less angst than New Keynesians.”
I would agree that a number of New Keynesian economists have views that are similar to the Market Monetarist perspective. That said, the US New Keynesians like Brad DeLong are pro-stimulus and that
means both fiscal and monetary stimulus. That is not the view of Market Monetarists who rightly remain
very skeptical about the effectiveness of fiscal policy. Furthermore, New Keynesians in my view does not
incorporate important information about the pricing in asset markets in their models and I that is at the
core of Market Monetarist thinking. We are Market Monetarists exactly because both money and markets
matter. To me it seems like there is neither markets nor money in most New Keyensian models (correct me
if I am wrong...). That does not mean that we can not learn a lot from the New Keynesians - we can, but
the two schools of thought are certainly not the same. By the way why do they insistent on using the term
Keynesian? Don’t tell me it is because they believe prices and wage are sticky - then they might as well be
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New Casselians - or maybe that is in fact what we are...
And back to David’s third point.
”Third, Market Monetarist stress NGDP level targeting because doing so would forcefully shape expectations. Here is why. Under such a monetary policy regime, the Fed would announce (1) its targeted
growth path for NGDP and (2) commit to buying up as many securities as needed to reach it. Knowing
that the Fed would be willing to buy up trillion of dollars of assets if necessary to hit its target would
cause the market itself to do much of the heavy lifting. That is, the public would adjust their portfolios in
anticipation of the Fed buying up more assets and in the process cause nominal spending to adjust largely
on its own. This would reduce the burden on the Fed and make it a less polarizing institution.”
Agreed. This mechanism in fact worked perfectly well during the Great Moderation - nobody however ever articulated it. Maybe it is about time to start theorizing a bit more about these mechanisms and
here the work of New Keynesians like Woodford and Svensson might be useful as they tried in fact have
tried to articulate some of these mechanisms with an NK rational expectations set-up. To me it can be
modeled as changes in money demand based on expectations of future changes in the money supply.
David’s final point:
”Finally, one critique of Market Monetarist is they lack an active research agenda and fail to take
advantage of formal modeling methods like DSGE models. While I cannot speak for all Market Monetarists,
I can say that Josh Hendrickson and I have several research projects that formally evaluate the Market
Monetarist view. For example, we have one paper where we make use of the search models developed in the
New Monetarist’s literature to formally develop a monetary theory of nominal income determination. We
also make use of structural VARs to examine the importance of nominal spending shocks in one paper and
the portfolio channel of monetary policy in another paper.”
Let me just say that I have seen a bit of David’s and Josh’s unpublished research and I think it is
very promising. We are clearly moving in the right direction. Furthermore, I would also like to share
with my readers that I have recently talked to a numbers of economics students and Ph.D. students who
are either working on Market Monetarists projects or would like to work on such research projects and I
would once again stress that I would be happy to facilitate contacts between different Market Monetarists
academics around the world. The network is growing day by day.
Finally, thank you David for reviewing my paper and for your insightful comments and I look forward to continue our journey together and I have a feeling that more will join us!
1. http://macromarketmusings.blogspot.com/2011/10/my-journey-into-market-monetarism.html
2. http://www.mbl.is/media/98/398.pdf
3.

http:

//www.amazon.com/Boomerang-Travels-New-Third-World/dp/0393081818/ref=sr_1_1?ie=UTF8&qid=1318407635&sr=8-1
4.

http://danskeanalyse.danskebank.dk/abo/AWarningNottoBeIgnoredPartII141207FINAL/$file/

AWarningNottoBeIgnoredPartII141207FINAL.pdf
5. http://www.euro50.org/2008/budapest/Christensen.doc
6. http://blogs.telegraph.co.uk/finance/author/ambroseevans-pritchard/

Alex Salter (2011-10-12 16:17:54)
”Something that David do not mention is the importance of not only loose monetary conditions in the boom years, but
also the importance of moral hazard. I have increasingly come to believe that it was the combination overly monetary
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conditions and moral hazard, which is the main culprit for the excessive risk taking in certain markets during the
2004-7 period.” This point has hardly been mentioned by anyone else, either (outside libertarian-leaning blogs). It’s a
shame, because it’s terribly important. The Great Recession was a perfect storm of a bunch of things going wrong at
the same time. Any one by itself -artificially cheap credit, moral hazard, etc. -may have been sufficient to cause the
downturn, but all that put together amounts to a double-subsidizing of behavior the unhampered market would deem
far too risky. When you subsidize something, you get more of it, and it’s important to remember not all subsidies are
explicitly pecuniary.
Lars Christensen (2011-10-12 18:53:39)
Alex, I completely agree. I think one reason why moral hazard is such a hard to comprehend is that guarantees and
subsidies often are implicit and not mentioned. I after I wrote my paper on Iceland back in 2006 the objection to
the conclusions I got from investors was that ”yeah, yeah you might be right, but you forget that Iceland will never
be allowed to fail”. It was assumed that other Nordic governments would come to the help if something went from.
And that is exactly what happened. The same was the case with the Latvian collapse. It was easy to spot countries
in Central and Eastern Europe that was heading for trouble, but nobody want to bet on it in the market place
because everybody expected bail outs if something went wrong and indeed Hungary, Romania, Belarus, Serbia and
Latvia all got bails from the IMF and/or the EU. I can recommend Robert Hetzel’s discussion of moral hazard and
how it has developed over the last couple of decade. See for example here: http://www.bancaditalia.it/studiricerche/convegni/atti/Financial Market Regulation/session c2/Hetzel Paper.pdf I might do a post on Hetzel’s analysis
of moral hazard.
Benjamin Cole (2011-10-12 20:09:36)
Congratulations to both David Beckworth and Lars for their desire to see the world as it is, not adhere to dogmas of
one sort of another. The Market Monetarism movement has much to offer. Keep blogging, keep doing research, keep
writing letters.
David Beckworth (2011-10-12 22:55:00)
Thanks Lars for the reply. I am glad to hear there is a growing number of budding market monetarists. Mabye we
should organize a session at a future economics conference that has papers on Market Monetarism.
Lars Christensen (2011-10-12 22:58:05)
David, I certainly think it is about time to start organizing a econ conference on Market Monetarism. Lets do it in
Copenhagen...you are all welcome;-) Otherwise I will be happy to fly anywhere to participate.
Being a Hipster about Market Monetarism. « Increasing Marginal Utility (2011-10-13 06:27:56)
[...] I post this in response to Christensen discussing Beckworth s journey to Market Monetarism. [...]
Benjamin Cole (2011-10-13 06:36:11)
How about forming an International Market Monetarists Society first? Or, the the Market Monetarism MOvement
(M-Cubed). Or Market Monetarism (M Squared).
Rush, Rush, Market Monetarists, Steven Horwitz is your friend « The Market Monetarist (2011-10-14 00:29:20)
[...] I find Steven s and Bill s paper interesting in many ways. One of the things that strikes me is how close it is
to the journey towards Market Monetarism described so well by David Beckworth in his recent post. See my own
journey here. [...]
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Guest blog: An Austrian Perspective on Market Monetarism (2011-10-13 22:31)
Alex Salter
asalter2@gmu.edu
Due to my insistence on the relevance of Austrian economics to monetary theory, and to Market
Monetarism in particular, in the comments section of this blog, Lars has invited me to do a guest post on
how Austrian conceptions of the market economy and the role of money lead to conclusions shared by many
Market Monetarists.
As a disclaimer, I should note that scholars who identify as Austrian or Austrian-influenced hold an
incredibly diverse set of beliefs, at least as diverse as adherents of other schools such as New Keynesianism,
and the degree to which these scholars endorse what I write below varies widely. That being said, this is
my best attempt to characterize what I believe are the uniquely Austrian contributions to economics and
how they relate to Market Monetarism. I can think of no better way to do this than by relating these
contributions to the two key tenets of Market Monetarism: markets matter and money matters.
All That&
Markets Matter
The coordinating role of markets is appreciated by many scholars of many schools of economic thought.
What makes the Austrian conception unique is its particular focus on the market not as a Walrasian
allocator or some other trading institution, but as a process. Whereas other schools focus on analyzing
conditions of market equilibrium, the Austrian conception of the market process is a theory of disequilibrium.
(Most Austrians believe there is an overall trend towards equilibrium due to entrepreneurial individuals
constantly reallocating resources such that their value to society in finished goods and services asymptotically
approaches their opportunity cost.)
The analysis centers on individuals pursuing given ends using specific means within the constraints
imposed by imperfect knowledge and institutional context. Emphasizing purposeful action amidst a
constellation of disequilibrium prices focuses the analysis on how the self-interested interactions of many,
many agents brings about an extended order which reconciles each individual s plans with those of everyone
else, even when those plans are initially contradictory.
The massive web of trade relationships coordinated by a functioning price mechanism which economizes on the knowledge any one actor needs is central to market process economics. Fundamental to this
idea is the concept of economic calculation the process by which profit-driven individuals rationally allocate
resources to their highest-valued uses through the ex ante expectation of profit and the ex post realization of
profit. Economic calculation, with the profit and loss system as the feedback mechanism, is the way which
individuals integrate themselves within the extended order to satisfy their own wants while simultaneously
transmitting information back to the system. In order for economic calculation to be possible, society must
have achieved a division of labor extensive enough for the adoption of a widely-used medium of exchange
in a word, money.
Without money as a common denominator, economic calculation could not extend beyond the provision of final consumption goods and the simplest capital goods. Technological progress, and hence economic
growth, would progress at a snail s pace if it progressed at all. The extensive capital structure of an
economy could not exist without the medium of money. Thus we have a clear segue to the second of Market
Monetarism s core tenets: money matters
Money Matters
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Since all goods are priced in terms of money, money is the cornerstone of economic calculation. When the
money market is in equilibrium (when the supply of money equals the demand to hold it) the purchasing
power of money is stable and the prices of various goods and services reflect real (as opposed to nominal)
factors. However, the money market is not always in equilibrium. The supply of money can exceed the
demand to hold it and vice versa. This is the root of many Austrians rejection of the (short-run) neutrality
of money. Consider an excess supply of money brought about by a central bank unnecessarily engaging in
open market operations.
This intervention gives an advantage to the first recipient of the new money relative to all other
market actors, and the first recipient s spending on his or her preferred consumption bundle creates a
(admittedly very small) distortion in relative prices. As the new money spreads throughout the economy,
these relative price discrepancies grow; since prices are the chief signals to which market actors respond,
these price discrepancies lead to a misallocation of resources. (This phenomenon is known as the Cantillon
effect, named after the Irish economist who first wrote about it in the early 18th century.) Thus an
irresponsible central bank can be a source of significant economic disturbance.
What we want is a monetary framework which is stable enough to facilitate rational economic calculation while still allowing prices to reflect real factors. This is why many Austrians view Market Monetarism
favorably: Given the existence of a central bank, pursuing a policy of nominal income targeting stabilizes
the money market by supplying market actors with money when their demand to hold money exceeds its
supply, and soaking up excess money when the supply of money exceeds the demand to hold it. This can
be achieved either through a static or dynamic nominal income target. To see how, consider Marshall s
conception of the money market, where the purchasing power of money its price is determined by the
supply and demand of money:
(1) Ms=M*
(2) Md=ÆPy
These two equations say the supply of money (Ms) is exogenously set at M* (as under a central
bank), and the demand to hold money (Md) is proportional to nominal income. Æ is called fluidity, which
can be thought of as the fraction of nominal income (the price level P multiplied by real output y) held by
individuals as money balances in a given time period. It is by definition the inverse of velocity (V):
Æa1/V
Setting equal the supply and demand of money yields M*=ÆPy; substituting in the definition of fluidity and multiplying both sides by V yields the familiar quantity theory equation:
M*V=Py
Some Market Monetarists, Scott Sumner being the most notable, have called for a nominal income
target, level targeting, with nominal income growing at five percent per year. This too is consistent
with maintaining monetary equilibrium since the above equality also holds, conditional upon the correct
expectations of market actors, in its dynamic form:
% M*+ % V= % P+ % y
% X means The percentage change in Variable X per time period. In the above equation the
combined growth rate of P and y would, in Sumner s world, equal five percent. Conditional upon constant
velocity, this means supplying relatively less additional money when real output increases relatively more.
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Stabilizing nominal income (Py or its growth rate) means supplying more money when the velocity
of money falls (and hence fluidity rises, meaning money demand rises) and doing the opposite when the
velocity of money rises. This has the advantage of stabilizing the purchasing power of money in the event of
monetary disequilibrium (disequilibrium in the money market) while still allowing price fluctuations due to
changing real factors which reflect relative scarcity. (This latter point is the key advantage nominal income
targeting has over price level targeting.)
In other words, a nominal income target yields the stability necessary for rational economic calculation without the distortions which monetary disequilibrium causes and otherwise could only be corrected by
a market-wide reallocation of misused resources, which is bound to include unnecessary unemployment and
reduced production.
&And a Bag of Chips
Many Austrians and Austrian-influenced economists view Market Monetarism favorably due to its emphasis
on maintaining a stable monetary framework, which means making money as neutral as it possibly can be.
Of course, there are always going to be small distortions in relative prices depending on the injection point.
The central bank by its very nature is an imperfect institution and lacks the incomprehensibly large stock
of knowledge necessary to implement perfectly a policy of absolute monetary neutrality. Many Austrians
support of free banking, mine included, as a first-best alternative to a central bank is in part motivated
by the versatility and robustness of a decentralized versus centralized banking system. In addition, public
choice considerations may also cut against having a central bank.
Nevertheless, an explicit static or dynamic nominal income target would be a massive improvement
over the current state of affairs and is closer to being a feasible point on the policy possibilities frontier.
The key point to take away from all this is that the Austrian conception of the market process and the
importance of economic calculation leads naturally to the desirability of maintaining a stable monetary
framework. Although there is certainly debate over which institutions best promote monetary equilibrium,
Market Monetarists and sympathetic Austrians have a clear common ground and there is much we can learn
from each other going forward.
—————————————-—————————- —Lars Christensen
I am very happy that that Alex has accepted my invitation to write a guest blog on marketmonetarist.com. Alex’s excellent and insightful post shows that Austrians and Market Monetarists indeed share
many views and I hope to continue the dialogue with open-minded Austrians like Alex in the future.
Furthermore I am happy to invite others who want to discuss the merits of Market Monetarism to
contribute with guest blogs here on this blog and I hope that Alex also in the future will share his views on
both the development of the Austrian school as well as on Market Monetarism.

Rush, Rush, Market Monetarists, Steven Horwitz is your friend « The Market Monetarist (2011-10-14 00:29:16)
[...] rock, but he is also a clever Austrian school economist. Reading Axel Salter s guest blog ( An Austrian Perspective on Market Monetarism ) imitiately made me think of [...]
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Rob (2011-10-15 01:52:38)
I was very interested to read that Sumner is (broadly) in agreement with Selgin ”productivity norm” thinking. Obviously to strictly apply the norm in today’s conditions would involve setting a 0 % NGDP-target which would require
a tightening of monetary conditions and be a non-starter as a policy suggestion. Sumner says: ”In principle, a productivity norm does not have to aim for mild deflation. You could target nominal wages to grow at 2 % per year.
In that case inflation would average about zero percent, but the actually rate of inflation would vary inversely with
labor productivity shocks. ” This really sounds pretty much like what would happen anyway under NGDP targeting
(with 2 % inflation rather than zero from Sumner’s example) and makes we wonders (especially given its emphasis
on expectations) if the productivity norm is not already implicit in market monetarist thinking. I would definitely
welcome more articles in this area because in my opinion once we are out of the current crises a key issue will be
around what the optimum target should be to avoid these scenarios emerging in the future. Also would love some
articles on Free Banking itself.
Rob (2011-10-14 03:40:23)
Great Post! Look forward to more posts giving an Austrian perspective on Market Monetarism. It is my perception
that most Austrians these days seem to be from the Rothbardian camp and do not accept MET and reject that ATBC
itself is a specific type of monetary disequilibrium. Do you agree with this perceptions of do you think that the Mises
Institute is misrepresenting a lot of Austrian thinking in this area ?
Lars Christensen (2011-10-15 01:58:14)
Rob, happy to hear that. I think the important difference is what would be appropriate monetary policy right now in
the US and what would be a theoretical good REGIME. I personally have a lot of sympathy for Selgin’s productivity
norm, but I would argue that if that where to be implemented in the US then the monetary disequilibrium would
have to be take care before hand. I however is also interested in the theoretical discussion and I would like to have
none-US centric view. Lets ask the question would the productivity norm be good for for example Turkey right now?
I think it would...
David Beckworth (2011-10-14 16:52:52)
Alex, I studied under George Selgin and thus have some Austrian roots. He was the one the introduced me to nominal
income targeting, MET (had me read Yeager), and of course free banking. His influence can be seen in this article
I wrote for the Cato Journal: http://www.cato.org/pubs/journal/cj28n3/cj28n3-1.pdf Anyways, I am glad to to see
this conversation started between Austrians and Market Monetarists.
Benjamin Cole (2011-10-14 18:00:00)
I will embrace the ”Austrians” if they could pick the name of some less creepy nation–how about ”Italians” –and agree
for now we need to print a lot more money. And they forget about gold. Really, ”Austrians”. Visions of jodhpurs and
jackboots, and men who have involuntary arm spasms when they hear martial music, Dueling scars.
Alex Salter (2011-10-14 18:18:09)
Hi Rob, In terms of numbers, I think non-Rothbardians outnumber Rothbardians in the academy. The Rothbardians
are quite vocal, however, so it seems like they are more numerous. I’ve read Rothbard and modern-day Rothbardians
on money and banking and I think they’re not as radical as some might think. They seem to have backed down from
the ”Fractional reserve banking is fraud!” claim somewhat; some, such as Jeffrey Tucker of the Mises Institute, think
that 100 % reserve banking would simply outcompete fractional reserve banking in a deregulated banking environment.
I don’t think the historical record supports this, however. Ultimately, I’m hesitant to speak for Rothbardians since I’m
not one myself and I’m not sure what definitively makes one a Rothbardian vs. non-Rothbardian, although I’d hazard
a guess it has something to do with how closely one follows Mises. I don’t know their particular views on MET, but
I feel confident in saying the conception of MET I wrote about is pretty solidly in the Wicksell-Mises-Hayek-YeagerSelgin/White line. Also, I don’t think Mises Institutes are misrepresenting Austrian economics. Like I said, there are
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many differences in belief within Austrian economics; they represent their particular strand, as opposed to the strand
at GMU for example. Hope this helps!
Alex Salter (2011-10-14 18:21:54)
Hi David, Larry White actually introduced me to MET and NGDP targeting, and from him I branched out and read
Selgin. There’s definitely a lot of intellectual firepower there. Thanks for the link to your Cato piece! I’ll take a look
at it as soon as I can. I too am glad Austrians and Market Monetarists can have a conversation about MET and
monetary policy. Rumors of our irrelevance have been greatly exaggerated!
Lars Christensen (2011-10-15 02:00:46)
...and to continue. Let say we are in a world of no institutional constrains and the economy more or less being in
equilibrium. Then I guess most Market Monetarists would be in favour of something similiar to the productivity
norm. At least I would...
Rob (2011-10-14 23:55:39)
Very interesting (and Austrian :) ) article that David.links to. I have a question on it though: Most Market Monetarists talk about getting NGDP back to its long-term growth trend, which is normally stated as being around 5 %,
of which 2 % is for inflation-expectations and 3 % for productivity growth. I am attempting to reconcile this with
the views expressed in the article: How big a long term problem would we create by not allowing productivity growth
to be reflected in lower prices? Can one assume that as long as the 3 % built into the NGDP-target for productivity
growth is built into people’s expectation that the sub-optimal side-effects would be avoided ?
Lars Christensen (2011-10-15 00:45:26)
Rob, excellent question. In my view what Alex is suggesting is George Selgin’s ”productivity norm”. I would be
very happy to address the issue, but we need more space so I will try to address it in a couple of posts in the
near future. Until then take a look at what the ”guru” Scott Sumner has to say about the ”productivity norm”:
http://www.themoneyillusion.com/?p=3059
Horwitz, McCallum and Markets (and nothing about Rush) « The Market Monetarist (2011-10-15 00:52:57)
[...] Salter has made a forceful argument that there are strong theoretical similarities between Market Monetarist
thinking and [...]

Rush, Rush, Market Monetarists, Steven Horwitz is your friend (2011-10-14 00:29)
Do you remember the Canadian rock band [1]Rush? Steven Horwitz does. Steven does not only like odd
Canadian rock, but he is also a clever Austrian school economist. Reading Alex Salter’s guest blog ([2]”An
Austrian Perspective on Market Monetarism”) imitiately made me think of Steven.
Steven Horwitz identify himself as a Austrian economist in the monetary equilibrium (ME) tradition.
Market Montarists like Bill Woolsey and David Beckworth in many way share the theoretical background
for this tradition with dates back to especially Leland Yeager and to some extent Clark Warburton (who by
the way both termed themselves ”monetarists” rather than ”Austrians”).
Steven has co-authored a paper on the reasons for the Great Recession with William J. Luther:
[3]”The Great Recession and its Aftermath from a Monetary Equilibrium Theory Perspective”
Here is the abstract for you:
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”Modern macroeconomists in the Austrian tradition can be divided into two groups: Rothbardians
and monetary equilibrium (ME) theorists. It is from this latter perspective that we consider the events of
the last few years. We argue that the primary source of business fluctuation is monetary disequilibrium.
Additionally, we claim that unnecessary intervention in the banking sector distorted incentives, nearly
resulting in the collapse of the financial system, and that policies enacted to remedy the recession and
financial instability have likely made things worse. Finally, we offer our own prescription to reduce the
likelihood that such a scenario occurs again by better ensuring monetary equilibrium and eliminating moral
hazard.”
I find Steven’s and Bill’s paper interesting in many ways. One of the things that strikes me is how
close it is to the ”journey” towards Market Monetarism described so well by David Beckworth in his recent
[4]post. See my own ”journey” [5]here.
The story basically is the following: Monetary policy was overly easy in the US prior to the crisis,
but that in itself was not the only problem. Equally important was (is) the massive extent of moral hazard
not only in the US, but also in Europe. But while US monetary policy was overly loose prior to the crisis it
became overly tight going into the crisis and that caused the Great Recession.
I will not review the entire paper, but lets zoom in on the policy recommendations in the paper.
Steven and Bill write:
”...one thing policymakers can do is ensure that, when enough time has passed, market participants
will return to an institutional environment conducive to the market process. This requires addressing two
major problems moving forward: monetary instability and moral hazard...In our view, monetary stability
means continuously adjusting the supply of money to offset changes in velocity. Given the current monetary
regime, where such adjustments are in the hands of the central bank, they should be made as mechanical as
possible. Discretionary monetary policy unnecessarily introduces instability into the system with little or no
offsetting benefit. Instead, the Fed should commit to a policy rule. Given our monetary equilibrium view,
we hold that the Fed should adopt a nominal income target. Although nominal income targeting would
require price adjustments in response to changes in aggregate supply, these particular price changes convey
important information about relative scarcity over time and would be much less costly than requiring all
other prices to change as would be the case under a price-level targeting regime... Under a nominal income
targeting regime, monetary policy would have the best chance to maintain our goal of monetary equilibrium,
at least to the extent that central bankers can accurately estimate and commit to follow an aggregate
measure of output. As imperfect as this solution would be, we believe it is superior to the alternatives
available in the world of the second best, and certainly an improvement over the status quo of the Fed s
pure discretion in monetary policy and beyond.
...A monetary regime that stayed closer to monetary equilibrium would have likely prevented the
housing bubble and subsequent recession. However, it is also important to weed out the moral hazard
problem perpetuated and recently exacerbated by nearly a century of policy errors. Among other things,
this means ending federal deposit insurance and credibly committing not to offer any more bailouts. The
political consequences of such a policy are admittedly unclear. And the feasibility of credibly committing
to refrain from stepping in should a similar situation result, having just exemplified a willingness to do
precisely the opposite, does not look promising. Nonetheless, we contend that ending the moral hazard
problem is essential to long-run economic growth free of damaging macroeconomic fluctuations.
...The absolute worst solution in terms of dealing with moral hazard would be to abolish these programs officially without credibly committing to refrain from reestablishing them in the future. If market
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participants expect the government will bail them out when they get into trouble, they will act accordingly.
The difference, however, would be that the Deposit Insurance Fund having been abolished would be
empty and the full cost of bailing out depositors would fall on taxpayers in general. If bailouts and deposit
insurance are going to be offered in the future, those likely to take advantage of them should be required to
pay into respective funds to be used when the occasion arises. Ideally, payouts would be limited to the size
of the fund. But given that a lack of credibility is the only acceptable reason to perpetuate these programs,
their continuance suggests that the resulting government would be unable to tie its hands in this capacity
as well.”
Cool isn’t it? I think there is good reason to expect Market Monetarists and Austrians like Steven
and Alex to have a very meaningful dialogue about monetary theory and policies.
PS If you want to identify some differences of opinion among Market Monetarist bloggers ask them
about US monetary policy prior to the outbreak of the Great Depression. David Beckworth would argue
that US monetary policy indeed was too loose prior to the crisis, while Scott Sumner would argue that
that might have been the case, but that is largely irrelevant to the present situation. My own views are
somewhere in between.
PPS Steve, you are right Rush is pretty cool. This is [6]”The Trees”.
1. http://en.wikipedia.org/wiki/Rush_(band)
2. http://marketmonetarist.com/2011/10/13/guest-blog-an-austrian-perspective-on-market-monetarism/
3. http://mercatus.org/sites/default/files/publication/Great_Recession_Horwitz_Luther.pdf
4. http://macromarketmusings.blogspot.com/2011/10/my-journey-into-market-monetarism.html
5. http://marketmonetarist.com/2011/10/12/beckworths-journey-we-travel-together/
6. http://www.youtube.com/watch?v=k4amV7__XFA

Marcus Nunes (2011-10-14 01:14:54)
Lars I´m even more ”radical” than Scott about the so called ”too easy” MP in 2002-04. As I show in this post
http://thefaintofheart.wordpress.com/2011/08/25/1997-the-origin/ the period of ”instability” goes from 1998 to 2004,
first with MP too ”expansionary”, then too ”contractionary” and finally just right to get NGDP back on trend by
late 2005, just in time for Bernanke to take over the helm. . It´s interesting to see the reasons for this instability,
especially, given his position today, Krugman´s views back in 1997!
Marcus Nunes (2011-10-14 01:32:06)
Incidentally, my very first post in english was on that exact topic: http://thefaintofheart.wordpress.com/2011/01/29/are-we-there-yet-an- extended-comment-on-david-beckworth/ In his blog David Beckworth wrote at the time:
Update: Check out Marcus Nunes who makes an even stronger case using the above figure. He also looks at the 19651979 period referenced above. Finally, Marcus provides a nice Beckworth smackdown regarding my use of nominal
spending trends.
Alex Salter (2011-10-14 01:48:47)
Who is this ’Axel Salter’ you speak of? :-)
Lars Christensen (2011-10-14 06:31:17)
Alex, Axel is now Alex;-)
David Beckworth (2011-10-14 16:47:07)
Lars, Thanks for sharing their paper with us. I am just waiting for the Rothbardians to pounce all over them for
selling out. One I time saw a commentator on Bob Murphy’s blog write something along these lines: Milton Friedman
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was a socialist. FA Hayek was a sellout. Rothbard all the way!
Lars Christensen (2011-10-14 16:59:42)
David, I am sure that Bob will be angry. I will, however, be happy to host a guest blog from Bob on why the Austrians
at GMU are not Austrians and why the Market Monetarists are wrong. I would like to see the debate.
Ben Bursae (2011-10-14 17:50:13)
Just fyi: The song is called ”The Trees.” Not ”The Threes.” Or, if you’re making a joke, maybe I’m lame and don’t
get it.
Lars Christensen (2011-10-14 20:16:00)
Ben, you are surely not lame. Thanks for spotting it. I have corrected the typo, but the song is still great.
Horwitz, McCallum and Markets (and nothing about Rush) « The Market Monetarist (2011-10-15 00:38:46)
[...] Monetarist thinking and Austrian School Monetary Equilibrium Theorists (MET). I on my part have noted that
METs like Steven Horwitz have similar policy recommendations as Market Monetarists [...]
Market Monetarist or Austrian? You Decide. : Invest My Money (2011-10-15 18:31:17)
[...] Monetarist or Austrian? You Decide. October 15th, 2011 | Posted in Macro & Other Market Via Lars Christensen
we learn of this new paper by Steven Horwitz and William Luther, two Austrian economist who take [...]
The Economist comments on Market Monetarism « The Market Monetarist (2011-12-30 10:18:02)
[...] targeting as do other George Mason Austrians like Steven Horwitz. I have written about earlier. See here and [...]
Luis H Arroyo (2011-12-30 13:07:23)
Neo
chartalism
sounds
to
me
like
an
old
Friedman´s article, that I commented herehttp://www.miguelnavascues.com/2011/10/un-mundo-imperfecto-comen
tarios-milton.html. I think that is a very good idea, perhaps not very aceptable politically. On the other hand, I
suspect MMT is pure monetarism disguised, as the article of Friedman is obviously, monetarist. So, the differences are
not so scandalous. I wouldn´t like to close all the door to some elements of other schools that in the fundamentals are
not so away from monetarism. I mean that reducing all the debate about monetary policy to the reasonably of NGDP
objective is a little impoverishing. I am strongly attracted by the Friedman article and some coincidences with MMT,
in the sense that fiscal and monetary policy would be coordinated, both pursuing a credible objective of estability. I
don´t see why not to analyse the pros and cons of an idea of which Friedman was pioneer.

Reagan supply siders = market monetarists? (2011-10-14 16:51)
I have noticed that a increasing number of 1980s US supply siders are coming out views on US monetary
policy which is very close to the Market Monetarist views. This is not really surprising if one studies what
the supply siders were saying in the 80s, but it is nonetheless in stark contrast to the core views of today’s
GOP.
A good example is Nobel laureate Bob Mundell who recently at a Heritage Foundation seminar gave a
Market Monetarist explanation for the Great Depression: The Fed caused it.
The latest Reagan supply sider to come out with a market monetarist perspective on monetary policy is
[1]Bruce Bartlett.
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See this the Bartlett’s interview on CNBC [2]here in which he calls for the Federal Reserve to implement a
nominal GDP target.
PS David Beckworth has a much more clever [3]comment on Bartlett.
1. http://en.wikipedia.org/wiki/Bruce_Bartlett
2. http://video.cnbc.com/gallery/?video=3000049447
3. http://macromarketmusings.blogspot.com/2011/10/mohamed-el-erian-vs-bruce-bartlett-on.html

Benjamin Cole (2011-10-14 18:09:09)
Bartlett once penned (digitized) a piece recognizing Sumner as a mover not only of what we now call market monetarism, but as someone who moved the debate about economic policy from stodgy journals to the blogosphere, where
it has become a much more rapid and robust debate. I encourage Lars and others to reach out to the Bartletts and
whoever. There is a knee-jerkism against monetary stimulus deep within the GOP soul, (and sadly, the Dems jeep
talking about fiscal stimulus). But if we can get the GOP on board by emphasizing the lack of fiscal outlays....thus
lower taxes..... BTW it is Bartlett not Barlett

Market Monetarism - now on Wikipedia (2011-10-14 20:07)
Believe it or not - [1]”Market Monetarism” i now on Wikipedia. I have no clue who is behind it, but as far
as I can read most of the text makes perfectly good sense. That said, it needs a bit more work...
I will happily volunteer my paper on working paper on [2]”Market Monetarism: The Second Monetarist
Counter-revolution” for those who are updating the Wiki text...and I will be happy to allow you to ”steal” a
bit of text from my working paper - yeah you can even get me the Word file if you like (drop me a mail at
lacsen@gmail.com).
I guess this means that Market Monetarism is not a complete fringe school of thought anymore.
.......
UPDATE: I have been told that the market monetarism wiki article is being ”considered for deletion”.
I have no clue why that is, but obviously that would be sad to see. It is obvious that some people have been
putting in an effort to get ”market monetarism” on Wikipedia and to me it looks like an objective and fair
description of what market monetarism is about. If you want to you might get involved in ”defending” the
article.
1. http://en.wikipedia.org/wiki/Market_monetarism
2. http://thefaintofheart.files.wordpress.com/2011/09/market-monetarism-13092011.pdf

Marcus Nunes (2011-10-14 22:22:41)
As Zorro would say Hi Ho Silver!

Horwitz, McCallum and Markets (and nothing about Rush) (2011-10-15 00:38)
Alex Salter has made a [1]forceful argument that there are strong theoretical similarities between Market
Monetarist thinking and Austrian School Monetary Equilibrium Theorists (MET). I on my part have [2]noted
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that METs like Steven Horwitz have similar policy recommendations as Market Monetarists - particularly
NGDP targeting.
Steve Horwitz makes a strong case for NGDP targeting (and ultimately Free Banking) in his excellent
book[3]”Microfoundations and Macroeconomics: An Austrian Perspective”.
I have earlier suggested that a modified version of the so-called McCallum rule to implement NGDP target.
Here is Steve’s take on the McCallum rule:
”Of particular interest is the rule proposed by Bennett McCallum (1987). He explicitly argues that the
monetary authority should adopt a rule that targets a stable level of nominal income. Given the equation of
exchange, such a rule amounts to maintaining monetary equilibrium by stabilizing MV. Unlike a Friedmantype rule, McCallum s proposal would allow the monetary authority to adjust the monetary base as needed
to offset changes in payments technology and the like. McCallum s proposal also requires that the monetary
authority make a guess at what the future growth rate in real GDP will be in order to know at what rate to
change the base. This particular rule has several advantages, mainly that it does take complete discretion
away from the monetary authority and it does bind it to the attempt to maintain monetary equilibrium.”
So far so good, but Steve has some highly relevant objections:
”However, it faces the same sorts of problems that plague central banking in general: can it know with
certainty what the growth rate in real GDP will be and can it know exactly how changes in the monetary
base will translate into changes in the overall supply of money? Even though the central bank is being bound
to a rule, it still must possess a great deal of information, centralized in one place, in order to be able to
execute the rule effectively.”
Hence, the McCallum rule might be an overall good starting point, but it is essentially backward-looking
and we can not forecast future NGDP based on ”centralized information” like a central bank try to do, but
rather our monetary regime should be based on ”decentralized information” and that is why Steve prefers a
privatization of the supply of money - aka Free Banking.
This is pretty much in the spirit of the Market Monetarist’s dictum that money matters and markets matter.
But what if the central bank’s monopoly on the supply of money is maintained? How do we ensure an
outcome, which emulates the Free Banking outcome?
The obvious answer is to introduce a forward-looking version of the McCallum rule, where expectations
for NGDP growth is based on market data - equity prices, commodity prices, bond yields and the currency.
The best solution obviously would be a future markets for NGDP, but since that does not exist a second
best solution is to estimate NGDP expectations on other market prices.
I have earlier [4]suggested such a modified version of the McCallum rule, but I not entire happy with how
that came out, but nonetheless I think it beneficial for Market Monetarist research to focus on the empirical
relationship between NGDP, the expectations for monetary policy and policy rules.
Challenge for aspiring Market Monetarist econometricians: Estimate a VAR system based on NGDP, the
money base (MZM), velocity and S &P500 (as a measure of market expectations) with US data for the period
1985-2007. Use the model to simulate money base growth from early 2008 and until today and compare this
”optimal” money base growth with the actual growth in the money. This could provide empirical support
for or against the Sumnerian thesis that the Fed caused the Great Recession.
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1. http://marketmonetarist.com/2011/10/13/guest-blog-an-austrian-perspective-on-market-monetarism/
2. http://marketmonetarist.com/2011/10/14/rush-rush-market-monetarists-steven-horwitz-is-your-friend/
3. http://www.amazon.com/Microfoundations-Macroeconomics-Perspective-Routledge-Foundations/dp/0415197627
4. http://marketmonetarist.com/2011/10/09/a-market-monetarist-version-of-the-mccallum-rule/

Jroc (2011-10-18 04:33:20)
Hi. I was wondering if you could explain fundamentally what it would mean to purchase an NGDP futures contract?
What is the underlying asset you agree to purchase at the specified date, and what determines the price?
The Economist comments on Market Monetarism « The Market Monetarist (2011-12-30 10:18:06)
[...] One thing I would note about the Economist s article is that the Austrianism presented in the article actually
is quite close to Market Monetarism. Hence, Leland Yeager (who calls himself monetarist) and one of the founders
of the Free Banking school Larry White are quoted on Austrianism. Bob Murphy is not mentioned. Thats a little
on fair to Bob I think. I think that both Yeager s and White s is pretty close to MM thinking. In fact Larry White
endorses NGDP targeting as do other George Mason Austrians like Steven Horwitz. I have written about earlier. See
here and here. [...]

Never underestimate the importance of luck (2011-10-15 21:05)
The financial media is full of stories about some countries are doing the right thing and other are doing the
wrong thing. Everybody today agree that it was obvious that the Icelandic financial system was going to
collapse and everybody agrees that Greek s economic problems could have been forecasted easily. I actually
think that both cases were pretty obvious examples of accidents waiting to happen and the only reason that
they did not play out earlier was investors where betting on some kind of rescue if we would see a collapse.
However, it is not always so clear. Why for example has Belgium with very high public debt not been as
hard hits by the European debt crisis as for example Italy or Spain? We can surely find explanations, but
many of these explanations have to do with pure luck rather than fantastic skills of policy makers.
How often have we heard Finance Ministers around the world blame their countries bad economic situation on the international crisis
it is out of hands and we can t do anything . On the other hand when
things are fine policy makers will happily claim that things are fine thanks to their fantastic policies. An
example of this is Poland s rather remarkable escape from recession in 2009. Poland was the only country
in Europe to grow in 2009 and Poland s Finance Minister Jacek Rostowski happily declared that Poland
was immune to the crisis . The fact, however, is that a key reason for Poland s relatively strong economic
performance was the near halving of the value of the zloty during the first half of 2009.
Another example is the Icelandic economic and financial collapse. In 2001-2 the Icelandic banking sector was deregulated, privatized and opened up. That of course coincided with a significant increase in global
risk appetite, which made it possible for the Icelandic banks to expand their balance sheets to an unprecedented level of around 10 times Iceland s GDP (mostly outside of Iceland). So when crisis hit in 2008 the
whole thing came crashing down and Iceland is now widely believed to be an irresponsible nation like
Greece. But the fact is that the things might have been very different had Iceland been a bit luckier as a
nation then things would have been very different. Lets imagine that the deregulation and privatization of
the Icelandic sector had happened five years later in 2006-7. Then the Icelandic banking sector would likely
never have expanded its operations and foreign currency loans would never had become widespread. In that
scenario the Icelandic banking sector might have been an example to the world of a prudent and conservative
banking sector a typical Nordic banking sector and Iceland might not even had entered recession.
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In Milton Friedman s wonderful little book [1] Money Mischief he tells the story of two countries with
identical policies , but opposite outcomes . Both Israel and Chile introduced fixed exchange rate policies
against the dollar. In Chile in 1979 and in Israel in 1985. For Israel it was a massive success, but for Chile
it was a disaster. Chile pegged the peso to the dollar at a period, which coincided with a strengthening of a
dollar and a collapse in copper prices (Chile s main export). So Chile was hit by a both a monetary policy
shock (the stronger dollar) and a supply shock (the drop in copper prices) just as the peg was introduced. For
Israel the opposite happened the shekel was pegged to the dollar at a time when the dollar was weakening.
The differences in the external environment had a great impact on how well the experiment with exchange
rate policies impacted growth. Chile went into recession, while Israel grew nicely.
The stories from Chile and Israel as well as from Poland and Iceland are reminders of what Friedman
tells us in Monetary Mischief (Chapter 9): Never underestimate the role of luck in the fate of individuals
or of nations . So next time you celebrate how clever an investor you are or you think of the Greeks as lazy
and irresponsible. Remember what Friedman told us it is often just about luck or the opposite.
1. http://www.amazon.com/Money-Mischief-Episodes-Monetary-History/dp/015661930X

Chinese Silver Standard Economy and the 1929 Great Depression « The Market Monetarist (2011-10-29 10:54:39)
[...] Only to major countries China and Spain were not on the Gold Standard at the onset of the Great Depression
in 1929. As a consequence both countries avoided the most negative consequences of the Great Depression. That is a
forcefully demonstration of how the wrong exchange rate regimes can mean disaster, but also a reminder of Milton
Friedman s dictum never to underestimate the importance of luck. [...]
Boom, bust and bubbles « The Market Monetarist (2011-12-27 12:23:41)
[...] to admit that there certainly quite a bit of luck involved (never underestimate the importance of luck). Things
could easily have gone much different. However, I do not doubt that the fact that monetary [...]

Gustav Cassel on recessions (2011-10-15 22:52)
Swedish economist [1]Gustav Cassel (1866-1945) had many views today is shared by Market Monetarism. I
today was reminded by a Cassel quote that pretty much spells out the Market Monetarist view of the causes
of recessions:
”(Recessions) are essentially a result of a supply of money that is too small, and to that extent are monetary
phenomena...Complaints about excessive habits of saving are in such circumstances calculated to confuse the
mind of the public and to distract attention from the shortcomings of monetary policy.”
((- Gustav Cassel, [2]Theory of Social Economy, 1918.
Cassel’s quote is an explanation for the Great Depression as well as for the Great Recession.
This is not the only area in which Market Monetarist can be inspired by and learn from Gustav Cassel.
An obvious example is Gustav Cassel’s views on the Great Depression.
1. http://en.wikipedia.org/wiki/Gustav_Cassel
2. http://mises.org/books/theorysocialeconomy_cassel.pdf
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Alex Salter (2011-10-16 20:35:17)
Of course MET is important. But it’s just not true that recessions are always and everywhere monetary phenomena.
”If recession, then money” is not a tautology. Yes, it’s true many recessions are explained by monetary disequilibrium.
That doesn’t mean negative aggregate supply shocks don’t matter.
Alex Salter (2011-10-16 03:27:09)
Casse’s quote is nice from a MET perspective, but it claims too much. If there is a recession due to nominal factors,
then chances are pretty darn good something’s wrong with the money market. But let’s not forget real factors, i.e.
adverse supply shocks, matter as well. RBC still explains over 80 % of the variance of business fluctuation data. Of
course those who comment and post here are more interested in money -that’s what we like researching. Still, we need
to be careful and make sure we don’t downplay real factors.
Marcus Nunes (2011-10-16 05:30:40)
Alex In the case of the US economy it has been found that RGDP follows a trend stationary process. In that case, the
RBC view that you cannot separate growth from fluctuations is not compelling. In this case, ME i.e. keeping NGDP
growing along a level path is the important stabilization tool.
Gustav Cassel foresaw the Great Depression « The Market Monetarist (2011-11-09 00:33:13)
[...] Gustav Cassel on recessions [...]

Recessions are always and everywhere a monetary phenomenon (2011-10-16 17:04)
At the core of Market Monetarist thinking, as in traditional monetarism, is the maxim that money matters .
Hence, Market Monetarists share the view that inflation is always and everywhere a monetary phenomenon.
However, it should also be noted that the focus of Market Monetarists has not been as much on inflation
(risks) as on the cause of recession, as the starting point for the school has been the outbreak of the Great
Recession.
Market Monetarists generally describe recessions within a Monetary Disequilibrium Theory framework in
line with what has been outline by orthodox monetarists such as [1]Leland Yeager and [2]Clark Warburton.
David Laidler has also been important in shaping the views of Market Monetarists (particularly Nick Rowe)
on the causes of recessions and the general monetary transmission mechanism.
The starting point in monetary analysis is that money is a unique good. Here is how [3]Nick Rowe describes that unique good.
If there are n goods, including one called money , we do not have one big market where all n goods
are traded with n excess demands whose values must sum to zero. We might call that good money , but it
wouldn’t be money. It might be the medium of account, with a price set at one; but it is not the medium of
exchange. All goods are means of payment in a world where all goods can be traded against all goods in one
big centralised market. You can pay for anything with anything. In a monetary exchange economy, with n
goods including money, there are n-1 markets. In each of those markets, there are two goods traded. Money
is traded against one of the non-money goods.
From this also comes the Market Monetarist theory of recessions. Rowe continues:
Each market has two excess demands. The value of the excess demand (supply) for the non-money good
must equal the excess supply (demand) for money in that market. That s true for each individual (assuming
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no fat fingers) and must be true when we sum across individuals in a particular market. Summing across all
n-1 markets, the sum of the values of the n-1 excess supplies of the non-money goods must equal the sum of
the n-1 excess demands for money.
Said in another way, recession is always and everywhere a monetary phenomenon in the same way as inflation
is. Rowe again:
Monetary Disequilibrium Theory says that a general glut of newly produced goods can only be matched by
an excess demand for money.
This also means that as long as the monetary authorities ensure that any increase in money demand is
matched one to one by an increase in the money supply nominal GDP will remain stable (Market Monetarists obviously does not say that economic activity cannot drop as a result of a bad harvest or an earthquake,
but such events does not create a general glut of goods and labour). This view is at the core of Market
Monetarist s recommendations on the conduct of monetary policy.
Obviously, if all prices and wages were fully flexible, then any imbalance between money supply and money
demand would be corrected by immediate changes prices and wages. However, Market Monetarists acknowledge, as New Keynesians do, that prices and wages are sticky.
PS I inspired Nick Rowe to do a post on [4] Recessions are always and everywhere a monetary phenomenon .
Now I am stealing it back. Nick, I hope you can forgive me.
1. http://www.amazon.com/Fluttering-Veil-Essays-Monetary-Disequilibrium/dp/0865971463
2.

http://www.amazon.com/Depression-Inflation-Monetary-Policy-1945-1953/dp/1162556803/ref=sr_1_4?s=books&ie=

UTF8&qid=1318777286&sr=1-4
3.

http:

//worthwhile.typepad.com/worthwhile_canadian_initi/2011/04/walras-law-vs-monetary-disequilibrium-theory.html
4.

http://worthwhile.typepad.com/worthwhile_canadian_initi/2011/08/

recessions-are-always-and-everywhere-a-monetary-phenomena.html

Alex Salter (2011-10-16 20:46:39)
The coolest thing about MET is how firmly it’s rooted in a proper understanding of Say’s Law. Recessions, then, are
always a phenomenon of coordination failure. This can happen in one of two ways: either producers make stuff which
people don’t want (which we shouldn’t expect to happen systematically), leading to specific excess supplies/demands
in specific industries, or a shortage of money, which is the only explanation for a general glut. As I mentioned in
a previous comment, real factors still matter. A negative adverse supply shock can cause a business cycle. Price
stickiness is the issue here. The cool thing here is MM’s emphasis on markets: we can riddle out nominal vs. real
causes by looking at expectations as embodied in asset prices.
Lars Christensen (2011-10-16 20:57:33)
Alex, I think the understanding of Say’s law is key - and understanding when monetary disequilibrium makes the
law fail. Obviously real matter still matter and yes markets can tells of when shocks are real or nominal. I happen
to believe that real shocks empirically are minor if NGDP is anchored then they will not have any major impact.
Obviously in the long-run RGDP is 100 % a real story rather than a nominal story (and that of course is my point in
my post on Japan).
Nick Rowe (2011-10-18 00:08:27)
Lars: I have stolen your excellent Chuck Norris metaphor in retaliation! http://worthwhile.typepad.com/worthwhile
canadian initi/2011/10/monetary-policy-as-a-threat-strategy.html
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Japan s deflation story is not really a horror story (2011-10-16 18:00)
Many economists including some Market Monetarists tell the story about Japan s economy as a true horror story and there is no doubt that Japan s growth story for more than 15 years has not been too impressive
and it has certainly not been great to have been invested in Japanese stocks over last decade.
Some Market Monetarists are explaining Japan s apparent weak economic performance with overly tight
Japanese monetary policy, while others blame zombie banks and continued deleveraging after the bubble
in to 1990s. I, however, increasingly think that these explanations are wrong for Japan.
Obviously, Japan has deflation because money demand growth consistently outpaces money supply growth.
That s pretty simple. That, however, does not necessarily have to be a problem in the long run if expectations
have adjusted accordingly. The best indication that this has happened is that Japanese unemployment in
fact is relatively low. So maybe what we are seeing in Japan is a version of George Selgin s [1] productivity
norm . I am not saying Japanese monetary policy is fantastic, but it might not be worse than what we are
seeing in the US and Europe.
The main reason Japan has low growth is demographics. If you adjust GDP growth for the growth (or
rather the decline) in the labour force then one will see that the Japanese growth record really is not bad at
all especially taking into accord that Japan after all is a very high-income country.
Daniel Gros, whom I seldom agrees with (but do in this case), has done the math. He has looked Japanese
growth over the last decade and compared to other industrialized countries. Here is [2]Gros:
Policymaking is often dominated by simple lessons learned from economic history. But the lesson learned
from the case of Japan is largely a myth. The basis for the scare story about Japan is that its GDP has
grown over the last decade at an average annual rate of only 0.6 % compared to 1.7 % for the US. The
difference is actually much smaller than often assumed, but at first sight a growth rate of 0.6 % qualifies
as a lost decade...According to that standard, one could argue that a good part of Europe also lost the
last decade, since Germany achieved about the same growth rates as Japan (0.6 %) and Italy did even
worse (0.2 %); only France and Spain performed somewhat better...But this picture of stagnation in many
countries is misleading, because it leaves out an important factor, namely demography...How should one
compare growth records among a group of similar, developed countries? The best measure is not overall
GDP growth, but the growth of income per head of the working-age population (not per capita). This last
element is important because only the working-age population represents an economy s productive potential.
If two countries achieve the same growth in average WAP income, one should conclude that both have been
equally efficient in using their potential, even if their overall GDP growth rates differ...When one looks at
GDP/WAP (defined as population aged 20-60), one gets a surprising result: Japan has actually done better
than the US or most European countries over the last decade. The reason is simple: Japan s overall growth
rates have been quite low, but growth was achieved despite a rapidly shrinking working-age population...The
difference between Japan and the US is instructive here: in terms of overall GDP growth, it was about one
percentage point, but larger in terms of the annual WAP growth rates more than 1.5 percentage points,
given that the US working-age population grew by 0.8 %, whereas Japan s has been shrinking at about the
same rate.
So it is correct that Japanese monetary policy was overly tight after the Japanese bubble bursted in the
mid-90ties, but that is primarily a story of the 90s, while the story over the last decade is primarily a story
of bad demographics.
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We can learn a lot from Japan, but I think Japan is often used as an example of all kind of illnesses,
but few of those people who pull the Japan-card really have studied Japan. Similar for me I am not
expert on the Japanese economy - but both the monetary and the deleveraging explanations for Japan s low
growth during the past decade (not the 90ties) I believe to be wrong.
The Great Depression as well as the Great Recession are terrible examples of the disasters that the wrong
monetary policy can bring and so is the Japan crisis in the mid-90s, but we need to make the right arguments
for the right policies based on fact and not myth.
PS in Daniel Gros’ comment on Japan he makes some comments on the effectiveness of monetary policy. He seems to think that monetary policy is impotent in the present situation. I strongly disagree with
that as I believe that monetary policy is in fact very effective in increasing nominal income growth as well
as inflation. The liquidity trap is a myth in the same way the Japan growth story is a myth.
1. http://www.cato.org/pubs/journal/cj10n1/cj10n1-14.pdf
2. http://www.project-syndicate.org/commentary/gros18/English

Richard A. (2011-10-16 22:12:05)
The number of hours worked per worker has declined in Japan over the past coupe of decades. An even better measure
for the Japanese would be real growth in hourly wages.
Lars Christensen (2011-10-16 22:14:56)
Richard, I agree, but I guess that is also the case for most European nations. But again, I think that would just
further confirm my point.
Alex Salter (2011-10-16 20:39:40)
Agreed about the liquidity trap. If the rest of the economic profession takes only one thing away from Market Monetarism, I hope it’s that the interest rate is not the only, or even the main, mechanism through which monetary policy
works.
Farid Elwailly (2011-10-17 18:50:01)
I gather from your post that targeting nominal GDP/WAP might be a better long term monetary policy than targeting
NGDP to say 5 %. This is especially true of countries going through a demographic change such as the U.S. where
the baby boomers are retiring.
Lars Christensen (2011-10-17 20:22:30)
Farid, I agree that a nominal GDP/WAP target probably would be preferable to a ”normal” NGDP target. That said,
to me the most important thing is that a transparent nominal anchor is in place - whether it is NGDP or NGDP/WAP
or it is 3 or 5 % is in my view less important. I will in the future try to do some posts on would should be the prefered
target. Furthermore, what might be best for a country might not be the best for a small open economy like Iceland
or a catching up Emerging Market like Turkey or Brazil.
Did Japan have a productivity norm ? « The Market Monetarist (2012-01-07 09:11:11)
[...] that George had that view when I sometime ago commented on Japanese deflation. In my comment Japan s
deflation story is not really a horror story I argued that obviously, Japan has deflation because money demand
growth consistently [...]
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Chuck Norris on monetary policy #1 (2011-10-16 20:32)
In the coming time I will pay tribute to the great Chuck Norris by analyzing the monetary policy
implications of some well-known facts and quotes from the great hero. These ”facts” all come from
[1]www.chucknorrisfacts.com
”Chuck Norris does not earn money,he prints it”
Well Chuck, so does central banks and that is why we can always avoid deflation, increase inflation and
get whatever growth rate of nominal GDP we would like. But not even Chuck can increase real GDP growth
in the long run by printing money. Not even Chuck can defeat the long run vertical Phillips curve.
1. http://www.chucknorrisfacts.com/

Alex Salter (2011-10-16 20:36:13)
Chuck Norris’s tears can cure monetary disequilibrium. Too bad he never cries.
Benjamin Cole (2011-10-17 19:49:23)
I know there is worry about ”moral hazard.” So we cannot just print money and give it to people (even though such an
act would not be inflationary until we got closer to full capacity). Still, moral hazard. When even large corporation
routinely declare Chap 11 and welsh on their debts? Bank bailouts? Direct cash payments to farmers? When the
founders/managers of Long Term Capital Management just walk away from their debts? Maybe Chuck Norris has
the answer for now.
The WSJ has deflated expectations for the economy | Historinhas (2011-10-24 22:05:11)
[...] to the Chuck Norris principle in the conduct of monetary policy elaborated by Nick Rowe (via Lars Christensen):
Central banks run monetary policy not so much by doing things, but by threatening to do things. [...]
Why good monetary policy is like good crime fighting « Of Flies and Fly-bottles (2011-11-06 21:44:50)
[...] post is riffing on a theme that Nick Rowe and Lars Christensen have been discussing recently. I hope they don t
[...]

Sexy new model could shed light on the Great Recession (2011-10-17 10:04)
Market Monetarists like myself claim that the Great Recession mostly was caused by the fact that the Federal
Reserve and other central banks failed to meet a sharp increase in the demand for dollars. Hence, what we
saw is what David Beckworth has termed a [1] passive tightening of monetary policy.
I have come across a (rather) new paper that might be able to shed more light on what impact the increase in money demand had in the Great Recession.
Te paper by Irina A. Telyukova and Ludo Visschers presents a rather sexy model (that s an economic
model&), but has a rather unsexy title [2] Precautionary Demand for Money in a Monetary Business Cycle
Model . Here is the abstract:
We investigate quantitative implications of precautionary demand for money for business cycle dynamics of velocity and other nominal aggregates. Accounting for such dynamics is a standing challenge in
monetary macroeconomics: standard business cycle models that have incorporated money have failed to
generate realistic predictions in this regard. In those models, the only uncertainty affecting money demand
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is aggregate. We investigate a model with uninsurable idiosyncratic uncertainty about liquidity need and find
that the resulting precautionary motive for holding money produces substantial qualitative and quantitative
improvements in accounting for business cycle behavior of nominal variables, at no cost to real variables.
Hence, Telyukova and Visschers incorporate shocks to money velocity from increases in what they call precautionary demand for money into a dynamic business cycle model. The model is yielding rather interesting
results, but it is also a rather technical paper so it might be hard to understand if you are a none-technical
economist.
Anyway, the conclusion is relatively clear:
By incorporating this idiosyncratic risk into a standard monetary model with aggregate risk, and by carefully calibrating the idiosyncratic shocks to data, we find that the model matches many dynamic moments
of nominal variables well, and greatly improves on the performance of existing monetary models that do
not incorporate such idiosyncratic shocks. We show that our results are robust to multiple possible ways
of calibrating the model. We show also that omitting precautionary demand while targeting, in calibration,
data properties of money demand - a standard calibration practice produces inferior performance in terms
of matching the data, potentially misleading implications for parameters of the model, and may therefore
adversely affect the model’s policy implications as well.
The paper was first written back in June 2008 (talk about good timing) and then later updated in March
2011. Oddly enough the paper does not make any reference to the Great Recession! This is typical of this
kind of technical papers even though the results are highly relevant the authors fail to notice that (or ignore
it). That does not, however, change the fact that Telyukova s and Visschers paper could clearly shed new
light on the Great Recession.
As I see it the Telyukova-Visschers model could be used in two ways which would be directly relevant
for monetary policy making. 1) Use the model to simulate the Great Recession. Can the increase in precautionary demand for money account for the Great Recession? 2) The model can be used to test how different
policy rules (NGDP targeting, price level, inflation targeting, a McCallum rule, Taylor rule etc.) will work
and react to shocks to money demand. I hope that is the direction that Telyukova and Visschers will take
their research in the future.
1. http://macromarketmusings.blogspot.com/2010/09/passive-tightening-of-monetary-policy.html
2.

http://www.google.com/url?sa=t&rct=j&frm=1&source=web&cd=1&ved=0CBwQFjAA&url=http%3A%2F%2Fwww.laef.ucsb.

edu%2Fpages%2Fconferences%2Fpan08%2Fpapers%2Fprecautionary_demand.pdf&ei=OuGbTpHGLcWE4gS84_jvAw&usg=
AFQjCNFJx5ASE-UcKk6hlyJ63m_-_DeKdw

Alex Salter (2011-10-17 19:09:55)
I have to admit I’m not very impressed by modeling of this kind. One of the big advantages MM has over other
schools is its belief in simple models as opposed to the highly technical stuff which dominated the theory journals
pre-crisis. It’s partly that sort of methodology, and the associated mindset, which got us into this mess in the first
place. The more complicated the model, the more assumptions you have to make about behavior and background
conditions which may or may not be valid. Simple models combined with robust empirical evidence, econometric or
otherwise, is the key.
Lars Christensen (2011-10-17 20:17:56)
Alex, I to some extent agree. We don’t need super technical models and a lot of math to understand monetary policy
and theory. That said, it is interesting that this model actually would have something interesting to say about the
Great Recession - even though the model unfortunately is not used in that fashion in the paper.
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Nick Rowe (2011-10-18 14:24:56)
Lars: that’s an important result. Makes sense intuitively and empirically. Money demand may depend positively on
income in normal times, but negatively on income during recessions. The more income falls in a recession, the bigger
the demand for money.

&political news kept slipping into the financial section (2011-10-17 16:42)
As global stock markets once again takes another downturn on the back of renewed European worries I am
reminded about a great blog [1]post Scott Sumner wrote a couple a months ago about his studies of the
Great Depression.
In its Scott says:
And the worst part was the way political news kept slipping into the financial section. Nazis make ominous
gains in the 1932 German elections, Spanish Civil War, etc, etc. In the 1930s the readers didn t know what
came next but I did.
Working and following the financial market on a daily basis, one gets the same feeling. Everything dependents on politics who will bail out who and who will pay? I long for the day when the markets return
to being markets and we will not have to worry about political news&However, I am afraid that that day is
not around the corner anytime soon.
1. http://www.themoneyillusion.com/?p=10581

Dustin (2011-10-17 20:10:01)
Sumner seems to have a lot of ”great blog posts”. Every time I see the Occupy Wall Street protesters with their
socialistic and Marxist signs, I think of Sumner’s post ”A little more inflation or a little more socialism?”
Lars Christensen (2011-10-17 20:12:51)
Dustin, you are right - the anti-capitalist movement is clearly getting strengthened by overly tight monetary policy.
That said, I guess these protestors would look for any reason to hate capitalism.
Scrambling for solutions | Historinhas (2011-10-22 06:21:41)
[...] article in VoxEu reminded me of this recent post by Lars Christensen who referenced an earlier post by Scott
Sumner. From Scott: I once read all the New York [...]

Gold, France and book recommendations (2011-10-17 21:28)
Can you recommend a book that you haven t read yet? I am not sure, but I will do it anyway. I believe we
can learn a lot from the Great Depression and I am especially preoccupied with the international monetary
consequences and causes of the Great Depression.
An issue that especially have come to my attention is the hoarding of gold by central bank prior and
during the Great Depression and here especially France s hoarding of gold is interesting and have already
blogged about Douglas Irwin s excellent paper [1] Did France Cause the Great Depression?
However, both Scott Sumner and [2]Douglas Irwin have recommend to me that I should read H. Clark
Johnson s book [3] Gold, France and the Great Depression . I don t want to disappoint Scott and Doug
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after all they are both big heroes of mine so I better start reading, but I haven t been able to find the time
yet especially since taking up blogging. Between the day-job and an active family life reading is something
I do at very odd hours. That said, I know I will have to read this book. The parts of it I have already read
is very interesting and well-written so it is only time that have kept me from reading the book.
Anyway, what I really what to ask my readers is the following: What books have had the biggest influence on your thinking about monetary theory and monetary history? I would love to be able to make a
top ten list of monetary must-read books for the readers of this blog. So please give me your input. I will
keep asking this question until I got at least 10 books. If you don t want to put your name out here in the
comment section drop me a mail instead: lacsen@gmail.com
1. http://www.dartmouth.edu/~dirwin/Did%20France%20Cause%20the%20Great%20Depression.pdf
2. http://www.dartmouth.edu/~dirwin/
3. http://www.amazon.com/France-Depression-1919-1932-Historical-Publications/dp/0300069863

Luis H Arroyo (2011-10-29 19:31:14)
For me, The Monetary History of US”, Freidman & Schwartz
Lars Christensen (2011-10-29 19:50:14)
Luis, Monetary History surely also influenced me a lot.

Nick, Chuck and the central banks (2011-10-18 07:19)
[1]Here is Nick Rowe on central banks and Chuck Norris. If you don’t understand Chuck you don’t understand central banks.

1. http://worthwhile.typepad.com/worthwhile_canadian_initi/2011/10/monetary-policy-as-a-threat-strategy.html#
more

Benjamin Cole (2011-10-18 19:11:13)
Lars- Krugman has a blog entry on how bloggers are adding to the econmics discourse. I posted this comment. I hope
you and Nunes post comments too. ”Excellent open-mined commentary by Krugman. Scott Sumner (The Money
Illusion) and the rise of the Market Monetarists is the current example of the blogosphere opening up discourse to
”new” people. Market Monetarists believe in the Fed publicly and transparently targeting nominal GDP, through
conventional and unconventional means. Goldman Sachs recently issued a report saying the same thing. The bloggers
brought this idea into the mainstream. ”

Fear, hope, doubt and resignation (2011-10-18 10:06)
Sunday October 9:
Sarkozy: ”By the end of the month, we will have responded to the crisis issue”
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Merkel: ”We are determined to do everything necessary to ensure the recapitalization of our banks”
Monday October 17:
German Finance Minister Schaeuble: ”Upcoming EU Summit will not present final solution for euro zone
debt crisis”
Seibert (Advisor to Merkel): ”Dreams that everything will be solved on euro crisis next Monday can not be
met”

NGDP targeting is not about stimulus (2011-10-18 19:24)
Market Monetarists are often misunderstood to think that monetary policy should stimulate growth and
that monetary policy is like a joystick that can be used to fine-tune the economic development. Our view
is in fact rather the opposite. Most Market Monetarists believe that the economy should be left to its own
devises and that the more policy makers stay out of the game the better as we in general believe that the
market rather than governments ensure the most efficient allocation of resources.
Exactly because we believe more in the market than in fine-tuning and government intervention we
stress how important it is for monetary policy to provide a transparent, stable and predictable nominal
anchor . A nominal GDP target could be such an anchor. A price level target could be another.
Traditional monetarists used to think that central banks should provide a stable nominal anchor
through a fixed money supply growth rule. Market Monetarists do not disagree with the fundamental
thinking behind this. We, however, are sceptical about money supply targeting because of technical and
regulatory develops mean that velocity is not constant and because we from time to time see shocks to
money demand as for example during the Great Recession.
A way to illustrate this is the equation of exchange:
M*V=P*Y
If the traditional monetarist assumption hold and V (velocity) is constant then the traditional monetarist rule of a constant growth rate of M equals the Market Monetarist call for a constant growth rate of
nominal GDP (PY). There is another crucial difference and that is that Market Monetarists are in favour
of targeting the level of PY, while traditional monetarists favours a target of the growth of M. That means
that a NGDP level rule has memory
if the target overshots one period then growth in NGDP need to
be higher the following period.
In the light in the Great Recession what US based Market Monetarists like Bill Woolsey or Scott
Sumner have been calling for is basically that M should be expanded to make up for the drop in V we have
seen on the back of the Great Recession and bring PY back to its old level path. This is not stimulus in
the traditional Keynesian sense. Rather it is about re-establishing the old monetary equilibrium.
In some way Market Monetarists are to blame for the misunderstandings themselves as they from
time to time are calling for monetary stimulus and have supported QE1 and QE2. However, in the Market
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Monetarists sense monetary stimulus basically means to fill the whole created by the drop in velocity
and while Market Monetarists have supported QE1 and QE2 they have surely been very critical about how
quantitative easing has been conducted in the US by the Federal Reserve.
Another way to address the issue is to say that the task of the central bank is to ensure monetary
neutrality . Normally economists talk about monetary neutrality in a positive sense meaning that
monetary policy cannot affect real GDP growth and employment in the long run. However, monetary
neutrality can also be see in a normative sense to mean that monetary policy should not influence the
allocation of economic resource. The central bank ensures monetary neutrality in a normative sense by
always ensuring that the growth of money supply equals that growth of the money demand.
[1]George Selgin and other Free Banking theorists have shown that in a Free Banking world where
the money supply has been privatised the money supply is perfectly elastic to changes in money demand.
In a Free Banking world an automatic increase in M will compensate for any drop V and visa versa. So in
that sense a NGDP level target is basically committing the central bank to emulate the Free Banking (the
Free Market) outcome in monetary matters.
The believe in the market rather than in centralized control mechanisms is also illustrated by the
fact that Market Monetarists advocate using market indicators and preferably NGDP futures in the conduct
of monetary policy rather than the central bank s own subjective forecasts. In a world where monetary
policy is linked to NGDP futures (or other market prices) the central bank basically do not need a research
department to make forecasts. The market will take care of that. In fact monetary policy monetary policy
will be completely automatic in the same way a gold standard or a fixed exchange rate policy is automatic .
Therefore Market Monetarists are certainly not Keynesian interventionist, but rather Free Banking
Theorists that accept that central banks do exists for now at least. If one wants to take the argument
even further one could argue that NGDP level targeting is the first step toward the total privatisation of
the money supply.

1.

http:

//www.amazon.com/Theory-Free-Banking-George-Selgin/dp/0847675785/ref=sr_1_5?ie=UTF8&qid=1318958445&sr=8-5

Nick Rowe (2011-10-18 21:54:34)
”Trying to preserve monetary neutrality” and ”trying to prevent monetary disequilibrium” seem to me to be different
ways of saying essentially the same thing. But I wish we had a more precise definition.
Lars Christensen (2011-10-18 21:57:31)
Nick, you are right. But again I think it is very important that we stop saying ”stimulus”. That is not really what we
what. We basically want a situation where say’s law rules - without being f...ed by monetary policy.
Dustin (2011-10-18 23:37:00)
Lars, what would NGDP growth be under free banking? Zero inflation rate? Productivity growth rate?
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Alex Salter (2011-10-18 23:41:02)
Under Free Banking, the profit motive of all the banks of issues leads to a stabilization of NGDP at some specific
level. NGDP deviations away from this level would reflect (presumably transitory) real factors, as well as the overall
long-run trend due to increasing factor productivity.
Lars Christensen (2011-10-18 23:54:14)
Dustin, Alex got that right. I would however add that there are difference between what kind of Free Banking system
would be implemented. The historical Scottish Free Banking system was basically a ”small open economy” version of
Free Banking where the system was linked to the British sterling. Such a system does not automatically created zero
inflation or a ”productivity norm”. Selgin’s model is a close economy model and in that there would likely be some
kind of stable NGDP.
Rob (2011-10-19 04:17:41)
As a supporter of free banking there is one question that is currently interesting me. What would happen in a free
banking model if it ever hit a zero-bound condition, where the bank could not lend out its excess reserves and bond
were priced so high they were not worth the effort for the bank to buy them? In this situation I believe free banks
would simply hold onto the reserves, AD would fall , and prices and profit spreads would have to adjust to allow
the economy to get back to equilibrium. The existence of this boundary condition seems to me to ensure that the
economy stays healthy and flexible and actually is able to avoid the zero-bound condition in the first place. I can see
that when a CB expands the money supply by interest rate policy and banks increase lending as a result that this is
an imperfect but workable version of what happens under free banking under normal circumstances. However when
this stops working at the zero bound and the CB adopts QE and other unorthodox measure then the CB is in effect
subsidizing some sections of the economy to receive free money. My concern is that this will distort the structure
of production and prevent the economy from developing mechanisms to address AD issues via supply-side actions in
parallel to the function of free banks in stabilizing the money supply itself.

The open-minded Krugman (2011-10-18 19:49)
I didn t expect this ever to happen, but I have to say something nice about Paul Krugman s [1]comments on
his New York Times blog. Well, there is actually a lot of positive to say about Paul Krugman, but we just
tend to forget it when he is giving us free market economists a hard time. However, the story today is not
about what we think, but where we express our views and share our research.
As I have tried to argue in my paper [2] Market Monetarism the second Monetarist counter-revolution
Market Monetarism is a school of economic thought basically born and shaped in the blogosphere.
Krugman has a positive view on what the blogosphere has done to open up the economic profession and
haow the blogoshere is helping improve economic research.
Here is Krugman:
What the blogs have done, in a way, is open up that process. Twenty years ago it was possible and
even normal to get research into circulation and have everyone talking about it without having gone through
the refereeing process but you had to be part of a certain circle, and basically had to have graduated from
a prestigious department, to be part of that game. Now you can break in from anywhere; although there s
still at any given time a sort of magic circle that s hard to get into, it s less formal and less defined by where
you sit or where you went to school.
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Since there s some kind of conservation principle here, the fact that it s easier for people with less formal credentials to get heard means that people who have those credentials are less guaranteed of respectful
treatment. So yes, we ve seen some famous names run into firestorms of criticism
*justified* criticism
even as some nobodies become players. That s a good thing! Famous economists have been saying foolish
things forever; now they get called on it.
And this process has showed what things are really like. If some famous economists seem to be showing themselves intellectually naked, it s not really a change in their wardrobe, it s the fact that it s easier
than it used to be for little boys to get a word in.
So here we go again I agree with Krugman. The blogosphere is opening up our profession and Krugman deserves credit for taking this debate serious. Have a look at Krugman s comment [3]here and share
you views both here and on Krugman s blog.
PS Krugman is still wrong about fiscal policy and his odd views of China after all he is just a Keynesian, but nonetheless quite open-minded and probably more open-minded that I am&
HT Benjamin ”Mr. PR” Cole
1. http://krugman.blogs.nytimes.com/2011/10/18/our-blogs-ourselves/
2. http://thefaintofheart.files.wordpress.com/2011/09/market-monetarism-13092011.pdf
3. http://krugman.blogs.nytimes.com/2011/10/18/our-blogs-ourselves/

Benjamin Cole (2011-10-18 23:10:31)
I recommend readers go to the Krugman post, and write a comment, using the words ”Market Monetarism.” The more
we pound out the words ”market monetarism,” the more recognition it will get (right now we are under threat even
at Wikipedia). I think Krugman is largely referring to the Market Monetarists...who else is saying anything new?

Chuck Norris on monetary policy #2 (2011-10-18 23:42)
I am continuing my tribute to the great Chuck Norris.
Here this it truth from www.chucknorrisfacts.com
”If Chuck Norris goes to the bank to get money, all banks go on a world crisis. It happened on 2008”
Well, you are quite right it was not the collapse of Lehman Brothers, which triggered the kind of mess
we are in now. Rather it was Chuck Norris who increased his demand for dollars. Or maybe it was not
Chuck, but somebody else, but nonetheless the increase in demand for dollars both in the US and from
Europe lead to an ”passive” tightening of US monetary policy, which the Federal Reserve failed to respond
forcefully enough to.
PS both Nick Rowe and David Beckworth are now picking up the Chuck theme...
Ketill (2011-10-18 23:56:37)
Interesting point. For some reason it made me think of this ad!: http://www.youtube.com/watch?v=MDUQW8LUMs8
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The Hottest Idea In Monetary Policy (2011-10-19 08:00)
Its pretty simple - Scott Sumner is a revolutionary with revolutionary idea and he is breaking through big
time.
He is a story from businessinsider.com: [1]”The Hottest Idea In Monetary Policy”.
I fundamentally think that if the Federal Reserve was to start listening to Scott then a whole lot of other
economic and monetary problems would be a lot easy to solve - so that’s our hope in Europe.
1.

http://www.businessinsider.com/the-hottest-idea-in-monetary-policy-2011-10?utm_source=feedburner&utm_

medium=feed&utm_campaign=Feed%3A+TheMoneyGame+%28The+Money+Game%29

Killing the messenger won’t solve the debt crisis (2011-10-19 08:34)
I don’t even want to comment on this one: [1]”EU reaches deal on naked CDS ban law”
Shoot the messenger and the problem will go away? I think not...
Share your views of the quality of policy makers in Europe please.
1. http://www.reuters.com/article/2011/10/18/eu-shortselling-idUSL5E7LI3L920111018

Alex Salter (2011-10-19 15:16:30)
Arbitrageurs are harbingers of efficiency. Their job is to bring asset prices in line with their fundamentals, which
means in-line with their opportunity cost in the current constellation of prices. If they’re right, markets are more
efficient. If they’re wrong, they and only they take a bath. This is a perfect example of Mises’s ideas on the dynamics
of interventionism: One regulation, ostensibly to improve the economy, will make things significantly worse. The
politicians will respond by instating another regulation, which again will make things worse instead of better. Lather,
rinse repeat. Politicians in Europe seem a bit more insulated from the electorate than politicians in the U.S. We know
that governments worldwide gain permanent additional powers during a crisis, even after it passes. I can see definite
public choice considerations which incentivize the politicians to keep the economy teetering, but not in total freefall,
as it is now.
Lars Christensen (2011-10-19 16:34:58)
Alex, so true, so true. Mises’ theory of intervention dynamics is an example that Austrian economics is worth studying. The only positive to say of this crisis is that European policy makers is providing lots of evidence that public
theory is correct even though I hope feel we need a new discipline of research called ”public psychiatry” to understand
European policy makers.
jakob Trap (2011-10-19 18:57:35)
Lars, I’ll support your suggestion for a research discipline in ”public psychiatry” :-) Reading this I remembered a
post from Felix Salmon mentioning a report ordered by some EU institution to account for the CDS market and the
likely effects of a ban. Felix: http://blogs.reuters.com/felix-salmon/2010/12/09/the-eu-debunks-the- debt-speculation-meme/ The report is here :http://www.scribd.com/doc/44989344/20852775 It just makes the EU officials look
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even more ridiculous.

More on the McCallum-Christensen rule (and something on Selgin and the IMF)
(2011-10-19 17:47)

I have just printed three papers to (re)read when the rest of the family will be sleeping tonight. You might
want to have a look at the same papers.
The two first are connected. It is Lastrapes’s and Selgin’s 1995 paper [1]”Gold Price Targeting by
the Fed” and McCallum’s 2006 paper ”Policy-Rule Retrospective on the Greenspan Era”. Both papers are
basically about how the Greenspan conducted monetary policy.
The hypothesis in the first paper is that the Greenspan Fed used gold prices as an indicator for inflationary pressures, while the other is a restatement and an empirical test of the so-called McCallum rule.
The McCallum rule basically saying that the Fed is targeting nominal GDP growth at 5 % by controlling
the money base.
As both papers confirm their hypothesis why not combine the results from the two papers? The
Fed reserve controls the money base to ensure 5 % NGDP growth and use the the gold price to see
whether it is on track or not. Okay, lets be a little more open-minded and lets include other asset prices
and lets look at more commodity prices than just gold. Then we have rule, which I have earlier called a
McCallum-Christensen (yes, yes I have a ego problem...).
The McCallum-Christensen rule can be estimated in the following form:
dB=a+b*dV+cNGDPMI
d is %-quarterly growth, B is the money base (or rather I use MZM), V is the 4-year moving average of MZM-velocity and NGDPMI is a composite index of asset prices that all are leading indicators of
NGDPMI.
In my constructed NGDPMI I use the following variables: S &P500, the yield curve (10y-2y UST),
the CRB index (Commodity prices) and an index for the nominal effective dollar rate. I have de-trended
the variables with a four-year moving average (thats simple), but one could also use a HP-filter. I have then
standardized each of the variable so they get an average of 0 and a standard deviation of 1 - and then taken
the average of the four sub-indicators.
And guess what? It works really well. I can be shown that during the 1990ties the Fed moved
MZM up and down to track market expectations of NGDP captured by my NGDPMI indicator. This is the
time where Manley Johnson and Bob Keleher played an important role in the conduct and formulation of
monetary policy in the US. As I have earlier blogged about I fundamentally think that the Johnson-Keleher
view of monetary policy is closely connected to the Market Monetarist view.
The McCallum-Christensen rule also fit relatively well in the following period from 2000 to 2007/8,
but it is clear that monetary policy is becoming more erratic during this period - probably due to Y2K, 911,
Enron etc. Hence, there is indications that the influence of Johnson and Keleher has been faithing in that
period, but overall the McCallum-Christensen rule still fits pretty well.
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Then the Great Recession hits and it is here it becomes interesting. Initially the Fed reacts in accordance with the McCallum-Christensen rule, but then in 2009-2010 it becomes clear that MZM growth
far too slow compared to what the MC rule is telling you. Hence, this confirms the Sumnerian hypothesis
that monetary policy turned far to negative in 2009-10.
So why is it that I am not writing a Working Paper about these results? Well, I might, but I just
think the result are so extremely interesting that I need to share them with you. And I need more people to
get involved with the econometrics. So this is an invitation. Who out there want to write this paper with
me? And we still need some more number crunching!
But for now the results are extremely promising.
Okay, on to the third paper ”Reserve Accumulation and International Monetary Stability”. Its an
IMF working paper. I have a theory that the sharp rise in the accumulation of FX Reserves after the
outbreak of the Great Recession has prolonged the crisis...but more on that another day...
PS I promised something on Selgin and this was not really enough...but hey the guy is great and
you are all cheating yourselves of great inside into monetary theory if you don’t read everything George ever
wrote.

1. http://www.terry.uga.edu/~last/papers/gold/gold_targeting.pdf

Alex Salter (2011-10-19 22:36:49)
Unfortunately I don’t know anything about time series beyond Fourier analysis and the classical decomposition, and
I know even less about VAR models, otherwise I’d volunteer in a heartbeat. Good luck!
Christina Romer comes out in support of NGDP targeting « The Market Monetarist (2011-10-29 23:18:13)
[...] More on the McCallum-Christensen rule (and something on Selgin and the IMF) [...]

Open-minded Brits

and Austrians (2011-10-19 18:40)

American Alex Salter is a good example of the open-minded Austrians who has welcomed the dialogue with
Market Monetarists. In my own part of the world Austrians is also engaging us in a serious fashion. A
good example is Anthony Evans self-declared Austrian, monetary specialist and Associate Professor of
Economics at London s ESCP Europe Business School, and Fulbright Scholar-in-Residence at San Jose State
University.
Anthony is endorsing a NGDP target for the Bank of England. See his latest comment from City A.M.
[1]here. See also this earlier [2]comment.
In general it is interesting how British monetarists as well as British Austrian school economists seem to be
much more open to Market Monetarist ideas than their counterparts in the US and in continental Europe.
In that regard it should be noted that the Bank of England probably is the central bank in the world that
is taking NGDP targeting most serious.
1. http://www.cityam.com/forum/the-real-central-bank-target-not-inflation
2. http://www.adamsmith.org/media/asi-in-the-news/forward-thinking/
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Krugman’s tribute to Market Monetarism (2011-10-19 22:45)
Ok, I will be completely frank here...I have always seen myself as a anti-Keynesian and I have said terrible
things about Paul Krugman’s keynesianism and especially his view of the liquidity trap has made me extremely frustrated. However, there is no coming around the fact that he is a world-class economist.
Now Krugman is paying tribute to Market Monetarism. And yes, I am pretty damn proud of having coined
the term [1]Market Monetarism, but more important the Market Monetarist bloggers like Scott Sumner,
David Beckworth, Bill Woolsey, Nick Rowe and Marcus Nunes are now being heard. I believe that this is of
great importance if we want to see the global economy fundamentally pull out of this horrible slump.
Take a look at Krugman’s comment on Market Monetarism [2]here.
1. http://thefaintofheart.files.wordpress.com/2011/09/market-monetarism-13092011.pdf
2. http://krugman.blogs.nytimes.com/2011/10/19/getting-nominal/#preview

Rob (2011-10-20 00:02:03)
Krugman is claiming that the Market Monetarists have changed to a more expectations based view over the last year.
Do you accept the validity of that claim ?
Lars Christensen (2011-10-20 00:05:38)
Rob, I am not sure about that. But expectations - as in MARKET expectations - is key to Market Monetarism. And
in that sense it is close to the views of some New Keynesians who also stress the importance of expectations like Lars
E. O. Svensson. That said, I do not think that Scott, David and Bill have changed their views much. But again - the
fact that we now all accept the term Market Monetarism mean that we are aware of the very significant importance
of market expectations.
Rob (2011-10-20 00:53:28)
I was curious about this too: ”As far as I can see,the underlying economics is about expected inflation; but stating
the goal in terms of nominal GDP may nonetheless be a good idea, largely as a selling point, since it (a) is easier to
make the case that we ve fallen far below where we should be and (b) doesn t sound so scary and anti-social.” I don’t
really see NGDP targeting as about inflation. Its about shifting the AD curve, so that supply will move along the AS
curve in response. This will cause RGDP growth and some collateral inflation - but that’s a side-effect rather than
the main show. Is that how you see it too, or is Krugman correct in seeing inflation as being key?
Lars Christensen (2011-10-20 01:00:24)
Rob, you are right. The purpose is not inflation but rather to ensure ”monetary neutrality”. If velocity drops the
central bank needs to counteract that by increasing the money supply. Market Monetarists do not have a view on the
composition of NGDP growth. That said, an increase in US money supply growth would like raise RGDP more than
inflation at the moment.
Benjamin Cole (2011-10-20 06:25:52)
You know, I think expectations are important, but so is using fire hoses to force money into the economy, through
sustained QE, as Milton Friedman recommended to Japan. Friedman did not talk about expectations–he talked about
injecting money until growth and inflation were roaring again. If the Fed announced it was buying $100 billion of
bonds monthly and would do so until 7 percent nominal GDP was hit, and did so...well, was it expectations or lots of
money? BTW, a hearty congrats all around to everyone in the Market Monetarism movement. Keep blogging, and
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keep writing letters.
Michael E Sullivan (2011-10-20 16:22:14)
It seems clear to me, especially from the Swiss announcement of a few weeks (months?) back, and the *immediate*
market movement to their new announced currency peg, that expectations do matter. If the expectation is that
monetary injections will be pulled back, then they will not move the market as much (if at all). But I agree that it’s
hard to separate expectations from actual money injections, both when it works, *and* when it doesn’t work.

Beckworth’s NGDP Targeting links (2011-10-20 07:54)
Here is David Beckworth:
”Since nominal GDP level targeting seems to be really taking off now, I thought it would be useful to
provide some links to past discussions here and elsewhere on the topic. Let me know in the comments
section other pieces I should add to the lists.”
See David’s useful list of links on NGDP Level Targeting [1]here.
And [2]here is a link to one of my own stories on NGDP Targeting.
1. http://macromarketmusings.blogspot.com/2011/10/nominal-gdp-level-targeting-links.html
2. http://marketmonetarist.com/2011/10/18/ngdp-targeting-is-not-about-%E2%80%9Dstimulus%E2%80%9D/

Calvinist economics - the sin of our times (2011-10-20 10:44)
A couple a days ago I had a discussion with a colleague of mine about the situation in Greece. My view
is that it is pretty clear to everybody in the market that Greece is insolvent and therefore sooner or later
we would have to see Greece default in some way or another and that it therefore is insane to continue
to demand even more austerity measures from the Greek government, while at the same time asking the
already insolvent Greek government to take on even more debt. My colleague on the other hand insisted
that the Greeks should pay back what they own and said we can t let countries default on their debt
then everybody will do it . It was a moral and not an economic argument he was making.
I am certainly not a Keynesian and I do not think that fiscal tightening necessarily is a bad thing
for Greece, but I do, however, object strongly to what I would call Calvinist economic thinking, which
increasingly is taking hold of our profession.
At the core of Calvinist economics is that Greece and other countries have committed a sin and
therefore now have to repent and pay for these sins. It is obvious that the Greek government failed to
tighten fiscal policy in time and even lied about the numbers, but its highly problematic that economic
thinking should be based on some kind of quasi-religious morals. If a country is insolvent then that means
that it will never be able to pay back its debt. It is therefore in the interest for both the country and its
creditors that a deal on debt restructuring is reached. That s textbook economics. There is no right or
wrong about it it is simple math. If you can t be pay back your debts then you can t pay. It s pretty
simple.
In another area very Calvinist economic thinking is widespread is in the conduct of monetary policy.
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Around the world central bankers resist easing monetary policy despite clear disinflationary or even
deflationary tendencies and the main reason for this is not economic analysis of the economic situation, but
rather the view that a loosening of monetary policy would be immoral. The Calvinists are screaming out
We will have another bubble if you ease monetary policy! Don t let the speculators of the hook!
The problem is that the Calvinists are confusing an easing of monetary policy or the default of insolvent nations with moral hazard.
If a central bank for example has a inflation target of 2 % and inflation is running at below 1 %
and the central bank then decides to loosen monetary policy
then that might well be positive for
speculators
such as property owners, banks or equity investors. The Calvinists see this as evil. As
immoral, but the fact is that that is exactly what a central bank that is undershooting its inflation target
should. Monetary policy is not about making judgements of what is fair or not, but rather about securing
a nominal anchor in which investors, labour, companies and consumers can conduct there business in the
market place.
The Calvinists are saying It will be Japan , the global economy will not grow for a decade and
blah, blah&it nearly seems as if they want this to happen. We have sinned and now we need to repent. The
interesting thing is that these Calvinists where not Calvinists back in 2005-6 and when some of us warned
about excesses in the global economy they where all cheerleaders of the boom. They are like born-again
Christian ex-alcoholics.
And finally just to get it completely clear. I am not in favour of bailing out anybody, or against
fiscal austerity and I despise inflation. But my economics is back on economic reasoning and not on
quasi-religious dogma.
PS anybody that studies history will note that Calvinist economics dominated economic thinking in
countries which held on to the gold standard for too long. This is what Peter Temin has called the ”Gold
Standard mentality”. The in countries like France and Austria the gold standard mentality were widespread
in the 1930s. We today know the consequences of that - Austria had major banking crisis in 1931, the
country defaulted in 1938 and the same it ceased to existed as an independent nation. Good luck with your
Calvinist economics. It spells ruins for nations around the world.
—–
UPDATE: Douglas Irwin has kindly reminded me that my post remind him of Gustav Cassel. Cassel used the term ”puritans” about what I call Calvinist economics. Maybe Market Monetarists are New
Casselians?

Jakob Trap (2011-10-20 11:57:30)
Lars - excellent post as always. I think this kind of framing is the key to advancing the public debate about monetary
matters. We need politicians and the public that support them to understand that inflation per se is not evil. The
”evilness” comes from unanchored inflation expectations. Actually I guess what we need first is for them to understand
the difference between long-run models where money is neutral and and the short-run implications of sticky prices
where nominal prices don’t adjust as they ”should”.
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Junior (2011-10-20 18:13:11)
Please implement an RSS feed.
Lars Christensen (2011-10-20 18:36:17)
Junior, RSS feed is now up and running.
Woolsey on DeLong on NGDP Targeting « The Market Monetarist (2011-10-20 19:17:41)
[...] among US based economists (In Europe we don t have that sort of debate&we are just Calvinist&) Share
this:TwitterFacebookLike this:LikeBe the first to like this post. Leave a Comment [...]
Junior (2011-10-20 19:20:20)
Thank you!
Our Monetary ills Laid to Puritanism « The Market Monetarist (2011-10-21 17:31:08)
[...] among monetary policy makers as the great ill. I had not read the article when I wrote my comment on Calvinist
economics, but I guess my thinking is rather [...]
Scrambling for solutions | Historinhas (2011-10-22 06:21:45)
[...] wand
the people at the FOMC decline to put it to work. According to Lars, this is practicing Calvinist
economics , where past sins have to be atoned for, not simply forgiven . So inside the [...]
Luis H Arroyo (2011-10-22 19:21:12)
Lars, Have you read that (On Gold Standard mentallity)? http://www.ft.com/intl/cms/s/2/90effa18-faa3-11e0-8fe700144feab49a. html. It seems that for this mentallity, gold has not rise sufficiently...Because of a conspirancy of central
banks... On th other hand, Spain is not very Calvinist (as you can suppose) but there is that mentallity of sin and
paying for it. All the solution proposed to solve the crisis are focused in ”rendention by ourself”. Nothing about ECB.
¿Masochism? ”Fans of Pain”? ECB is God, we are the sinners, WE MUST satisfy the God law.
Lars Christensen (2011-10-22 19:36:29)
Luis, I am afraid you are right - the Calvinist mentality is that monetary easing is evil. The fact however is that
ECB’s overly tight monetary policy is a key contributor to the crisis. ECB has so far done very little to help solve
this crisis.
Luis H Arroyo (2011-10-22 23:47:59)
yes, true, but almost no one says it in Europe. In any case, in Spain
Wauw! We have a Market Monetarist at the Telegraph « The Market Monetarist (2011-12-03 08:01:40)
[...] On monetary policy defeatism : Adam Posen calls for more QE that s fine, but& Gustav Cassel foresaw the
Great Depression Our Monetary ills Laid to Puritanism Calvinist economics the sin of our times [...]
Adam Posen calls for more QE that s fine, but& « The Market Monetarist (2011-11-22 21:49:21)
[...] thing and in many ways his comments resembles my own critique of policy makers as being Calvinist in their
[...]
Gustav Cassel foresaw the Great Depression « The Market Monetarist (2011-11-09 00:33:11)
[...] Calvinist economics the sin of our times [...]
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Please help Mr. Simor (2011-10-20 11:27)
He is a challenge for you all.
András Simor is governor of the Hungarian central bank (MNB). Next week he will meet with his colleagues in the MNB s Monetary Council. They will make announcement on the monetary policy action. Mr.
Simor needs your help because he is in a tricky situation.
The MNB s operates an inflation-targeting regime with a 3 % inflation target. It is not a 100 % credible and the MNB has a rather unfortunate history of overshooting the inflation target. At the moment
inflation continues to be slightly above the inflation target and most forecasts shows that even though inflation is forecasted to come down a bit it will likely stay elevated for some time to come. At the same time
Hungarian growth is basically zero and the outlook for the wider European economy is not giving much hope
for optimism.
With inflation likely to inch down and growth still very weak some might argue that monetary policy should
be eased.
However, there is a reason why Mr. Simor is not likely to do this and that is his worries about the state of
the Hungarian financial system. More than half of all household loans are in foreign currency mostly in
Swiss franc. Lately the Hungarian forint has been significantly weakened against the Swiss franc (despite
the efforts of the Swiss central bank to stop the strengthening of the franc against the euro) and that is
significantly increasing the funding costs for both Hungarian households and companies. Hence, for many
the weakening of the forint feels like monetary tightening rather monetary easing and if Mr. Simor was to
announce next week that he would be cutting interests to spur growth the funding costs for many households
and companies would likely go up rather than down.
Mr. Simor is caught between a rock and a hard. Either he cuts interest rates and allows the forint to
weaken further in the hope that can spur growth or he does nothing or even hike interest rates to strengthen
the forint and therefore ease the pains of Swiss franc funding households and companies.
Mr. Simor does not have an easy job and unfortunately there is little he can do to make things better.
Or maybe you have an idea?
PS The Hungarian government is not intent on helping out Mr. Simor in any way.
PPS When I started this blog I promised be less US centric than the other mainly US based Market Monetarist bloggers - I hope that his post is a reminder that I take that promise serious.
PPPS if you care to know the key policy rate in Hungary is 6 %, but as you know interest rates are
not really a good indicator of monetary policy ”tightness”.

Bob Dobalina (2011-10-20 13:57:35)
Hungarian government is not intent on helping out Mr. Simor in any way. OTP’s shareholders might beg to differ.
Lee Kelly (2011-10-20 17:18:03)
The problem appears to be that no central bank is an island ... well, except the Federal Reserve. It’s no surprise that
U.S. nominal GDP and world nominal GDP are almost an exact match for the last 100 years. Ultimately, I think it’s
all about the supply and demand for money, and the Hungarian central bank should satisfy any excess demand for
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money. If other central banks do not follow this example, and the Hungarian economy suffers for it, then nothing can
be done. But better to have monetary disequilibrium in one rather than two currencies, no? There will be winners
and losers, but there always are. Otherwise, free banking is the answer, here more than ever ... but I suppose you
were wanting a more realistic proposal.
Farid Elwailly (2011-10-20 17:27:48)
Mr Simor would have to craft a program to incentivise banks to assume the foreign currency loans in return for forint
denominated loans. This may take the form of a direct subsidy to banks covering the currency conversion risk for
these particular loans. Households who took advantage of the deal would be immunized from currency movements and
this new program would directly weaken the forint and therefore be expansionary. Setting expectations for a weaker
forint would have to happen as well.
Lars Christensen (2011-10-20 17:45:56)
Lee, I actually think we have a kind of Free Banking in a number of Central and Eastern European currencies as
lending has happening in foreign currency to a large extent. So the banks does not have direct access to a lender of
last resort. As such they function as Free Banks, but Free Banking theory is then challenged. How come that they
have extent credits to this extent where the bank’s life are threatened? I think it would be an interesting indirect
study to look at why banks have extent loans in foreign currency to they extent they have in Central and Eastern
Europe when they do not have access to a lender of last resort. My answer is the expectation of euro adoption and
widespread moral hazard. But there might be other theories...

Woolsey on DeLong on NGDP Targeting (2011-10-20 19:17)
Interestingly enough both Paul Krugman and Brad DeLong have now come out in favour of NGDP level
targeting. Hence, the policy recommendation from these two Keynesian giants are the same as from the
Market Monetarist bloggers, but even though the Keynesians now agree with our policy recommendation on
monetary policy in the US the theoretical differences are still massive. Both Krugman and DeLong stress
the need for fiscal easing in the US. Market Monetarists do not think fiscal policy will be efficient and we
are in general skeptical about expanding the role of government in the economy.
Bill Woolsey has an excellent comment on Brad Delong’s [1]support for NGDP targeting. Read it [2]here.
Despite theoretical differences it is interesting how broad based the support for NGDP level targeting is
becoming among US based economists (In Europe we don’t have that sort of debate...we are just [3]Calvinist...)
1.

http://delong.typepad.com/sdj/2011/10/

what-needs-to-happen-for-the-fed-to-successfully-target-the-level-of-nominal-gdp.html
2. http://monetaryfreedom-billwoolsey.blogspot.com/2011/10/delong-on-nominal-gdp-targeting.html
3. http://marketmonetarist.com/2011/10/20/calvinist-economics-the-sin-of-our-times/

Benjamin Cole (2011-10-20 19:54:28)
I think it will take Federal Reserve Board adoption of NGDP to catch the eye of Europeans. But maybe now, with
all the buzz.....
Lars Christensen (2011-10-20 19:57:17)
Ben, I unfortunately think that Europe is a completely lost case. We are in a terrible state and our policy makers
have no clue.
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Lee Kelly (2011-10-20 23:29:08)
Market monetarists think NGDP targeting is fundamentally superior to inflation targeting, but people like Krugman
seem to just think it is an easier sell to the public.
Alex Salter (2011-10-21 03:11:13)
I’m not a huge fan of Krugman or DeLong, but I can’t deny their star power is good for Market Monetarism. Actually,
their support sort of confuses me. An NGDP target obviates the need for fiscal stimulus as a countercyclical tool.
Why would two of the greatest advocates for fiscal stimulus and the liquidity trap suddenly jump ship?
Lorenzo from Oz (2011-10-22 07:26:01)
Alex: because they don’t think they are going to get the fiscal stimulus they want, but do actually want the US economy to get better. Lars: on Europe, you have my profound sympathies. Alas, I believe that both the euro-adventure
itself and the miserable response to the problems are a product of [1]deep problems with the EU’s ”underlying theory”.
1. http://skepticlawyer.com.au/2011/10/05/a-misbegotten-union-guest-post-by-lorenzo/

”Our Monetary ills Laid to Puritanism” (2011-10-21 17:31)
Douglas Irwin has been so nice to send me an article from the New York Times from November 1 1931. It is
a rather interesting article about the Swedish monetary guru Gustav Cassel’s view of monetary policy and
especially how he saw puritanism among monetary policy makers as the great ill. I had not read the article
when I wrote my [1]comment on Calvinist economics, but I guess my thinking is rather Casselian.
The New York Times article is based on an article from the Swedish conservative Daily Svenska Dagbladet
(the newspaper still exists).
Professor Cassel claims that overly tight US monetary policy in the early 1930s is due to two ”main ills”:
”deflation mania” and ”liquidation fever”.
NYT quote Cassel: ”The deeper psychological explanation of this whole movement..can without doubt be
found in American Puritanism. This force assembled all its significant resources in what was considered a
great moral attack on the diabolism of speculation. Each warning against deflation has stranded on fear on
the part of Puritanism that a more liberal monetary policy might infuse new vigor in the spirit speculation.”
It isn’t it scary how much this reminds you about how today’s policy makers are scared of bubbles and
inflation? I wonder what Gustav Cassel would tell the ECB to do today?
Maybe here would just say: ”That the deflation has meant the ruin of one business after another and
forced many banks to suspend payments is a matter that little concerns the stern Puritan”...”on the contrary,
it is highly approves proper punishment of speculation and thorough cleaning out of questionable business
projects. It totals disregards the fact that deflation in itself by degrees adversely affects the finances of any
enterprise and forces even sound business to ruin”.
Wouldn’t it be a blessing if Cassel was around today to advise central bankers? And that they actually
would listen...but of course if you are a puritan or what I termed a believer on Calvinist economics then you
don’t have to listen because all you want it just doom and pain to punish all the evil speculators.
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1. http://marketmonetarist.com/2011/10/20/calvinist-economics-the-sin-of-our-times/

Peter (2011-10-21 17:49:01)
Cassel wasn’t perfect though. He opposed Sweden leaving the gold standard. He didn’t think money could work
without some anchor to something with ’real’ value. But he seemed to change his mind quickly when he noticed that
it did work. I did see him blaming France and USA for hoarding gold before the Great Depression. I wonder how
many economists did that at the time.
Marcus Nunes (2011-10-21 19:42:54)
Lars The guys in power today have all that information on hand! But it´s ”relegious conviction” that keeps them
from understanding it. Worse of all is Bernanke, a serious student of the period.In his case it´s not ”RC” but a
narrow-minded focus, to the exclusion of almost all else, on the ”credit view”
Lars Christensen (2011-10-21 19:58:35)
Peter, I think Cassel was in favour of the gold standard as long as all countries played by the rules. France and the US
did not and thereby caused the Great Depression. Hawtrey did hold a similar view as Cassel, but it was the minority
view of the times. Marcus, you are as always right and I agree Bernanke’s problem is to a large extent that he has
a credit view of the Great Depression and not a monetary view. Therefore, he never favoured real QE, but rather a
credit injection.
Peter (2011-10-21 20:16:11)
Here’s a quote in Swedish: ”Söndagen den 20 september 1931 beslöt england att överge guldmyntfoten; Riksbanken
höjde diskontot från 4 till 5 procent. nyheten tycks ha tagit de svenska tidningsredaktionerna och då särskilt SocD
på sängen. tonläget i rapporteringen var över lag allvarsamt och för Sveriges del lugnande eller manande till lugn.
Riksbankschef ivar Rooth deklarerade på tisdagen att banken avsåg att hålla fast vid guldet. Nationalekonomernas
åsikter spretade i olika riktningar. cassel (1931a) ansåg att händelsen var en världsekonomisk olycka och att Sverige
med all kraft måste försvara kronans koppling till guldet.” http://www.riksbank.se/upload/Dokument riksbank/Kat
publicerat/Artiklar PV/2011/pv 2011 1 Carlson.pdf
Benjamin Cole (2011-10-21 20:21:15)
Excellent post—there is something of a puritanical or peevish moralism to the crowd that speaks of inflation as theft,
or debasing the currency. That we must all suffer to preserve the currency is a strain of thought deeply embedded in
the gold-nut crowd. This is a type of asceticism that has run through mankind for centuries. Of course, the argument
is made more powerful as there are times when inflation is a threat. But not now.
The WSJ has deflated expectations for the economy | Historinhas (2011-10-24 22:05:17)
[...] sins and you get the Calvinist/Puritanism view of economic ills. This quote is from Lars Christensen via Doug
Irwin: NYT quote Cassel: The deeper psychological explanation of this whole [...]
Gustav Cassel foresaw the Great Depression « The Market Monetarist (2011-11-09 00:33:08)
[...] Our Monetary ills Laid to Puritanism [...]
Wauw! We have a Market Monetarist at the Telegraph « The Market Monetarist (2011-12-02 08:40:47)
[...] forgotten some basic lessons of economic history. As the Bank of England s Adam Posen put it, policy defeatism
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has taken [...]

Clark

Johnson

has

written

what

will

become

a

Market

Monetarist

Classic

(2011-10-22 10:44)

As I have written about in an earlier post I am reading Clash Johnson s book on the Great Depression
[1] Gold, France and the Great Depression . So far it has proved to be an interesting and insightful book
on what (to me) is familiar story of how especially French and US gold hoarding was a major cause for the
Great Depression.
Clark Johnson s explanation of Great Depression is similar to that of two other great historians of
the Great Depression Scott Sumner and Douglas Irwin. Both are of course as you know Market Monetarists.
Given Johnson s international monetary disorder view of the Great Depression I have been wondering whether he also had a Market Monetarist explanation for the Great Recession. I now have the answer
to that question and it is affirmative Clark Johnson is indeed a Market Monetarist, which becomes very
clear when reading a [2]new paper from the Milken Institute written by Johnson.
One thing I find especially interesting about Johnson s paper is that he notes the importance of the
US dollar as the global reserve currency and this mean that US monetary policy tightening has what
Johnson calls secondary effects on the global economy. I have long argued that Market Monetarists should
have less US centric and more global perspective on the global crisis. Johnson seems to share that view,
which is not really surprising given Johnson s work on the international monetary perspective on the Great
Depression.
Johnson presents six myths about monetary policy and the six realities, which debunk these myths.
Here are the six myths.
Myth 1:
2008.

The Federal Reserve has followed a highly expansionary monetary policy since August,

Johnson argues that US monetary policy has not been expansionary despite the increase in the money base
and the key reason for this is a large share of the money base increase happened in the form of a similar
increase in bank reserves. This is a result of the fact that the Federal Reserve is paying positive interest
rates on excess reserves. This is of course similar to the explanation by other Market Monetarists such as
[3]David Beckworth and Scott Sumner. Furthermore, Johnsons notes that the increase that we have seen in
broader measure of the money supply mostly reflects increased demand for dollars rather than expansionary
monetary policies.
Johnson notes in line with Market Monetarist reasoning:
Monetary policy works best by guiding
expectations of growth and prices, rather than by just reacting to events by adjusting short-term interests .
Myth 2: Recoveries from recessions triggered by financial crises are necessarily low.
Ben Bernanke s theory of the Great Depression is a creditist theory that explains (or rather does
not&) the Great Depression as a consequence of the breakdown of financial intermediation. This is also
at the core of the present Fed-thinking and as a result the policy reaction has been directed at banking
bailouts and injection of capital into the US banking sector. Johnson strongly disagrees (as do other Market
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Monetarists) with this creditist interpretation of the Great Recession (and the Great Depression for that
matter). Johnson correctly notes that the financial markets failed to react positively to the massive US
banking bailout known as TARP, but on the other hand the market turned around decisively when the
Federal Reserve announced the first round of quantitative easing (QE) in March 2009. This in my view is
a very insightful comment and shows some real Market Monetarist inside: This crisis should not be solved
through bailouts but via monetary policy tools.
Myth 3: Monetary policy becomes ineffective when short-term interest rates fall close to zero.
If there is an issue that frustrates Market Monetarists then it is the claim that monetary policy is
ineffective when short-term rates are close to zero. This is the so-called liquidity trap. Johnson obviously
shares this frustration and rightly claims that monetary policy primarily does not work via interest rate
changes and that especially expectations are key to the understanding of the monetary transmission
mechanism.
Myth 4: The greater the indebtedness incurred during growth years, the larger the subsequent need
for debt reduction and the greater the downturn.
It is a widespread view that the world is now facing a New Normal where growth will have to be
below previous trend growth due to widespread deleveraging. Johnson quotes David Beckworth on the
deleveraging issue as well site Milton Friedman s empirical research for the fact there is no empirical
justification for the New Normal view. In fact, the recovery after the crisis dependent on the monetary
response to the crisis than on the size of the expansion prior to the crisis.
Myth 5: When money policy breaks down there is a plausible case for a fiscal response.
Recently the Keynesian giants Paul Krugman and Brad DeLong have joined the Market Monetarists
in calling for nominal GDP targeting in the US. However, Krugman and DeLong continue to insist on also
loosening of US fiscal policy. Market Monetarists, however, remain highly skeptical that a loosening of fiscal
policy on its own will have much impact on the outlook for US growth. Clark Johnson shares this view.
Johnson s view on fiscal policy reminds me of [4]Clark Warburton s position on fiscal policy: fiscal policy
only works if it can alter the demand for money. Hence, fiscal policy can work, but basically only through a
monetary channel. I hope to do a post on Warburton s analysis of fiscal policy at a later stage.
Myth 6: The rising prices of food and other commodities are evidence of expansionary policy and
inflationary pressure.
It is often claimed that the rise in commodity prices in recent years is due to overly loose US monetary policy. Johnson refute that view and instead correctly notes that commodity price developments are
related to growth on Emerging Markets in particular Asia rather than to US monetary policy.
Johnson s answer: Rate HIKES!
Somewhat surprise after conducting an essentially Market Monetarist analysis of the causes of the
Great Recession Clark Johnson comes up with a somewhat surprising policy recommendation rate hikes!
In fact he repeats Robert McKinnon s suggestion that the four leading central banks of the world (the
Federal Reserve, the ECB, the Bank of Japan and the Bank of England) jointly and coordinated increase
their key policy rates to 2 %.
Frankly, I have a very hard time seeing what an increase interest rates could do to ease monetary
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conditions in the US or anywhere else and I find it very odd that Clark Johnson is not even discussing
changing the institutional set-up regarding monetary policy in the US after an essentially correct analysis
of the state US monetary policy. It is especially odd, as Johnson clearly seem to acknowledge the US
monetary policy is too tight. That however, does not take anything away from the fact that Clark Johnson
has produced a very insightful and interesting paper on the causes for the Great Recession and monetary
policy makers and students of monetary theory can learn a lot from reading Clark Johnson s paper. In
fact I think that Johnson’s paper might turnout to become an Market Monetarist classic similar to Robert
Hetzel’s [5]”Monetary Policy in the 2008-2009 Recession” and Scott Sumner’s [6]”Real problem is nominal”.
———
Update: [7]Marcus Nunes and [8]David Beckworth also comment on Clark Johnson’s paper. Thanks
to both Benjamin ”Mr. PR” Cole and Marcus Nunes for letting me know about Johnson’s great paper.
1.

http://www.amazon.com/France-Depression-1919-1932-Historical-Publications/dp/0300069863/ref=sr_1_1?ie=

UTF8&qid=1319272998&sr=8-1
2. http://uweb.txstate.edu/%7Edb52/monetarypolicy.pdf
3. http://macromarketmusings.blogspot.com/2008/10/repeating-feds-policy-mistake-of-1936.html
4. http://www.amazon.com/Depression-Inflation-Monetary-Policy-1945-1953/dp/1162556803/ref=sr_1_7?ie=UTF8&qid=
1319272099&sr=8-7
5. http://www.richmondfed.org/publications/research/economic_quarterly/2009/spring/pdf/hetzel2.pdf
6. http://www.cato-unbound.org/2009/09/14/scott-sumner/the-real-problem-was-nominal/
7. http://thefaintofheart.wordpress.com/2011/10/21/a-great-article/
8. http://macromarketmusings.blogspot.com/2011/10/six-myths-of-us-monetary-policy-during.html

Benjamin Cole (2011-10-22 19:59:15)
I was also surprised about Johnson’s rate hike suggestion, but I think he means it within the context of sustained QE.
I guess I also remain a Freidmanite in some regards; I think if we firehose enough money into the economy we get
a recovery and then inflation—expectations may not be needed. Friedman did not speak about expectations to the
Bank of Japan. Nevertheless, I think think transparent Fed targeting of explicit nominal GDP goals is helpful while
conducting sustained QE.
Lars Christensen (2011-10-22 20:06:20)
BC, I agree, but I think Friedman would support the expectation driven view of the world. However, I think that it
key point is that any announcement of a NGDP target needs to be credible. So if the Federal Reserve announce for
example to bring NGDP back to the trend level from prior to the Great Recession for example by the end of 2012
then it should at the same time announce that it would put a trillion dollars on Time Square every Friday until the
market pricing the policy. Its really pretty simple... By the way such policy might not even be inflationary as most
of the recovery might happen in RGDP.
Benjamin Cole (2011-10-22 23:35:13)
Lars- The Chicken Inflation Littles are basically contending there is little competition in pricing well before full output.
This is at empirical and theoretical variance with what we think and have seen. Unit labor costs in the USA have
been flat to down for several years now. In my little corner of the world, no one is in ”Fat City”—the real estate
boom days in 2002-7, when people were looking hard for tradesmen to work on houses or commercial developments. I
agree with you–and indeed, I think there is even a case to be made then when output rises, overhead costs are spread
among a larger number of units, keeping costs under control. Add on Johnson: He mentions something about higher
interest rates taking the starch out of commodities prices. I think he just wants rates up two percent while the QE
firehoses are on, to cool off commodities. I don’t know if that will work; commodities are driven by global demand
and speculators. In any event, I think I will put out congratulatory feelers to Charles Johnson, if I can locate him I
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have in mind a multi-author op-ed for the Wall Street Journal or New York Times. A signal piece, as it were.

”Nominal Income Targeting” on Wikipedia (2011-10-22 11:32)
First Market Monetarism hit Wikipedia and now it is [1]”Nominal Income Targeting”. It is interesting stuff.
So take a look. However, the writer(s) obviously has a Market Monetarist background of some kind (and no,
it is not me...). This is obviously nice, but it should be noted that Nominal Income Targeting has quite long
history in the economic literature pre-dating Market Monetarism and that in my view should be reflected
on the ”Nominal Income Targeting”-page on Wikipedia. I also miss the link to the Free Banking literature.
Furthermore, there should be cross references to other monetary policy rules such as price level targeting
and inflation targeting. But the great thing about Wikipedia is that these texts over time improves...
Anyway, it is nice to see NI targeting on Wikipedia. Keep up the good work those of you who are doing the hard work on Wikipedia texts.
1. http://en.wikipedia.org/wiki/Nominal_income_target

bestuser1 (2011-12-16 10:35:21)
its really supperb...

Do you remember Friedman’s ”plucking model”? (2011-10-22 12:59)
Clark Johnson’s paper on the Great Recession has reminded me of Milton Friedman’s so-called ”Plucking
model” as Johnson mentions Friedman original 1966 paper on the Plucking model. I haven’t thought of the
Plucking model for some time, but it is indeed an important contribution to economic theory which in my
view is somewhat under-appreciated.
At the core of the Plucking model is that the business cycle is asymmetrical. If you studies modern day
textbooks on Macroeconomics it will talk about the ”output gap” as it is something we can observe in the real
world and a lot of econometric modeling is done under the assumption that real GDP move symmetrically
around ”potential GDP” over time.
The idea in the Plucking model is, however, that the business cycle really can’t be symmetrical as no
economy can produce more than at full capacity. Hence, all shocks in the model will have to be negative
shocks - or shocks to the potential GDP. Simply expressed negative shocks are demand shocks and positive
shocks are supply shocks - and Friedman assumes that the demand shocks dominates.
A numbers of older and relatively new research confirms empirically the the Plucking model, but for some
reason it is not getting a lot of attention.
A key implication of the Plucking model is that there is not correlation between the extent and the size
of the ”boom” prior to a crisis and how fast the recovery is afterwards. The implication of this is that the
idea of ”The New Normal” where we will have to have lower growth in the coming years because of ”overspending” prior to the crisis simply does not find support in economic history.
Here is a recent interesting [1]paper that finds empirical support for the Plucking model - including for
the period covering the Great Recession.
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Needless to say - Austrian business cycle fanatics do not agree with the conclusions in the Plucking model...
More research on the Plucking model would be interesting and it would be interesting to see how Market Monetarists can learn from the model.

1. http://home.gwu.edu/~tsinc/Asymmetry.pdf

Lars Christensen (2011-10-23 17:51:05)
John, that makes sense - even though just using the output gap does not take into account the expected asymmetrical
response to a negative and a ”positive” output (well, a positive output gap does not exist in the model...). I am no
expert on econometrics, but there could be a story story to pursue there...
Rob (2011-10-23 00:24:09)
Regarding your comments on Austrian fanatics: You may be interested in Roger Garrison’s Austrians view of this
model if you haven’t seen it: http://www.auburn.edu/ garriro/fm1pluck.htm I believe he does a good job of showing
that the model fits into the Austrian framework quite well.
Plucking | Historinhas (2011-10-23 14:38:21)
[...] Lars Christensen has brought up Friedman´s Plucking Model of economic fluctuations. In essence the model
says: [...]
Page not found « The Market Monetarist (2011-10-23 14:47:56)
[...] the Case against Currency Monopoly&or how to privatize the FedChuck Norris on monetary policy #3Do you
remember Friedman s plucking model ? Nominal Income Targeting on WikipediaClark Johnson has written what
will become a Market [...]
John Hall (2011-10-23 17:43:59)
As far as I can recall you can estimate a plucking-type model by regressing log changes on GDP growth against the
size of the output gap in the previous period (or adding in terms so that there is an asymmetry in above or below
the output gap). I don’t recall how good that fit is, but I prefer a regime-switching framework to this. However, you
could estimate the plucking model with regime switching. For instance, sometimes the coefficient on the lag output
gap could be big and sometimes small.

Chuck Norris on monetary policy #3 (2011-10-22 18:40)
Yet another other great ”fact” from [1]www.chucknorrisfacts.com
”TARP didn’t have to be passed to kickstart the economy. All that the President needed to do was to
ask Chuck Norris to roundhouse kick it”
Well, it is entirely correct - TARP really didn’t do anything to ”kickstart” the US economy. Just look
at the US stock markets - the ultimate forecasting tool for NGDP expectations. It kept dropping until the
Federal Reserve called in Chuck Norris in March 2009 and initiated quantitative easing of monetary policy
- the monetary version of a roundhouse kick.
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1. http://www.chucknorrisfacts.com/search/node/economy

Scott Sumner and the Case against Currency Monopoly...or how to privatize the Fed
(2011-10-23 10:31)

I always enjoy reading whatever George Selgin has to say about monetary theory and monetary policy and
I mostly find myself in agreement with him.
George always is very positive towards the views of Milton Friedman, which is something I true enjoy as longtime Friedmanite. I particular like George’s 2008 paper [1]”Milton Friedman and the Case against
Currency Monopoly”, in which he describes Friedman’s transformation over the years from being in favour
of activist monetary policy to becoming in favour of a constant growth rule for the money supply and then
finally to a basically Free Banking view.
I believe that George’s arguments make a lot of sense I and I always thought of Milton Friedman as
a much more radical libertarian than it is normally the perception. In my [2]book (it’s in Danish - who will
translate it into English?) on Friedman I make the argument that Friedman is a pragmatic revolutionary.
To radical libertarians like Murray Rothbard Milton Friedman seemed like a ”pinko” who was compromising with the evil state. Friedman, however, did never compromise, but rather always presented his
views in pragmatic fashion, but his ideas would ultimately have an revolutionary impact.
I there are two obvious examples of this. First Friedman’s proposal for a Negative Income Tax and
second his proposal school vouchers. Both ideas have been bashed by Austrian school libertarians for
compromising with the enemy and for accepting government involvement in education and ”social welfare”.
However, there is another way to see both proposals and is as privatization strategies. The first step towards
the privatization of the production of educational and welfare services.
Furthermore, Friedman’s proposals also makes people think of the advantages if the freedom of choice and
once people realize that school vouchers are preferable to a centrally planned school system then they might
also realize that free choice as a general principle might be preferable.
In a similar sense one could argue that Scott Sumner and other Market Monetarists are pragmatic
revolutionaries when they argue in favour of nominal GDP targeting.
Why is that? Well, it is a well-known result from the Free Banking literature that a privatization of
the money supply will lead to money supply becoming perfectly elastic to changes in money demand. Said,
in another way any drop in velocity will be accompanied by an ”automatic” increase in the money, which
effectively would mean that a Free Banking system would ”target” nominal NGDP. Hence, as I have often
stated NGDP targeting ”emulates” a Free Banking outcome. In that sense Sumner’s proposal for NGDP
targeting is similar to Friedman’s proposal for school vouchers. It is a step toward more freedom of choice.
Scott therefore in many ways also is a pragmatic revolutionary as Friedman was.
There is, however, one crucial difference between Friedman and Sumner is that, while Friedman was
in favour of a total privatization of the school system and just saw school vouchers as a step in that direction
Scott does not (necessarily) favour Free Banking. Scott argues in favour of NGDP targeting based on its
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own merits and not as part of a privatization strategy. This is contrary to the Austrian NGDP targeting
proponents like Steve Horwitz who clearly see NGDP targeting as a step towards Free Banking. Whether
Scott favours Free Banking or not does, however, not change the fact that it might very well be seen as the
first step towards the total privatization of the money supply.
Sumner’s proposal the implementation of NGDP futures could in a in similar fashion be seen as a
integral part of the privatization of the money supply.
Friedman famously paraphrased the French Word War I Prime Minister George Clemenceau who
said that ”war is much too serious matter to be entrusted to the military” to ”money is much too serious
a mater to be entrusted to central banker”. Scott Sumner’s proposal for NGDP targeting within a NGDP
futures framework in my view is the first step to taken away central bankers’ control of the money
supply...but don’t tell that to the central bankers then they might never go along with NGDP Tageting in
the first place.
For Scott own view of the Free Banking story see: [3]”An idealistic defense of pragmatism” - he of
course might as well have said ”A revolutionary defense of pragmatism”.
———–
Update: I just found this fantastic quote from George Selgin (from [4]comment section of Scott’s
blog): ’I only wish...that Scott would draw inspiration from Cato the Elder, andend each of his pleas for
replacing current Fed practice with NGDP targeting with: For the rest, I believe that the Federal Reserve
System must ultimately be destroyed. ’

1. http://www.cato.org/pubs/journal/cj28n2/cj28n2-12.pdf
2. http://www.djoef-forlag.dk/vare/8757408122
3. http://www.themoneyillusion.com/?p=10503
4. http://www.themoneyillusion.com/?p=10503

c8to (2011-10-24 06:05:47)
i really hope he doesn’t put that quote at the end...its hard to get someone to adopt a policy when you are out to
destroy them...
Lars Christensen (2011-10-24 06:37:26)
c8to, note that it was George Selgin and NOT Scott Sumner who said it.
Marcus Nunes (2011-10-23 14:49:30)
I don´t think that last quote, about Central Bank destruction, is useful. Risks turning MM´s into a ”fringe group”!
Lars Christensen (2011-10-23 15:25:05)
Marcus, I think it is quite precis description the difference in ”strategy” between the Market Monetarists and the
Free Banking school. Free Banking theorists like George Selgin demands the privatization of the money supply, while
Market Monetarist argue that it ultimately be the consequences of NGDP Targeting, but that it don’t have to be so.
Theoretically, however, Free Banking theorists and Market Monetarists have a lot in common.
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When central banking becomes central planning (2011-10-23 13:58)
The great thing about the blogosphere is that everything is happening in real-time . In economic journals
the exchange of ideas and arguments can go on forever without getting to any real conclusion and some
debates is never undertaken in the economic journals because of the format of journals.
Such a debate is the discussion about whether central banking is central planning, which has been
going on between the one hand Kurt Schuler and on the other hand David Glasner and Bill Woolsey.
Frankly speaking, I shouldn t really get involved in this debate as the three gentlemen all are extreme
knowledgeable about exactly this topic and they have all written extensively about Free Banking something
that I frankly has not written much about.
In my day-job central banks are just something we accept as a fact that is not up for debate. Anyway, I want to let me readers know about this interesting debate and maybe add a bit of my humble opinion
as we go along. There is, however, no reason to reprint every single argument in the debate so here are
the key links:
From Glasner:
[1]”Gold and Ideology, continued”
[2]”Central Banking is not Central Planning”
[3]”Hayek on the meaning of planning”
[4]”Central Banking and Central Planning, again”
From Schuler:
[5]”Central Banking is a form of Central Planning”
[6]”Once more: central banking is a form of central planning”
From Woolsey:
[7]”Central Banking is Not Central Planning”
Initially my thinking was, yes, of course central banking is central planning, but Bill Woolsey arguments won the day (Sorry David, the Hayek quotes didn t convince me&).
Here is Bill Woolsey:
Comprehensive central planning of the economy is the central direction of the production and consumption of all goods services. How many cars do we want this year? How much steel is needed to produce
those cars? How much iron ore is needed to produce the steel?...Trying to do this for every good and service
all the time for millions of people producing and consuming is really, really hard. Perhaps impossible is
not too strong of a word, though that really means impossible to do very well at all, much less do better
than a competitive market system&Central banking is very different. It does involve having a monopoly
over a very important good–base money. Early on, governments sold that monopoly to private firms, but
later either explicitly nationalized the central banks, or regulated and ”taxed” them to a point where any
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private elements are just window dressing&Schuler’s error is to identify this monopoly on the provision
of an important good with comprehensive central planning. Yes, a monopolist must determine how much
of its product to produce and what price to charge. The central bank must determine what quantity of
base money to produce and what interest rate to pay (or charge) on reserve balances. But that is nothing
like determining how much of each and every good is to be produced while making sure that the resources
needed to produce them are properly delivered to the correct places at the correct times.
Bill continues (here its gets really convincing&):
Suppose electric power was produced as a government monopoly. That is certainly realistic. The
inefficiency of multiple sets of transmission lines provides a plausible rationale. The government power
monopoly would need to determine some pricing scheme and how much power to generate. And, of course,
these decisions would have implications for the overall level of economic activity. Not enough capacity, and
blackouts disrupt economic activity. Too much capacity, and the higher rates needed to pay for it deter
economic activity&It is hard to conceive of an electric utility centrally directing the economy, but it isn’t
impossible. Ration electricity to all firms based upon a comprehensive plan for what they should be doing.
Any firm that produces the wrong amount and sends it to the wrong place is cut off.
Central banking might not be central planning
Hence, there is a crucial difference between central planning and a government monopoly on the
production of certain goods (as for example money). One can of course argue that if government produces
anything it is socialism and therefore central planning. However, then central planning loses its meaning and
will just become synonymous with socialism. Therefore, arguing that central banking is central planning as
Schuler does is in my view wrong. It might be a integral part of an socialist economic system that money is
monopolized, but that is still not the same thing as to say central banking is central planning.
But increasingly central banking is conducted as central planning
While central banking need not to be central banking it is also clear that during certain periods of
history and in certain countries monetary policy has been conducted as if part (or actually being part of)
a overall central planning scheme. In fact until the early 1980s most Western European economies and the
US had massively regulated financial markets and credit and money were to a large extent allocated with
central planning methods by the financial authorities and by the central banks. Furthermore, exchange
controls meant that there was not a free flow of capital, which ”necessitated” central planning of which
companies and institutions should have access to foreign currency. Therefore, central banking during the
1970s for example clearly involved significant amounts of central planning.
However, the liberalization of the financial markets in most Western countries during the 1980s sharply
reduced the elements of central planning in central banking around the world.
The Great Recession, however, has lead to a reversal of this trend away from central bank planning and central banks are increasingly involved in micromanagement and what clear feels and look like
central planning.
In the US the Federal Reserve has been highly involved in buying distressed assets and hence
strongly been influencing the relative prices in financial markets. In Europe the ECB has been actively
interfering in the pricing of government bonds by actively buying for example Greek or Italian bonds to
support the prices of these bonds. This obviously is not central banking, but central planning of financial
markets. It is not and should not be the task of central banks to influence the allocation of credit and
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capital.
With central banks increasingly getting involved in micromanaging financial market prices and trying
to decide what is the right price (contrary to the market price) the central banks obviously are facing the
same challenges as any Soviet time central planning would face.
Mises and Hayek convincing won the Socialist calculation debate back in the 1920s and the collapse
of communism once and for all proved the impossibility of a central planned economy. I am, however, afraid
that central banks around the world have forgotten that lesson and increasing are acting as if it was not
Mises and Hayek who prevailed in the Socialist-calculation debate but rather Lerner and Lange.
Furthermore, the central banks focus on micromanaging financial market prices is taking away attention from the actual conduct of monetary policy. This should also be a lesson for Market Monetarists
who for example have supported quantitative easing in the US. The fact remains that what have been
called QE in the US in fact does not have the purpose of increasing the money supply (to reduce monetary
disequilibrium), but rather had the purpose of micromanaging financial market prices. Therefore, Market
Monetarists should again and again stress that we support central bank actions to reduce monetary
disequilibrium within a rule-based framework, but we object to any suggestion of the use central planning
”tools” in the conduct of monetary policy.
1. http://uneasymoney.com/2011/07/26/gold-and-ideology-continued/
2. http://uneasymoney.com/2011/07/28/central-banking-is-not-central-planning/
3. http://uneasymoney.com/2011/09/05/hayek-on-the-meaning-of-planning/
4. http://uneasymoney.com/2011/09/05/central-banking-and-central-planning-again/
5. http://www.freebanking.org/2011/08/12/central-banking-is-a-form-of-central-planning/
6. http://www.freebanking.org/2011/10/22/once-more-central-banking-is-a-form-of-central-planning/
7. http://monetaryfreedom-billwoolsey.blogspot.com/2011/08/central-banking-is-not-central-planning.html

Central Banking and Central Planning Once Again « Uneasy Money (2011-10-24 07:10:36)
[...] Readers may also want to have a look at Lars Chistensen s blog in which he gives a brief summary and commentary
of the debate between Kurt and me and provides links to the relevant posts as well as to a post by [...]
Browsing Catharsis 10.24.11 « Increasing Marginal Utility (2011-10-24 14:01:13)
[...] A summary of where that annoying is central banking central planning online debate sta.... [...]
Alex Salter (2011-10-24 17:31:49)
Great post, Lars. I think we can conclude central banking is not central planning. The monopoly provision of base
money isn’t a strong enough argument for central planning. After all, any quantity of money (above some arbitrarily
small amount, i.e. too little money with respect to money’s denominations) is ”optimal” ex ante, since all prices, being
listed in the monetary unit, will adjust to the total stock. Trying to fine-tune the economy doesn’t make the central
bank a central planner either, but we should be wary of these actions due to the traditional incentive and knowledge
problems that come with any attempt at social engineering. Of course, I still prefer free banking to central banking.
Indeed, the justification for an NGDP target in my mind is that it forces the central bank to behave, in terms of
macroeconomic stability, as closely to a free banking system as possible. Still, straw man arguments are not the way
to discredit central banking. We should stand on the intellectual high ground; we already have plenty of ammo to
work with without getting bogged down in semantics.
Benjamin Cole (2011-10-23 18:12:35)
Because man is given to irrational optimism (land booms etc), there is a need for central banks. Also, today we live
in a global world–we might do things right, but what if our major trading partner collapses? That said, I agree with

95

Nunes. There is a rules-based framework to keep NGDP headed towards a target. Trying to conduct monetary policy
according to any ideological or partisan acid test just seems to flop. Yes, there is a element of government planning
in having a central bank. So what.
Lars Christensen (2011-10-23 18:22:22)
BC, I am not sure that we can proven that there has been any ”irrational optimism” - or rather it is very hard to
spot a bubble BEFORE it busts. And if the market can’t do it neither can a central bank. That is why we want
markets to place a central role in monetary policy making - for example through NGDP futures. Furthermore, I
think the the Free Banking theorist shares a lot of the views of the Market Monetarists. We have different different
strategies, but for me this is a key theoretical debate. My Market Monetarism is not a political ideology and I have
no particular political aims (even though I believe the world would be better if the Fed and the ECB adopted NGDP
level targeting).
Benjamin Cole (2011-10-24 22:11:30)
Lars– Yes, a bubble is only a bubble after the fact, you are right about that. But surely, man is given to herd investing,
and that can lead to huge and sudden declines in equity or debt values after the herd changes direction. (I concur the
last real estate bust was caused by Fed tightening). Also, as stated, we might be perfect here, but if the world stalls
suddenly....you need a central bank to gun the money supply and hard. I am beginning to agree with you on the Free
Banking theorists, but I remain very much a practical guy. If we can get a more-transparent Fed to target NGDP, and
yes a futures market, probably we will get good results. Man is not only a rational animal, but a social animal. If we
all know we have a stake in the central bank and smart and sober guys are running it, it makes for more stability. That
is an ideal, but we only need good leadership, not perfect leadership. I find libertarianism an enchanting ideology,
but the exceptions are many and varied, you end up being a ”libertarian except for.” That becomes national defense,
pollution, sexual harassment on the job, or FDIC insurance. I have a soft spot for national parks. I am not sure the
general public will easily navigate a bust with free banking. You mean a bunch of self-serving private-sector bankers
are in control of the money supply? Could lead to mayhem in the streets.
Lorenzo from Oz (2011-10-25 09:52:37)
Nick Rowe has demonstrated that it is deflationists who are the real command-economists–under their approach, the
central bank [1]ultimately ends up owning everything :) The most serious example of financial market central planning
is the way the Japanese Ministry of Finance ”managed” the Japanese financial system–[2]ultimately disastrously. Another vindication of the economic calculation critique. But also an indication of how much ordinary central banking
is not central planning.
1. http://worthwhile.typepad.com/worthwhile_canadian_initi/2011/10/the-optimum-size-of-the-central-bank.html
2. http://nationalinterest.org/article/can-japan-come-back-496

Lars Christensen (2011-10-25 09:56:05)
Lorenzo that is an extremely good and valid point. Nick is a very clever economist - I will have to have a look at his
comments.
Marcus Nunes (2011-10-23 14:44:50)
”Market Monetarists should again and again stress that we support central bank actions to reduce monetary disequilibrium within a rule-based framework, but we object to any suggestion of the use central planning ”tools” in the
conduct of monetary policy”. Spot on!
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”Graph man” Nunes is having a look at the Plucking Model (2011-10-23 14:47)
In a recent [1]post I highlighted Milton Friedman’s so-called ”Plucking Model”. Marcus Nunes - also known
as the ”Graph man” among friends have been taking a look at how US data fits Friedman’s model. Marcus
”Graph man” Nunes’ post is very educational - please have a [2]look.
1. http://marketmonetarist.com/2011/10/22/do-you-remember-friedmans-plucking-model/
2. http://thefaintofheart.wordpress.com/2011/10/23/plucking/

Marcus Nunes (2011-10-23 15:48:17)
Lars Shorten it to ”G-Man Nunes”!
Zaiyah (2011-11-11 13:26:12)
This “free sharing” of ifnoramiotn seems too good to be true. Like communism.

Bennett McCallum - grandfather of Market Monetarism (2011-10-24 17:12)
Scott Sumner in a [1]blog post today calls Bennett McCallum ”the most respected NGDP advocate in the
entire world”. I completely agree with Scott. McCallum’s work on ”Nominal Income Targeting” (we should
really call it that...) is second to none and everybody interested in the topic should read all of his work (I
am getting there...). I am particularly impressed with Dr. McCallum’s work on Nominal Income Targeting
in Small Open economies.
If I have time I one day hope to write an overview article of McCallum’s work...Until then take a look
at McCallum’s recent paper on [2]”Nominal GDP Targeting”.
See especially McCallum’s discussion about ”level” versus ”growth” targeting:
”From the foregoing it can be seen that one issue that arises in discussions of nominal GDP targeting is
whether the targets should be expressed in terms of level or growth-rate measures. For an example of
the distinction, suppose that the chosen rate of growth of nominal GDP is 4.5 % per year. Suppose that in
some year, however, the central bank misses that target by a full percentage point on the high side, yielding
5.5 % growth consisting of (for example) 3.0 percent inflation and 2.5 % real growth. Should the central
bank strive for the usual 4.5 % growth in nominal GDP again in the following year? Or should it decrease
its growth target to 4.0 %, aiming thereby to be back at the original path for the nominal GDP level at the
end of the next year? In other words, should the nominal GDP targets be set in terms of growth rates or
growing levels? In the latter case, the disadvantage will be that policy that decreases nominal growth below
its usual target value may be excessively restrictive, whereas the former case leaves open the possibility of
cumulative misses in the same direction for a number of periods, i.e., it permits base drift away from the
intended path. My position on this issue has been that keeping with the target growth rates will, if they are
on average equal to the correct value over time, be unlikely to permit much departure from the planned path
and so should probably be preferred. This is not at all a universal point of view, however, among nominal
GDP supporters.”
It is also interesting that McCallum in his paper acknowledges the work of the blogging Market Monetarists - particularly Scott Sumner - and hopefully the interaction between the Market Monetarists and
McCallum will develop in the future.
If Scott Sumner is the father of Market Monetarism then Bennett McCallum is the grandfather - even
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though some of us might disagree with McCallum’s position in the level vs growth debate.
——–
Update: Steve Walman at Interfluidity has a post on [3]”The moral case for NGDP targeting”.
Update 2: [4]David Beckworth suggests that Bennett McCallum is the godfather of Nominal Income Targeting. I can accept that...even though grandfather seems a bit more friendly;-)
Update 3: Scott Sumner also has an [5]comment on McCallum’s paper. And here is a [6]comment from
Marcus Nunes as well.
1. http://www.themoneyillusion.com/?p=11492
2. http://shadowfed.org/wp-content/uploads/2011/10/McCallum-SOMCOct2011.pdf
3. http://www.interfluidity.com/v2/2347.html
4. http://macromarketmusings.blogspot.com/2011/10/godfather-speaks.html
5. http://www.themoneyillusion.com/?p=11579
6.

http://thefaintofheart.wordpress.com/2011/10/30/the-romer-%E2%80%9Cconversion%E2%80%

9D-and-suggestion-of-a-volcker-moment/

Benjamin Cole (2011-10-24 18:17:54)
Jeez, if nominal GDP comes in one percent high, that will be the least of our problems. Yesterday I was arguing with
a friend who said that an economic recovery would ignite too-high inflation, as US companies have not been investing
in capital equipment. We are trapped. Once again, I think economists need to come back into the real business world.
If demand is a little too high, yes there will be some inflation, and there will also be a lot of employment and profits.
The point always is avoid recessions, and avoid piling up public debt for decades on end. The goals are economic
growth, prosperity, innovation. If we have moderate or mild inflation is a secondary concern. One percent too high
on nominal GDP is a ”problem?” It is important for practitioners of whatever arts to get outside of their worlds and
gain broader perspective. Don’t fall in love with your models and theories.
Christina Romer comes out in support of NGDP targeting « The Market Monetarist (2011-10-29 23:18:11)
[...] See a few of my McCallum posts here: Bennett McCallum grandfather of Market Monetarism [...]
TheMoneyIllusion » McCallum on NGDP targeting (2011-10-30 23:40:42)
[...] Lars Christensen also comments on [...]

80 years on - here we go again... (2011-10-24 22:13)
The year is 1931. US president Hoover on June 20 announces the so-called Hoover Moratorium. Hoover’s
proposition was to put a one-year moratorium on payments of World War I and other war debt, postponing
the initial payments, as well as interest. This obvious is especially a relief to Germany and Austria. The
proposal outrages a lot of people and especially the France government is highly upset by the proposal.
July 23, 1931. After finally gaining French support, President Hoover announced that all of the important creditor governments had accepted the intergovernmental debt moratorium. While the U.S. government
rejected the notion that inter-Allied war debts and reparations were connected, the European governments
adopted the stand that Allied debts and reparations would stand or fall together. The delay in action on the
debt moratorium contributed to the closing of all German banks by mid-July. (From youtube)
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[1]Here are the historical pictures from the Paris conference in 1931.
80 years on - now we are again talking about European debts. This time things a different now it is now
Germany who are in need of a debt moratorium, but Greece. And guess who is upset this time around??

1. http://www.youtube.com/watch?v=ni06PLzJf0g

Marcus Nunes (2011-10-24 22:27:48)
Plus ça change...
80 years ago history keeps repeating itself « The Market Monetarist (2011-11-02 06:16:34)
[...] my posts on the issue from last week here and here. Share this:TwitterFacebookLike this:LikeBe the first to like
this post. Leave a [...]

Brüning (1931) and Papandreou (2011) (2011-10-24 22:33)
Here is Germany Prime Minister [1]Brüning in 1931.
Here is Greek Prime Minister [2]Papandreou in 2011.
Brüning fled Germany in 1934 after the Nazi takeover in 1933.
1. http://www.youtube.com/watch?v=44QB-HicmXM&feature=related
2. http://www.youtube.com/watch?v=FwE7T_Bw7hk

Antero Atilla (2011-10-25 09:40:10)
Good one Lars! Maybe Mr. Papandreou should indeed worry about growth in the first place, before color coding it.

Central banks cannot do nothing (2011-10-25 10:10)
Central banks cannot do nothing
Some commentators have suggested that central banks should do nothing in the present crisis, but
even though that on the surface sounds appealing it is in fact nonsense to say a central bank should do
nothing. Central banks in fact cannot do nothing . Let me explain why.
The first thing to ask is what doing nothing means. Often people talk about monetary policy as
manipulating interest rates up and down and doing nothing is taken to mean that the central bank should
keep interest rates unchanged . However, what we really are talking about is that the central bank is
intervening in the money markets to keep the price of overnight credit fixed at a given level. So imagine the
demand for overnight liquidity spikes for some reason then the central bank will have to increase liquidity to
keep the market interest rate from rising. Hence, even a central bank that is doing nothing in the sense of
keeping interest rates fixed might end up doing quite a bit. Central bank credibility might reduce the need
for actual intervention to keep the interest rate fixed, but that does not change the principle that ultimately
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the central bank will have to actively manage things.
The story is the same for a central bank that has announce a fixed exchange rate policy. Here doing nothing is normally taken to mean that the central bank buys and sell the currency to ensure that
the exchange rate indeed remains fixed. So again doing nothing might involve doing quite a bit even
though again credibility might indeed reduce the need to doing something on a daily basis, but even the
most credibility fixed exchange rate regimes like the Denmark s peg to the euro or Hong Kong s peg to the
dollar from time to time (quite often in fact) would require the central banks to buy and sell their currency.
In fact all central banking involve controlling the money base. The central bank can use different
operational targets like interest rates or exchange rates, but the central bank is never doing nothing. George
Selgin who (indirectly) inspired this blog post would of course say that if you want central banks to do
nothing then you should abolish central banking all together, but that is not the purpose of this discussion.
An example of the fallacy that a central bank can do nothing is the debate about quantitative easing (QE). There is really nothing special about QE as it basically just means to increase the money base.
This in someway is seen to be dirty or dangerous and it is getting a lot of attention, but some central
banks are doing QE all the time, but it is getting no attention at all. Lets say a country has a fixed exchange
rate policy and the demand for its currency for some reason increases then the central bank will have to
sell it own currency to curb the strengthening of the currency. But what does it mean to sell the currency ?
In fact that means to increase the money base. That is QE. So central banks with fixed exchanges could
in fact be doing nothing and at the same time be engaged in QE on a massive scale just ask the good
people at People s Bank of China about that.
Doing nothing in monetary policy is not really as simple as it is often made up to be. There is,
however, another way of looking at things and that is to differentiate between rules and discretion.
NGDP Targeting is as close to ”doing nothing” as you get
After the outbreak of the Great Recession a lot of central banks have been conducting monetary
policy on a discretionary basis jumping from one crisis to another without defining the rules of engagement
so to speak. An obvious example is the Federal Reserve which have implemented QE1 and QE2 and even
the odd operation twist without bothering to state what the purpose of these policies are and under
which circumstances to scale them up and down. Interestingly enough the Fed has been criticised for doing
what central banks do - playing around with the money base - but there has been little criticism the
discretionary fashion in which US monetary policy has been conducted. Even most of the Market Monetarist
bloggers have failed in clearly stating this (sorry guys&).
Imagine instead that there had been a NGDP level target in place in the US when the Great Recession started. A NGDP target would have been a clear rule for the conduct of US monetary policy. It would
have stated that if NGDP expectations (either market expectations or the Fed s own forecast) drops below
a certain target then the Fed should take actions to increase the money base (without any restrictions) until
NGDP expectations had returned to the target level. That likely would have led to a significant increase
in the money base, but within a very clearly defined framework and the increase in the money base would
have been completely automatic (as would have been the exit from the boost in the money base). Very
likely there would not have been any debate about whether this increase in the money base or not if the
NGDP target framework had been in place. In fact the Fed could have said it was doing nothing
even
though that would as demonstrated above, but it would not have done anything discretionary. The real
problem with QE is not that the money base is increase, but that is done in a completely random fashion
without any clear framework. So the best thing the Fed could do was to very soon implement some rules of
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preferably a market based NGDP level target.

PS Those of my reader who are in favour of a true gold standard should know that the central bank
can easily end of doing quite a bit of manipulation of the money base within the framework of a gold
standard.
PPS Just came to think of it
why did nobody debate the increase in the US money base prior to
Y2K (that was actually quite insane a policy) or after 911?
Lorenzo from Oz (2011-10-25 10:49:20)
the central bank can easily end of doing quite a bit of manipulation of the money base within the framework of a
gold standardYes, as the Bank of France and US Fed [1]did in 1928-1932 (pdf). QE seems to be what you announce
when you do not actually have a coherent monetary policy regime: a case of trumpeting mechanics over managing
expectations.
1. http://www.dartmouth.edu/~dirwin/Did%20France%20Cause%20the%20Great%20Depression.pdf

JKH (2011-10-25 15:16:59)
”but within a very clearly defined framework and the increase in the money base would have been completely automatic .. very likely there would not have been any debate about whether this increase in the money base..” Perhaps
more debate with Scott Sumner’s version, including transparent NGDP futures market intervention?
JP Koning (2011-10-25 15:29:12)
What was the matter with the Y2K increase in currency outstanding? The public was demanding more precautionary
cash balances, the central bank simply provided this cash.
Alex Salter (2011-10-25 16:11:03)
All good points. I think the scariest part of ”do nothing” policies is the door it opens for ”countercyclical” fiscal
policy. There is a clear demand to ”do something”; if we shut off the monetary channel, we’re going to get another
ill-conceived fiscal stimulus package. Ultimately the choice is between corrective measures which facilitate a marketoriented approach or a politically-oriented approach. You already know which one I’m in favor of!
Lars Christensen (2011-10-25 17:17:35)
JPK, I am not sure that demand for base money was there. Nonetheless the base increase was relatively fasted scaled
back. Alex, I agree on that point. Milton Friedman has a similar point regarding in his famous ”The Case for Flexible
Exchange Rates”. If you don’t allow for exchange rates to float freely then policy makers will use other instruments
to reduce ”imbalance” such as tariffs and capital control. Douglas Irwin makes also makes this point in his new book
”Trade Policy Disaster: Lessons from the 1930s” (review coming up soon!).
JP Koning (2011-10-25 19:21:29)
I know this isn’t the main point of your post, but regarding Y2K demand... In late 1999, people wanted more cash
because they were worried, so they withdrew it from banks. Banks converted some of their reserves into cash to
meet this demand. As a result, there were less reserves in the banking system, so there was upwards pressure put
on the Fed funds rate. The Fed created reserves to keep it on target. So the demand must’ve been there. This is
demonstrated by the huge rise in cash in circulation around that time, which reflect a simple portfolio decision on the
part of Americans.
Lars Christensen (2011-10-25 19:30:26)
JPK, you have a point. I must admit that I did to much thought when I wrote it. But you way of describing the Y2K
event in fact demonstrates my point quite well - the Fed was ”doing nothing” in the sense of keeping the Fed funds
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rate fixed by increasing the money base.
Mike Sproul (2011-10-25 20:44:40)
Think of silver spoons. If the government established a ’central silversmith’, then ’doing nothing’ might mean that
the central silversmith tries to keep spoon prices constant, or stamps all silver brought to it into spoons, or stamps
a set number of spoons each year, etc. In every case, the silversmith is actually doing something. The only way I
can see that the central silversmith would really do nothing is if it were abolished. Of course, there is a presumption
that the government would not interfere with private silversmiths, and that the invisible hand would be left free to
determine the amount of silver that gets stamped into spoons, the number of spoons that get melted back to bullion,
etc. This is the most coherent definition of ’doing nothing’: Get the government out of the money/banking business,
and allow the invisible hand to determine the quantity and type of money that is issued, just like the invisible hand
determines the quantity and type of silver spoons.
Lars Christensen (2011-10-25 21:03:20)
Mike, that I agree with. If you like the central bank to ”do nothing” the only option is Free Banking. That said,
central banks can do more or less - or in a more or less transparent way. The question therefore is IF central banks
do exist what should they do and how?
Mike Sproul (2011-10-25 22:19:15)
Lars: That’s easy. They should stop restricting the activities (mainly issuance of money) of private banks. If free
bankers are right and private bankers can out-compete the central bank, then the central bank will die quietly from a
lack of customers. If the government has some advantage at producing money(which I doubt), then the central bank
will survive, and then we’d have to come back and ask your question about what the central bank should do. History
and logic say that the central bank should stand ready to issue new money to anyone who offers assets of at least
equal value in exchange for that money, and to also stand ready to buy that money back at the same price, less its
transaction costs.
Lars Christensen (2011-10-25 22:36:06)
Mike, I am not going to disagree with you on that one...
Benjamin Cole (2011-10-26 04:15:35)
In utopia perhaps, central banks could ”do nothing.” I like transparently targeting NGDP by rules, btw. But stuff
happens. Wars, economic collapses in other nations. Huge gigantic frauds, like Long Term Capital Management.
Perhaps the housing bust (though that may have been caused by bad central banking). Nuclear plant meltdowns.
Suppose a major earthquake hit the American Midwest again, and incredible amounts of rebuilding was needed? It
was only in the 1960s and 70s we had riots in the streets of the USA. Imagine if the unemployed today rioted in the
streets and shut down commerce. Obviously, we would have to spur the economy pronto, and worry about inflation
later. In utopia, theories work. On the ground, we need central banks.
Blake Johnson (2011-10-26 08:13:20)
@Benjamin: The implicit assumption you make is that central banks actually have a significantly better track record
at avoiding recessions than the pre-central bank era. There is an increasing amount of work challenging this claim,
the best of which I have come across is White, Selgin, and Lastrapes working paper [1]Has the Fed Been a Failure?.
A similar argument to the one you made has helped lead us to the sovereign debt crises. We can worry about who
will pay for all of this later, what we need is more public works now. @Lars: I am particularly interested in the
extent to which central banks were able to manipulate the monetary base under a gold standard, and for what period
of time. I recently read Douglas Irwin’s paper on the French and US hoarding of gold as one of the causes of the
Great Depression (which I believe I found via a link on your blog), and was curious to what extent has this happened
historically, and for how long central banks may be able to hoard gold in this manner before the price-specie flow
mechanism might correct their behavior. If Irwin is correct, and I believe he is, it would seem that even a period of
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only a few years was enough to cause great macroeconomic harm. I have to wonder how likely it would have been to
occur again though, given the drastic consequences and limited upside. I suppose that depends on a great number of
factors, including whether or not the connection was recognized. Irwin’s research does seem to suggest that at least in
England, they recognized what the French were doing and what the implications were for the monetary base of other
nations.
1. http://www.cato.org/pubs/researchnotes/WorkingPaper-2.pdf

Lars Christensen (2011-10-26 08:37:11)
@ Blake, happy to hear that you have read Doug’s paper and you should be happy to hear that he will be visiting
GMU soon (as far as I know...). I believe in tightening the hands of central banks to certain rules and a gold standard
is such rule. In periods the gold standard has worked very well, but clearly in the second half of 1920s especially
France, but also the US did not play by the book. A number of economists also have questioned whether it is really
a price-specie flow mechanism that was working in the more successful periods of the gold standard. I am myself
not sure about that. Btw the White, Selgin, and Lastrapes working paper you mentioned to Benjamin is excellent.
Leaving aside whether or not you are a Free Banking proponent or not the paper is an very interesting study of central
bank failure. We can not just assume that central banks do the right thing. However, the paper says very little about
the extremely successful period in US monetary US and that is the Great Moderation - particularly the 1990s where
US monetary policy provided a very stable nominal anchor. I happen to believe that that period was a period of
implicit NGDP targeting. Obvious White and Selgin would argue that US monetary policy became to loose and that
that helped cause the Great Recession. I think that is partly right (US monetary policy probably was too loose from
2003-4 and until crisis hit).
Blake Johnson (2011-10-26 20:35:43)
Yes, Professor Irwin will be presenting his paper at next weeks Public Choice seminar here at Mason, and I plan to
be in attendance. I look forward to the chance to discuss his paper with him a little more in person. I’m afraid I
am not familiar with what the alternative mechanism that would be functioning during the more successful periods
of the gold standard would have been. If you could point me in the direction of something discussing the alternative,
I would be grateful. At the least, I believe some sort of commodity standard would be beneficial in at least forcing
central banks to be constrained at least in some sense, and it resulted in almost no cases of hyperinflation (though the
German hyperinflation comes to mind, although it started while they were still off the gold standard). At times I am
rather fascinated with the idea of a Brick standard proposed by C.O. Hardy, and in some ways endorsed by Milton
Friedman. Of course, as Hardy himself noted, the biggest practical obstacle would be to get people to think of bricks
as money. In this manner however, the production of bricks would be elastic enough that it would be very difficult
for one or two central banks to increase their brick holdings at the expense of others. I think the White, Selgin, and
Lastrape paper does not focus on the great moderation because the paper was more about recessionary periods both
before and after the advent of the Federal reserve. I think they do address it at least partially, in their discussion of
Cristina Romer’s work, and of benign deflations, which the Fed eliminated during the great moderation. They also
argue that we would have expected volatility of output to decrease as the economy became more diversified, and less
vulnerable to large supply shocks in a single sector, i.e. a failed harvest when the economy was largely agricultural.

Guest blog: Central banking - between planning and rules (2011-10-25 20:49)
I have asked Alex Salter to give his perspective on the ongoing debate about ”Central banking is (not) central
planning” in the blogosphere.
David Glasner also has a new [1]comment on the subject.
But back to Alex...
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Guest blog: Central banking - between planning and rules
Alex Salter
asalter2@gmu.edu
I’ve been reading about the central banking vs. central planning debate on the blogosphere; the more I
think about it the more interesting it becomes. Whether central banking is a form of central planning depends on what exactly the central bank does. There are two broad scenarios. In the first, the central bank is
following some sort of rule or trying to hit a target. This can be a Taylor rule, inflation target, NGDP level
target, or anything else. In this case the central bank is trying to provide a stable economic setting so that
individuals can effectively engage in the market process. If this is what the central bank is doing, I don’t
think it makes sense to call it central planning. All the central bank is trying to do is lay down the ”ground
rules” for economic behavior. If this is central planning, you could just as easily say any institution such as
property rights or the rule of law is central planning too. This obviously isn’t a useful definition of central
planning!
However, a central bank may be engaging in a type of central planning if it tries to bring about a specific allocation of resources. For example, if the central bank thinks equities prices should be higher for
some reason, and they start purchasing equities, you could make an argument that this is a type of central
planning. If the central bank explicitly tries to monetize the debt and acts as an enabler for the nation’s
treasury department, you could also say this is a form of central planning. It’s still not 100 % clear, since
presumably the central bank is not using coercion or the threat of coercion to get market participants to
behave in the way it wants; there’s voluntary assent on the other side of the agreement, even if that voluntary
assent is a response to warped incentives.
In closing: if a central bank is trying to create a specific framework in which agents can operate, it’s not
central planning, it’s rule setting. If on the other hand the central bank is trying to allocate specific resources,
it may be a form of central planning. In either scenario, the usual knowledge and incentive problems still
apply.
1. http://uneasymoney.com/2011/10/23/central-banking-and-central-planning-once-again/

Marcus Nunes (2011-10-25 21:18:18)
AS Very good. Nice, simple and straightforward, with just the usual ”doubts” mentioned. Yes, a Central Banks main
function is to deliver macro stability. The micro stuff is the ”purview of the political branch”.
Blake Johnson (2011-10-25 21:48:14)
I think the view of Glasner among others that central banking is not central planning because it does not consist of
”One plan” for the whole economy is too strong. If you read about the history of central banks, IE Vera Smiths Rationale of Central Banking or Selgin’s Theory of Free Banking, or even Selgin’s work on British Mint’s, it becomes clearly
that a monopoly on the issue of currency has been a key tool for governments to coercively redirect the resources of
society towards the ends they desire. In particular, large loans from central banks or debasement of the currency by
mints allows governments to tax consumers by reducing the value of their money holdings, and then to use the proceeds from those taxes to purchase goods, often for war, which affects the allocation of resources significantly. While
central banks may often attempt to merely set the monetary ”ambience” to allow for market transactions, history has
shown that they can and will take an active role in what should be viewed as central planning. The sovereign debt
crisis in Europe is a good example of this, as was the extension of lender of last resort powers to certain non-bank
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financial institutions within the US.
Lars Christensen (2011-10-25 21:54:15)
Blake, while I do not think central banking is central planning as Kurt Schuler argues I do agree with you that there
is a risk of a slippery slop in central banking - and the US and European examples you highlights are clearly good
examples of this. That is also why I argue that Market Monetarists (and others for that matter) should be critical of
the central planning elements in Fed’s QE and ECB’s different interventions in particularly the European fixed income
markets.
Alex Salter (2011-10-25 22:03:17)
@Blake: I agree with what you’re saying, but not your conclusion. It’s true that governments have often tried to
redirect the flow of resources in ways which are beneficial to its agents. One of the ways it can do this is central planning. However, there are other ways of interfering with the market process which do not qualify as central planning.
Your points are a good example of this. Central planning is one very specific type of action a political body can take
to redirect resources, and it’s often the most extreme. A monetary authority which enables these political actors is
certainly undesirable, but I don’t think we should call it central planning. Labels should map uniquely (or as much
so as possible) to concepts; to call central banking a form of central planning inevitably obfuscates the analysis of
past examples of obvious central planning. Also, just because it doesn’t qualify as central planning doesn’t make it
desirable; indeed, almost all Market Monetarists decry a meddling central bank even while acknowledging it’s not a
form of central planning.
adlai (2011-10-26 01:08:28)
I think this merits more caution than I see being given. Hayek is careful to separate the means and the ends of social
planning; these seem to be muddled here. The means is strictly the use of coersion to determine outcomes. The ends
are irrelivant. In this context, clearly the fed is not a central planner, and any argument that it is plays with a loaded
word in an inappropriate context.
adlai (2011-10-26 01:09:32)
Sorry that was **central planning, not social planning
Jonathan Cast (2011-10-26 03:01:01)
The monetary authority can certainly try to increase the relative price of wheat,[1] say, by buying large quantities
of it; but I doubt its ability to do so, at least in the long run (assuming the wheat is purchased using newly created
money). Agents who sold wheat to the monetary authority would now have more money, which would be spent on
other goods, raising the prices of those other goods and reducing the relative price of wheat; furthermore, some agents
who would have bought wheat at the old price will spend their money on other goods at the new price, again raising
the prices of other goods. In the long run, in order for the monetary authority to raise the price of wheat by 20 %
with newly created money, it would need to create enough new money to raise the general price level by 20 %, which
would leave the relative price unchanged. [1] Equities are more complicated because presumably the relative price of
equities responds to the growth in expected real income, which is directly affected by the conduct of monetary policy.
Benjamin Cole (2011-10-26 03:08:18)
Nice post. I can live with a central bank that targets NGDP. Utopia and a better way I will hope for in my next life.
Blake Johnson (2011-10-26 04:05:42)
I’ll try to address each response in turn. @Lars: I think there is certainly some overlap to our views on central banking,
and I’d like to acknowledge those first. I do not think that ALL instances of central bank behavior are a form of
central planning. I think if central banks could be trusted to stick to a rule, such as NGDP targeting, it would fulfill
the kind of institutional role that would allow for more or less stable conditions that should allow markets to function.
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However, I think central banks objectives are not as clean cut as simply trying to match the supply of money with
the demand for money. I think Sargent and Wallace’s paper ”Some unpleasant monetarist arithmetic” is particularly
relevant to this discussion. It seems to me that the European sovereign debt crisis is looking more and more like a case
of central bank activity being held hostage by the fiscal policy of governments as Sargent and Wallace suggest. With
many central banks taking on the objective of not just satisfying the demand for money, but also trying to minimize
macroeconomic misery, namely via low unemployment and inflation, it does not seem like central banks can make
credible commitments to a non discretionary policy. @Alex: I think maybe we need to form a common understanding
of what the definition of central planning is. I agree with Adlai, that it is the use of coercive means to determine
outcomes (in this case the allocation of resources) as the definition for central planning. I think the real issue here is
to what extent does a government have to interfere with the allocation of resources for us to consider it to be an act of
central planning? Does it have to go all the way to the traditional method of socialism/communism with government
ownership of the all the means of production? I think it can largely depend on what, if any, recourse consumers and
producers have to opt out of the market. For instance, we are free to attempt to avoid the effects of an expansion
of the money supply by the Fed by holding other currencies, or assets denominated in other currencies. However, in
countries such as Argentina in the 1970’s/80’s where the central bank was engaging in large amounts of inflation to
finance fiscal policy, access to foreign currency was severely restricted. At this point, the only recourse people have
to escape the confiscation of their wealth to be used in a manner determined by the government is to turn to black
market banking in foreign currencies. I would argue that the Argentine central bank was indeed engaging in some
form of central planning, and there are other cases which mirror it.
Alex Salter (2011-10-26 04:30:36)
@Blake: I agree we need a proper taxonomy of central planning. I also agree that, if we decide there is a continuum
of central planning, a central bank is significantly farther towards the planning end than ordinary market actors. I
also agree that the degree to which individuals have to insulate themselves from a central bank’s actions can give us
meaningful information. As I said in my post, I believe whether a central bank is a central planner largely depends
on what actions they take. However, there are a few key things keeping me from labeling all central banking central
planning: 1) Central banks are usually market actors. They conduct their operations in an already established and
functioning network of trade relationships. Granted they aren’t restricted like other market actors since they can
print money, but ultimately they operate through the market, rather than in place of it. 2) Transactions involving the
central bank are usually voluntary, in the sense there is a willing trader on the other side of the transaction. There
is no coercion or threat of coercion. Thus central bank operations are incentive-compatible. 3) Central banks usually
do not attempt to bring about a specific allocation of resources. They inject liquidity and let market actors pursue
whatever ends they find appropriate. I think of central planning as specific interventions which violate all of the
above. The shady area consists of instances where some but not all of the above are violated. I view central banks as a
significant intervention, and certainly a source of uncertainty/discoordination if the historical record is any indication,
but not necessarily a central planner. Again, there are exceptions (Argentina is a good example, even though what
they had was technically a currency board, not a central bank).
Blake Johnson (2011-10-26 09:01:38)
@Jonathan: I agree that central banks can not affect asset prices in the long run. I would point out that they only
need to affect asset prices in the short-medium run to cause mal-investment in those sectors, and cause lingering
damage to real output a la Austrian Business Cycle Theory. That would seem to be at least one plausible explanation
of the housing boom, and one of the better ones at least in my humble opinion. @Alex: I think given our expansion
of the definition of central planning, our opinions are coming much closer on this subject. I have a two points to bring
up in response. 1) I think the last sentence in your first point has bigger implications than you seem to acknowledge.
The ability to simply print an irredeemable currency which is backed by legal tender laws can imply some rather large
effects on market outcomes. 2) My critique of this point follows from my first point. Let us consider the incentives
for any individual engaging in Open Market Operations with a central bank, for simplicity we will use the Fed and
purchase of US treasuries. If the Fed offers a sum greater than the net present value of my T-bill, it behooves me to
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sell it to the Fed. The Fed is competing with other private buyers, but is not constricted by a hard budget constraint,
they can simply print dollars at a near zero marginal cost. The more T-bills the Fed buys, the more the monetary
base is increased, causing real returns on both T-bills in circulation and the real price paid on each T-bill to decrease.
While it is in the interest of each individual to sell to the Fed, it may be welfare decreasing for each private actor once
the Fed has purchased a sufficient quantity and forced inflation high enough. Note that I don’t think of this as being
the standard result of OMO’s, but I think it may be useful as a limiting case where the standard utility maximizing
properties of voluntary exchange might not hold. This would also most likely only work as a one shot wealth grab
and was unannounced, as markets would adjust to higher inflation expectations if an announcement were made. I am
also unsure as to what the amount of inflation would have to be for this to hold. As for the Argentine situation, it
was my understanding that the Currency Board was formed in 1991 as an attempt to reign in the hyperinflation of
the 1970-80’s driven by government fiscal spending, and implemented by the Central Bank of Argentina.
Blake Johnson (2011-10-26 10:05:54)
I think my second point needs to be qualified some. The marginal T-bill selling individual should be better off even
after selling, but those who sold first would be worse off assuming they had not been able to spend their newly received
money quickly enough. Even in this case, the person who receives their spent money simply bears the inflationary costs
instead of the original T-bill holder. This is why I shouldn’t mix weird models and 3 am blog posts. Overall I agree
with both Lars and Alex that central banks are not necessarily instances of central planning in theory. Whether or
not in practice central banks will tend towards more institutional roles via rules such as nominal income targeting, or
they will tend towards more interventionist roles in trying to determine the prices of specific assets, as Lars mentioned
in his original post, remains to be seen.
Lars Christensen (2011-10-26 10:14:17)
Blake, the is nothing wrong with having an obsession with monetary theory that keeps you up until 3am;-)
Njambi Mbugua (2012-01-04 10:39:03)
I concur that the degree to which individuals have to insulate themselves from a central bank s actions can give us
meaningful information. central banks will tend towards more institutional roles via rules such as nominal income
targeting, or they will tend towards more interventionist roles in trying to determine the prices of specific assets.

Calomiris on ”Contagious Events” (2011-10-25 22:14)
As we minute by minute are inching closer to the announcement of some form of restructuring/write-down of
Greek Sovereign debt nervous investors focus on the risk of contagion from the Greek crisis to other European
economies and contagion in the European banking sector.
In a [1]paper from 2007 Charles Calomiris has a good and interesting discussion of what he calls ”Contagious events”.
Here is the abstract:
”Bank failures during banking crises, in theory, can result either from unwarranted depositor withdrawals
during events characterized by contagion or panic, or as the result of fundamental bank insolvency. Various views of contagion are described and compared to historical evidence from banking crises, with special
emphasis on the U.S. experience during and prior to the Great Depression. Panics or ”contagion” played
a small role in bank failure, during or before the Great Depression-era distress. Ironically, the government
safety net, which was designed to forestall the (overestimated) risks of contagion, seems to have become the
primary source of systemic instability in banking in the current era.”
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WARNING: If you are looking for a justification for bailouts you will probably not find it in this paper,
but you will find some interesting ”advise” on banking regulation.
1. http://homepage.ntu.edu.tw/~nankuang/Bank%20Failures%20in%20Theory%20and%20History.pdf

Lorenzo from Oz (2011-10-26 10:39:43)
Only tangentially connected, but [1]this post indicates how much we down here in Downunder are in such a different
world regarding public debt and budget balances than Japan, the US, Eurozone and the UK. I have some concerns
about our housing markets (prices have way overshot rents), but not that some sort of wider collapse is likely.
1. http://tomjconley.blogspot.com/2011/10/why-japanese-debt-is-better-than-greek.html

Lars Christensen (2011-10-26 10:46:03)
Lorenzo, you have nothing to worry about - yes, housing prices might have peaked and might even drop quite a bit and
yes growth might begin to soften, but Australia has monetary policy flexibility and if growth where to slow markedly
then the RBA has all the ammunition in the world. The Aussie dollar has already corrected quite a bit and that is
clearly helping. This is the difference between ”gold standard” monetary policy as we have in Europe and floating
exchange rates. My guess is that Australia will keep on outperforming growthwise even if commodity prices where
to collapse. That said, I would not like to be long Aussie dollars...but AUD weakness is exactly what will soften the
blow.
Ryan Sanchez (2011-10-28 08:01:41)
Hello Mr. Christensen, Thank you for the link to the paper it was one of the most interesting things I have read in
a while, particularly this passage: Bank distress is associated not only with bank failures, but with general macroeconomic consequences resulting from the reduced supply of loans and deposits, which can amplify business cycle
downturns and spread panic-induced financial distress from banks to the whole economy (Ben Bernanke 1983, Charles
Calomiris and Joseph Mason 2003b). It appears that this passage goes a long way in understanding Bernanke’s interpretation of the recession, that if he could provide liquidity and continue to be the lender of last resort for banks that
would allow for a stop to the contraction in the credit markets, stopping the overall contraction of NGDP. The other
striking point was about depositor insurance and its roll in enhancing risk, I was wondering if you had any thoughts
about what effects removing government backed deposit insurance might have today in the States. Also, aside from
making points about the regulation of banks, the paper did not draw any conclusions about monetary policy, what
insights might the fundamentalist view of bank runs might be drawn to better conduct monetary policy in the future.
Thanks very much for your blog, my friends are slowly coming around to the idea of an NGDP target. Best regards

Google Trends: From Greek crisis to euro crisis (2011-10-26 13:48)
I have always found it fascinating how much information the internet is providing ”real time” and I believe
that a lot of economic data can and should be ”extracted” from data on internet activity. A good example
is the development in google searches on the European debt crisis. Here Google Trends is an excellent tool.
We we input ”Greek crisis” into Google Trends we get [1]this timeline.
The graph is pretty clear - searches on the ”Greek crisis” spikes in early 2010 and then start to ease off
in May 2010. But then again from the early part of the Summer this year the ”Greek crisis” start to take off
again.
Then lets add one more search: ”euro crisis”.
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[2]Here we compare the number of searches for ”euro crisis” and ”Greek crisis” respectively.
The picture is clear - there is a very high correlation between ”Greek crisis” and ”euro crisis”. However,
there is more to tell. While ”Greek crisis” searches is much higher the ”euro crisis” searches in 2010 the
picture has now changed.
Greek crisis becoming a euro crisis
Hence, since July the number of searches for ”euro crisis” has outpaced the number of searches for ”Greek
crisis”. Zoom in on 2011 searches [3]here.
Said in another way what Google Trends is telling us is that the Greek crisis has turned into a euro crisis.
Is that a surprise? Maybe not, but it is an indication of the systemic risks involved in this terrible crisis.
1. http://www.google.com/trends?q=Greek+crisis&ctab=0&geo=all&date=all&sort=0
2. http://www.google.com/trends?q=Greek+crisis%2C+euro+crisis&ctab=0&geo=all&date=all&sort=0
3. http://www.google.com/trends?q=euro+crisis%2C+greek+crisis&ctab=0&geo=all&date=2011&sort=1

Marcus Nunes (2011-10-26 14:18:33)
And, by not being ”Chuck Norris” the ECB is letting the Greek Crisis morph into a Eurowide crisis:
http://thefaintofheart.wordpress.com/201 1/10/26/the-ecb-no-chuck-norris/
Benjamin Cole (2011-10-26 18:34:18)
Print more money, extinguish more debt while making structural reforms. Yes, if life were perfect we would not have
to print more money. Life is not perfect.

Hawtrey, Cassel and Glasner (2011-10-26 23:30)
Recently I have been giving quite a bit attention to the writings Gustav Cassel (and I plan more...), but I
have failed to give any attention to the great British monetary economist Raplh G. Hawtrey. That is not
really fair - Hawtrey and Cassel lived more or less at the same time and both played important roles in the
debate and formulation of monetary policy and monetary thinking around the world in 1920s and 1930s.
Long ago David Glasner - one of my big heros and the blogger on uneasymoney.com - and Ronald W.
Batchelder long ago wrote a paper on the monetary economics of both Cassel and Hawtrey - ”Pre-Keynesian
monetary theories of the Great Depression”. You should all read [1]it.

1. http://www.econ.ucla.edu/workingpapers/wp626.pdf

David Glasner (2011-10-27 02:45:57)
Lars, Thanks for your generous comment and the link to the paper on Hawtrey and Cassel, two of my heroes. I am
hoping to post a revised version of the paper on SSRN in the not too distant future. I will let you know when it’s
ready. Keep doing the terrific job that you are doing on this blog.
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Gustav Cassel foresaw the Great Depression « The Market Monetarist (2011-11-09 00:33:05)
[...] Hawtrey, Cassel and Glasner [...]

The Hoover (Merkel/Sarkozy) Moratorium (2011-10-27 20:08)
The global stock markets are strongly up today on the latest news from the EU on the deal on Greek debt
(and little bit less&). There is no reason to spend a lot of time describing the deal here, but I nonetheless
feel it might be a good day to tell a bit about something else the so-called Hoover Moratorium of 1931.
80 years ago it was not Greece, which was at the centre of attention, but rather Germany. Germany was
struggling to pay back war debt and reparations for World War I and Germany was effectively on the brink
of default and the Germany economy was in serious trouble not much unlike today s Greek situation.
On June 20 1931 US President Hoover issued a statement in which he suggested a moratorium on payments of World War I debts, postponing the initial payments, as well as interest. Hoover s hope was the
moratorium would ease the strains on especially the German economy and thereby in general help the global
economy, which of course at that time was deep in depression.
Hoover s idea was certainly not popular with many US citizens (like today s German taxpayers who are
not to happy to see their taxes being spending in saving Greece). However, the plan got most opposition
from the French government, which insisted that the German government had to pay it s debts on time as
scheduled.
Despite the negative reception of Hoover s proposal it went on to gain support from fifteen nations including France by July 6 1931.
An interesting side story on the Hoover Moratorium is why Hoover came up with the idea in the first
place. Barry Eichengreen askes this question in his great book on the gold standard and the Great Depression, [1] Gold Fetters : It is unclear whether Hoover was motivated by the need for action to stabilize the
international economy or by a desire to protect U.S. banks that had invested heavily in Germany . Try
replace Hoover with Merkel/Sarkozy , U.S. banks with German/French banks and Germany with
Greece .
So how did the Hoover Moratorium play out? The initial market reaction July 1931 was very favourable.
German stock jumped 25 % on the Monday announce the initial announcement of the Hoover Moratorium.
Here is how the New York Times described the global market reaction the swiftest advance during any
corresponding period in a generation (quoted from Clark Johnson s [2] Gold, France and the Great Depression ).
However, the party did not last and soon the international market turned down and the Depression continued. Many countries didn t emerge from the Depression before the end of World War II. Lets hope we are
more lucky this time around.
1.

http://www.amazon.com/Golden-Fetters-Depression-1919-1939-Development/dp/0195101138/ref=sr_1_1?ie=

UTF8&qid=1319738710&sr=8-1
2.

http://www.amazon.com/France-Depression-1919-1932-Historical-Publications/dp/0300069863/ref=sr_1_4?s=

books&ie=UTF8&qid=1319738788&sr=1-4
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Luis H Arroyo (2011-10-29 19:26:28)
Nice article, Lars
Benjamin Cole (2011-10-28 02:40:44)
At this point, true patriots would figure out how to print perfect counterfeit money, and start printing tons of it. The
more the better. It is a sad day when counterfeiters have more to offer than central bankers.
80 years ago history keeps repeating itself « The Market Monetarist (2011-11-02 06:16:41)
[...] my posts on the issue from last week here and here. Share this:TwitterFacebookLike this:LikeBe the first to like
this post. Leave a Comment by Lars [...]

Thank you Kelly Evans (2011-10-27 20:30)
Those who have followed the debate about NGDP in the US will know about the views of the Wall Street
Journal. I steal this from [1]Scott Sumner:
”I had not heard of Kelly Evans until a few days ago, when I ran across an anti-NGDP targeting piece
that she wrote for the WSJ. I did a post that was very critical of the article. Lots of people might have taken
that personally, but Evans came over here and engaged in a discussion with me and the other commenters.
That showed class.
Now she has a new piece on NGDP targeting, which clearly shows that she s done her homework. It s
very fair, presenting both sides of the debate.
I applaud her willingness to overlook the sometimes harsh tone of blogosphere debate, and engage with
those of us who are working hard to change Fed policy.”
...I don’t have much to add other than I also want to thank Kelly Evans for taking the debate about NGDP
targeting serious - and Kelly I will be happy to assist you on and off the record if you want to investigate
this issue further.
1. http://www.themoneyillusion.com/?p=11527

Benjamin Cole (2011-10-28 02:38:24)
I wrote positive comments on the new WSJ article, and encourage all others to do the same. Kelly Evans learned in
a few days what we still cannot teach the Fed.

First Wikipedia, now Facebook (2011-10-27 21:26)
Recently Market Monetarism has shown up on [1]Wikipedia - and so has [2]”Nominal Income Target”. Now
it seems the time has come to Facebook. Somebody has started a group on Facebook named [3]”Nominal
GDP level targeting”. Take a look at[4] it.
1. http://en.wikipedia.org/wiki/Market_monetarism
2. http://en.wikipedia.org/wiki/Nominal_income_target
3. http://www.facebook.com/groups/126000900840454/
4. http://www.facebook.com/groups/126000900840454/
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Richard A. (2011-10-27 21:36:26)
I have not signed up for Facebook. Is there a link that will let those who have not signed up to access Nominal GDP
level targeting on Facebook?
Lars Christensen (2011-10-27 21:37:35)
Richard, good question. I simply don’t know it...but will put your question out there.
Lars Christensen (2011-10-27 21:48:49)
Richard, From the ”owner” of the FB group: ”Karl Larsson: I’m a facebook noob too. But I suspect that you need an
account.”
Peter (2011-10-27 22:08:24)
I’m the ’Karl Larsson’ guy who created the group. I ’accidentally’ typed the wrong name when I created my account.
But don’t write anything about that on facebook. I’ve heard that they don’t like accounts with the wrong name. You
could try: http://www.social-searcher.com . But I’m not sure if it will work.
Benjamin Cole (2011-10-28 02:36:53)
i signed up. Forward Market Monetarists! Carpe Diem!!
Alex Salter (2011-10-28 03:23:25)
Tally ho.
Browsing Catharsis 10.28.11 « Increasing Marginal Utility (2011-10-28 14:27:30)
[...] NGDP Targeting facebook group. [...]

Milton Friedman on exchange rate policy #1 (2011-10-28 18:01)
There is no doubt that Milton Friedman is my favourite economist (sorry Scott, you are only number two
on the list). In the coming days I will share my interpretation of Friedman s view of exchange rate policy.
Friedman s contributions to both economic theory and the public debate have had considerable influence
on the organisation of the global financial system and the choice of currency regimes around the world. This
can best be illustrated by looking at the history of global financial and currency developments.
Prior to the First World War the international currency system was based on the gold standard. Individual
national currencies had a particular gold value and could therefore be exchanged at a specified and fixed
exchange rate. Thus the gold standard was a fixed exchange rate system. The First World War, however, led
to this system breaking down mainly as a result of the warring nations cancelling the gold convertibility
of their bank notes: They financed their military expenses by printing money. This subsequently created a
level of inflation that was incompatible with the gold standard.
Attempts were made to reintroduce the gold standard after the First World War, but the Great Depression of the 1930s, among other things, made this difficult. Nevertheless, the idea of fixed exchange rates still
enjoyed significant political support, and there was broad agreement among economists that some form or
other of fixed exchange rate policy was desirable. Hence a further attempt was made after the Second World
War, and in 1944 the so-called Bretton Woods system was established, named after the US town where the
agreement was made to set up a fixed exchange rate system.
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The Bretton Woods agreement meant that the US dollar was pegged at a fixed rate to the price of gold,
while the other participating currencies (the majority of global currencies) could be traded at a fixed rate to
the dollar, thus once again establishing a global fixed exchange rate system. The system, which finally broke
down in 1971 when the USA decided to abandon the dollar s fixed peg to gold, was in many ways the main
reason for Friedman s huge involvement in the currency issue both from an economic theory and from a
political perspective. Friedman was an outspoken critic of the Bretton Woods system right from its creation
to its final demise in 1971, and he supplied much of the theoretical ammunition that President Nixon used
to justify his decision to close the gold window .
Friedman made his first major mark on the international currency system in 1948, when on 18 April he
took part in a radio debate with the deputy governor of the Canadian central bank, Donald Gordon, discussing among other things Canada s fixed exchange rate policy.
In 1948 Canada was pursuing a fixed exchange rate policy within the framework of the Bretton Woods
system. However, the policy had given rise to a number of problems including increasing inflation and
the government and central bank were considering major intervention in the Canadian economy in an attempt to maintain the fixed exchange rate. Among the proposals was one to significantly curb imports to
Canada. So it would seem that the desire to maintain a fixed exchange rate policy was leading directly to
protectionism. Since the 1940s this political connection has formed one of Friedman s key arguments against
a fixed exchange rate policy.
While the Canadian government attempted to defend its fixed exchange rate policy with protectionism
and wage and price controls, Friedman s approach was completely different: abandon the fixed exchange rate
policy and let the currency float freely. Gordon rejected Friedman’s prescription for Canada s ills, but 18
months later, in September 1950, the country s finance minister, Douglas Abbott, decided to take Friedman s
medicine, announcing:
”Today the Government ... cancelled the official rates of exchange. . . . Instead, rates of exchange
will be determined by conditions of supply and demand for foreign currencies in Canada.” (Quoted from
Schembri, Lawrence, Revisiting the Case for Flexible Exchange Rates , Bank of Canada, November 2000).
Friedman could chalk up his first major victory in the currency debate while the next was to come in
1971 when Bretton Woods was abandoned. In the intervening years Friedman made a huge contribution to
changing how currencies and exchange rates are viewed in economic theory.

Luis H Arroyo (2011-10-28 20:39:03)
Lars, I agree. I suppose you know ”The case for flexible Exchange Rate”, 1953. This paper has been for me the best
argument against to link the monetary policies of several countires to one central bank.
Benjamin Cole (2011-10-28 20:48:40)
All agreed. Friedman had a consistent way of thinking, and despite his association with the American ”right-wing”
many of his ideas were nonpartisan. How about eliminating the home mortgage interest tax deduction? A progressive
consumption tax to finance military outlays? Use of QE? All of these are Friedmanite ideas. He is definitely worth
understanding.
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Chinese Silver Standard Economy and the 1929 Great Depression « The Market Monetarist (2011-10-29 10:54:43)
[...] with more flexible exchange rate regimes. This fits with Milton Friedman s views see here and here. Share
this:TwitterFacebookLike this:LikeBe the first to like this post. Leave a [...]
Milton Friedman on Exchange rate policy #2 « The Market Monetarist (2011-10-29 15:54:51)
[...] the 1929 Great Depression Milton Friedman on Exchange rate policy #2The Tintin of NGDP targetingMilton Friedman on exchange rate policy #1First Wikipedia, now FacebookThank you Kelly EvansThe Hoover
(Merkel/Sarkozy) MoratoriumHawtrey, [...]
Mike (2011-11-06 00:54:57)
Great Post That is the fitting weblog for anyone who needs to find out about this topic. You realize a lot its nearly
arduous to argue with you. You definitely put a new spin on a topic thats been written about for years.
Lars Christensen (2011-11-06 01:05:35)
Thanks Mike...I hope you will read the five next posts in this series - the are all out now.

The Tintin of NGDP targeting (2011-10-28 19:02)
Have a look at Tintin explaining NGDP targeting [1]here.
HT Marcus Nunes.
1. http://www.youtube.com/watch?v=RdeT0C7_3GM&feature=channel_video_title

Ram (2011-10-28 19:41:34)
Thanks for sharing my video, Lars! Warts and all, I think it could’ve come out a lot worse.
Lars Christensen (2011-10-28 20:09:17)
Ram, it is an really good video so I hope a lot of people will watch it.
Benjamin Cole (2011-10-28 20:44:43)
Great!
Blake Johnson (2011-10-28 21:13:05)
Hmmm. The robot voices kind of creep me out. I think I will stick to hearing Scott Sumner’s presentations. Good
explanation of NGDP targeting in any case, though I don’t really believe in the liquidity trap personally.
Alex Salter (2011-10-29 00:53:25)
@Blake: Neither does Lars Svensson, and he’s pretty New Keynesian. At the very least, it’s strange to say monetary
policy is ineffective when the central bank can print a bunch of currency and buy foreign exchange; I guarantee that
would change peoples’ inflation expectations.

Milton Friedman on Exchange rate policy #2 (2011-10-29 07:00)
The Case for Flexible Exchange Rates
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I 1950 Milton Friedman was attached to the US Economic Cooperation Administration (ECA), which was
charged with overseeing the implementation of the Marshall plan.
The ECA wanted to see a common European market and therefore a liberalisation of intra-European
trade and a breaking down of customs barriers between the European countries. Most European nations
were, however, sceptical of the idea, as they feared it would lead to problematic balance of payments deficits
and thus pressure on the fixed exchange rate policy.
Once again the political dynamics of the fixed exchange rate system were stoking protectionist tendencies. This was an important theme in the memorandum that Milton Friedman wrote to the ECA on the
structure of exchange rate policy in Europe. This memorandum, Flexible Exchange Rates as a Solution
to the German Exchange Crisis , formed the foundation for his now classic article from 1953, The Case
for Flexible Exchange Rates , in which he presented his arguments for floating exchange rates. The main
arguments are presented below.
Friedman s basic argument against fixed exchange rate policies is fundamentally political. He pointed
out that the combination of inflexible wages and prices and a fixed exchange rate policy would lead to
imbalances in the economy such as balance of payments deficits. Friedman feared and as in the Canadian
example above also observed that politicians would attempt to solve these problems through widespread
regulation of the economy in the form of trade restrictions and price and wage controls precisely what
Friedman wanted at all costs to avoid.
When prices and wages are very flexible, imbalances can be corrected relatively painlessly via wage
and price adjustments. Thus there would be no great need for changes in exchange rates. In the real world,
however, wages and prices are not fully flexible, says Friedman, and so imbalances can arise when pursuing
a fixed exchange rate policy. Sooner or later these imbalances will put pressure on the fixed exchange rate
system.
According to Friedman there are two ways to solve this problem: either regulating the movement of
capital and goods across international borders or allowing currencies to float freely. There is of course a
third option make prices and wages more flexible. However, this would require significant reforms, and
Friedman is doubtful that politicians would choose this route even though he might constantly argue for
such reforms.
Thus for Friedman there are in reality just two options, and he is in no doubt that flexible exchange
rates are by far preferable to further regulation and protectionism.
Friedman acknowledges that adjustment to a shock to the economy (for example a jump in oil
prices) can happen via pricing. However, he states that prices are typically not fully flexible in part due
to various forms of government regulation and that an adjustment of the exchange rate will therefore be
much less painful.
Friedman illustrates this with the so-called Daylight-Saving-Time argument. According to Friedman,
the argument in favour of flexible exchange rates is in many ways the same as that for summer time. Instead
of changing the clocks to summer time, everyone could instead just change their behaviour: meet an hour
later at work, change programme times on the TV, let buses and trains run an hour later, etc. The reason
we do not do this is precisely because it is easier and more practical to put clocks an hour forward than to
change everyone s behaviour at the same time. It is the same with exchange rates, one can either change
countless prices or change just one the exchange rate.
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According to Friedman, a further advantage of flexible exchange rates is that adjustments to economic shocks can be continual and gradual. This is in stark contrast to fixed exchange rates. Here, all
adjustments have to take place via changes in prices and wages, and as prices and wages are sluggish
movers, the adjustment process will be slow. This implies that the country will still at some point be forced
to adjust its exchange rate (devalue or revalue), and these adjustments will typically be much greater than
the continual adjustments that occur in a flexible exchange rate system, as imbalances will grow larger in a
fixed exchange rate system than in a flexible exchange rate system.
Read on: [1]Milton Friedman on exchange rate policy #3
See also my post: [2]”Milton Friedman on Exchange rate policy #1”

1. http://marketmonetarist.com/2011/10/30/milton-friedman-on-exchange-rate-policy-3/
2. http://marketmonetarist.com/2011/10/28/milton-friedman-on-exchange-rate-policy-1/

Luis H Arroyo (2011-10-29 19:22:20)
Yes, true, I know. But the correct theories are gone long away long time ago. Now, we, all, are children of a Kameralism/Colbertism, like a Frankestein experiment.
Lars Christensen (2011-10-29 19:25:28)
Luis, yes that seems to be the sad truth - it is what I have termed Calvinist economics.
Milton Friedman on exchange rate policy #3 « The Market Monetarist (2011-10-30 07:03:05)
[...] Milton Friedman on exchange rate policy #2 [...]
Daylight saving time and NGDP targeting « The Market Monetarist (2011-10-30 12:14:50)
[...] Friedman on exchange rate policy #1 Milton Friedman on exchange rate policy #2 Milton Friedman on exchange
rate policy #3 Share this:TwitterFacebookLike this:LikeBe the first to [...]
Luis H Arroyo (2011-10-29 09:37:32)
Excellent I think it is one of the most important text in economics history. Perhaps because Friedman had the ability
to choose only fundamental things to talk about. For me it was a shame to see that in a Central Bank where i work
no body knew it.
Lorenzo from Oz (2011-10-29 10:13:34)
Australians who have been paying attention tend to be sold on flexible exchange rates. (Even though our currently
high exchange rate is hurting some industries.) It is a major reason we have had [1]no recession since 1992-93. Along
with successful monetary policy and much economic reform.
1. http://www.petermartin.com.au/2010/12/economic-growth-evaporates-but-swan.html

Lars Christensen (2011-10-29 10:32:07)
Luis, unfortunately very few central bankers understand the blessing of floating exchange rates - that especially goes
for European central bankers. Interestingly enough Spanish monetary history provides one of the best examples of
the value of floating exchange rates - Spain avoid the Great Depression exactly because of its floating exchange rates.
Chinese Silver Standard Economy and the 1929 Great Depression « The Market Monetarist (2011-10-29 10:54:47)
[...] flexible exchange rate regimes. This fits with Milton Friedman s views
see here and here. Share
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this:TwitterFacebookLike this:LikeBe the first to like this post. Leave a Comment by Lars [...]
Milton Friedman on exchange rate policy #6 « The Market Monetarist (2011-11-02 09:51:33)
[...] Friedman on exchange rate policy #1 Milton Friedman on exchange rate policy #2 Milton Friedman on exchange
rate policy #3 Milton Friedman on exchange rate policy #4 Milton [...]

”Chinese Silver Standard Economy and the 1929 Great Depression” (2011-10-29 10:54)
Only two major countries - China and Spain - were not on the Gold Standard at the onset of the Great
Depression in 1929. As a consequence both countries avoided the most negative consequences of the Great
Depression. That is a forcefully demonstration of how the ”wrong” exchange rate regimes can mean disaster,
but also a reminder of Milton Friedman’s dictum [1]never to underestimate the importance of luck.
I have recently found this interesting paper by
Cheng-chung Lai and Joshua Jr-shiang Gau on the [2]”Chinese Silver Standard Economy and the 1929
Great Depression”. Here is the abstract for you:
”It is often said that the silver standard had insulated the Chinese economy from the Great Depression
that prevailed in the gold standard countries during the 1929-35 period. Using econometric testing and
counterfactual simulations, we show that if China had been on the gold standard (or on the gold-exchange
standard), the balance of trade of this semi-closed economy would have been ameliorated, but the general
price level would have declined significantly. Due to limited statistics, two important factors (the GDP
and industrial production level) are not included in the analysis, but the general argument that the silver
standard was a lifeboat to the Chinese economy remains defensible.”
If anybody has knowledge of research on Spanish monetary policy during the Great Depression I would
be very interested hearing from you (lacsen@gmail.com).
PS Today I have received Douglas Irwin’s latest book [3]”Trade Policy Disaster: Lessons From the 1930s” in
the mail. I look forward to reading it and sharing the conclusions with my readers. But I already know a
bit about the conclusion: Countries that stayed longer on the Gold Standard were more protectionist than
countries with more flexible exchange rate regimes. This fits with Milton Friedman’s views - see [4]here and
[5]here.
1. http://marketmonetarist.com/2011/10/15/never-underestimate-the-importance-of-luck/
2. http://www.runtogold.com/images/3Lai68.pdf
3. http://www.amazon.com/Trade-Policy-Disaster-Lessons-Lectures/dp/0262016710/ref=ntt_at_ep_dpt_2
4. http://marketmonetarist.com/2011/10/28/milton-friedman-on-exchange-rate-policy-1/
5. http://marketmonetarist.com/2011/10/29/milton-friedman-on-exchange-rate-policy-2/

Lorenzo from Oz (2011-10-29 11:09:39)
I believe you mean to say ’Only two major countries ...
Lars Christensen (2011-10-29 11:11:12)
Lorenzo...thanks. You are naturally right - typo should be fixed now.
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Lorenzo from Oz (2011-10-29 11:22:11)
Thanks for the paper; yet more evidence for the gold standard-as-doomsday-machine explanation of the Great Deflation/Depression.

The ”China Bluff” (2011-10-29 17:25)
Nick Rowe has a short [1]comment on the news that EU’s rescue fund the European Financial Stability
Facility (EFSF) will try to tempt China to put money into the rescue fund by issuing bonds in Euros.
It is hard to disagree with Nicks’ comment: ”The whole Eurozone problem is that each Eurozone country was issuing bonds in what was effectively a foreign currency, and so it lacked an effective lender of last
resort. Now, if the Telegraph is correct, the Eurozone as a whole is planning to repeat the mistake, and
become just like Greece.”
But that is not really what I want to comment on, but rather Nick’s comment reminded me about what we
could call the ”China bluff”. Since 2008 every time a bank or a country gets into serious trouble and is on the
brink of collapse a CEO or Finance Minister or even a Prime Minister will say that some wealthy investor
will soon throw money into the ”project”. Most often these promises of ”new money” coming in turn out to
be far fetched fantasies.
The Icelandic collapse in 2008 maybe the most stunning example of the ”China bluff”. At that time it
was not China, but rather Russia that would come to the rescue of Iceland and the Icelandic banking sector.
As the entire Icelandic financial system was collapsing suddenly Icelandic officials announced that Russia
would step in with a [2]loan to help Iceland and judging from the comments one was led to think that the
Russian government already had agreed to a substantial loan to Iceland. However, the whole thing turned
out to be a ”China bluff” - an attempt by official to turn around market sentiment by promising that a
wealthy investor would save the day. We all today know that Iceland had to call in the help of the Nordic
countries and the IMF to avoid a default - Russian money was nowhere to be seen.
My recommendation to investors and the like is therefore that every time an embattled bank or nation
”promises” money from China, Russia or the Middle East be skeptical...VERY SKEPTICAL. It might just
be the China bluff.
——–
Update: Marcus Nunes also has a [3]comment on the EFSF-China story.
1. http://worthwhile.typepad.com/worthwhile_canadian_initi/2011/10/eurozone-to-issue-yuan-bonds.html#comments
2. http://www.reuters.com/article/2008/10/07/us-financial-iceland-idUSTRE4963E620081007
3. http://thefaintofheart.wordpress.com/2011/10/29/joke-of-the-millenium/

Christina Romer comes out in support of NGDP targeting (2011-10-29 20:58)
The momentum for NGDP targeting is clearly building. Anybody who is interested in monetary policy and
in what will be driving the global market sentiment going forward should have a look this issue.
The latest convert is Christina Romer the former chair of Council of Economic Advisers.
Have a look at Dr. Romer’s [1]open letter to Ben Bernanke.
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——
Update: Scott Sumner has an excellent [2]comment on Christina Romer, where he pays tribute to the
great Bennett McCallum. Some thing I naturally appreciate very much given the attention that I have been
giving to McCallum and the McCallum rule myself.
David Beckworth also has a [3]comment on Romer (and some Baseball stuff an European like me can’t
understand...)
See a few of my McCallum posts here:
[4]Bennett McCallum grandfather of Market Monetarism
[5]More on the McCallum-Christensen rule (and something on Selgin and the IMF)
1. http://www.nytimes.com/2011/10/30/business/economy/ben-bernanke-needs-a-volcker-moment.html?_r=1
2. http://www.themoneyillusion.com/?p=11564
3. http://macromarketmusings.blogspot.com/2011/10/christina-romer-goes-to-bat-for-nominal.html
4. http://marketmonetarist.com/2011/10/24/bennett-mccallum-grandfather-of-market-monetarism/
5.

http://marketmonetarist.com/2011/10/19/

more-on-the-mccallum-christensen-rule-and-something-on-selgin-and-the-imf/

Peter (2011-10-29 21:52:35)
That was so beautiful. I even got tears in my eyes. And a link to a Scott Sumner piece. Big thanks to Christina
Romer! I’ll add her to my list of proponents: http://www.ngdp.info/nominal-GDP-level-target-proponents.aspx
Peter (2011-10-29 21:59:33)
Although, she’s former chair...
Lars Christensen (2011-10-29 22:02:18)
Peter, correct...that typos is now corrected.
Desolation Jones (2011-10-29 23:47:47)
Macro is going to be awfully boring once NGDP path targeting is implemented. These past two years I read up
heavily on monetary theory just for fun, and all that new found knowledge is going to be useless once we have a
smooth running economy. I guess there’s still growth theory, but that makes me want to fall asleep. RIP Liquidity
trap: You made arguing economics on the internet fun.
Lars Christensen (2011-10-29 23:54:50)
DJ, that is so right. I NGDP level targeting could more or less kill off all macroeconomic discussion. In fact that is
exactly what happened during the Great Moderation. When US NGDP was growing at 5-51/2 most macroeconomic
discussion disappeared. Say’s Law will be all you need to know. But lets see - my feeling is we are quite far away from
winning this battle. There are still a lot of monetary dysfunctional countries around even if one or two countries starts
targeting NGDP. And then remember - it was New Zealand that was first to introduce inflation targeting. That is
20 years ago and most Western countries with floating exchange rates have followed suit and so have many Emerging
Markets, but the Fed still is not really targeting anything.So lets see whether Bernanke & Co. will be moving anywhere
soon.
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Benjamin Cole (2011-10-30 07:38:10)
The Romer piece is great, but NGDP targeting and Market Monetarism are not yet policy—everybody please keep
blogging, writing letters to the editor, sending letters to the Fed, etc. The only fly in the ointment is that Romer did
not use the excellent phrase, ”Market Monetarism.” Now is the time to get Bernanke on board somehow. We have
won the debate—now we need to win the policy war.

Bennett McCallum on EconPapers - start downloading NOW! (2011-10-29 23:44)
In a post today Scott Sumner pays [1]tribute to Bennett McCallum. I am as Scott is a big fan of Dr. McCallum (and of Scott).
I have promised to do some posts on Dr. McCallum’s huge work on Nominal Income Targeting (NIT).
I am particularly interested his work on NIT in small open economies, but it is all worth reading.
I suggest anybody interested in Dr. McCallum’s work starts at EconPapers. Take a look [2]here and
start downloading. I welcome anybody who would like to do guest blogs on their reading of Dr. McCallum’s
work.
1. http://www.themoneyillusion.com/?p=11564
2. http://econpapers.repec.org/RAS/pmc4.htm

Milton Friedman on exchange rate policy #3 (2011-10-30 07:00)
The fears of economists and politicians with regard to flexible exchange rates can largely be traced back to
the policies of the 1920s following the collapse of the gold standard. The most famous criticism of flexible
exchange rates is probably that made by the Estonian economist Ragnar Nurkse. Nurkse[1][1] claimed that
the 1920s demonstrated that flexible exchange rates are destabilising.
Friedman, however, is fiercely critical of Nurkse s view. First of all Friedman claims that currency
speculation is stabilising and, second, that much of the historical volatility that can be observed in flexible
exchange rates is in fact due to poor economic policy primarily poor monetary policy and not a result
of currency speculators .
As mentioned Milton Friedman claims that currency speculation is stabilising not destabilising. The
purpose of currency speculation is basically to buy cheap and sell expensive. If a currency deviates from its
fundamental value ie, is overvalued or undervalued it would be rational for the currency speculator to
expect that the currency would sooner or later move towards its fundamental exchange rate. If the currency
is, for example, undervalued ie, is cheap relative to the fundamental exchange rate it would be rational to
expect that the currency will eventually strengthen, and thus the rational speculator will buy the currency.
If the majority of speculators act in this way, the exchange rate will all else equal be driven in the direction
of the currency s fundamental value thus currency speculation is stabilising. Friedman argues furthermore
that speculators who do not speculate rationally ie, who sell when the currency is undervalued and buy
when it is overvalued will not earn money in the long run. Such speculators will soon be looking for a new
job, and thus there will be a tendency for the number of stabilising speculators to be relatively greater
than the number of destabilising speculators .
According to Friedman floating exchange rates will remain relatively stable if the FX market is left
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to its own devices. However, the problem is that governments and central banks have had problems keeping
their hands off. Even in the 1920s and after the collapse of Bretton Woods in 1971 when flexible exchange
rates were the norm, governments and central banks intervened in global FX markets. Friedman claims
this has actually increased volatility in FX markets rather than stabilised exchange rates. As both the
1920s and the 1970s were marked by inappropriate monetary policies, this further contributed to unstable
exchange rates. Put another way, floating exchange rates require sensible monetary policy. This implies
that to ensure low and stable inflation one must let the supply of money grow at a low and stable rate.
Flexible exchange rates provide no guarantee of sensible monetary policy, but they are a precondition for an independent monetary policy. If a small country pursues a fixed exchange rate policy it will
automatically be forced to follow the monetary policy of the nation(s) that dominate the currency system.
This will be a particular problem if the small country s economy is hit by what in the modern theoretical
literature is called an asymmetric shock.
An asymmetric shock is an economic event (for example a strike or a shift in fiscal policy) that only
affects one of the countries in a fixed exchange rate mechanism and not the others. One example of this
is the reunification of Germany. Both fiscal and monetary policy were eased considerably in Germany at
the time of reunification. This stoked inflationary pressure in Germany to a level that caused the German
central bank, the Bundesbank, to tighten monetary policy again in 1992. Most EU currencies were at the
time linked to the German mark under the European Monetary System (EMS). In the early 1990s, the
other EU countries were struggling to break out of a period of low growth and the majority of the European
economies had absolutely no need for the monetary tightening they were indirectly subject to via their fixed
exchange rate policy with Germany. In 1992 Milton Friedman predicted the consequences for the EMS[2][2]:
I suspect that EMS, too, will break down if Germany ever becomes unwilling to follow those policies, as it well may as a result of the unification of East and West Germany.
The EMS broke down (partially) in 1993, proving Milton Friedman
Canadian fixed exchange rate policy 43 years earlier correct.

as had been the case with the

See also my posts in this series:
[3]Milton Friedman on exchange rate policy #1
[4]Milton Friedman on exchange rate policy #2

[5][1] Nurkse, Ragnar, International Currency Experience: Lessons of Interwar Experience , Genéve, 1944.

[6][2] Money Mischief , page 245.
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3. http://marketmonetarist.com/2011/10/28/milton-friedman-on-exchange-rate-policy-1/
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Daylight saving time and NGDP targeting « The Market Monetarist (2011-10-30 12:14:54)
[...] Friedman on exchange rate policy #1 Milton Friedman on exchange rate policy #2 Milton Friedman on exchange
rate policy #3 Share this:TwitterFacebookLike this:LikeBe the first to like this post. Leave a Comment by Lars [...]
Peter (2011-10-30 12:18:43)
Thanks for some great blogging lately! Was this the cause for the huge problems for Sweden in 1992 when we raised
the interest rate to 500?
Lars Christensen (2011-10-30 12:24:10)
Peter, thank you - I have been cheating a bit. The Friedman FX story actually is the English translation of one
of the chapters in my book on Friedman - you should be able to read it as it is in Danish. And yes, I agree the
insane decision to keep on fighting to hold the peg 1992 did great damage to the Swedish economy. Sweden ended up
devaluing anyway. This time around the floating Swedish koruna has been of great benefit to the Swedish economy.
Lars Christensen (2011-10-30 12:26:57)
It is off krona and not koruna...
Peter (2011-10-30 12:38:02)
The only thing I remember from 1992 is that they blamed the speculators. Is it possible to understand written danish?
I heard that the language is falling apart. http://www.youtube.com/watch?v=8 iixmqSBQw :)
Milton Friedman on exchange rate policy #6 « The Market Monetarist (2011-11-02 09:51:36)
[...] Friedman on exchange rate policy #1 Milton Friedman on exchange rate policy #2 Milton Friedman on exchange
rate policy #3 Milton Friedman on exchange rate policy #4 Milton Friedman on exchange rate policy #5 Share [...]

Daylight saving time and NGDP targeting (2011-10-30 12:12)
Today I got up one hour later than normal. The reason is the same as for most other Europeans this
morning the last Sunday of October - we move our clocks back one hour due to the end of [1]Daylight
saving time (summertime).
That reminded me of Milton Friedman s so-called Daylight saving argument for floating exchange
rates. According to Friedman, the argument in favour of flexible exchange rates is in many ways the same as
that for summer time. Instead of changing the clocks to summer time, everyone could instead just change
their behaviour: meet an hour later at work, change programme times on the TV, let buses and trains run
an hour later, etc. The reason we do not do this is precisely because it is easier and more practical to put
clocks an hour forward than to change everyone s behaviour at the same time. It is the same with exchange
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rates, one can either change countless prices or change just one

the exchange rate.

There is a similar argument in favour of NGDP level targeting.
of exchange.

Lets illustrate it with the equation

M*V=P*Y
P*Y is of course the same as NGDP the equation of exchange can also be written as
M*V=NGDP
What Market Monetarists are arguing is that if we hold NGDP constant (or it grows along a constant path) then any shock to velocity (V) should be counteracted by an increase or decrease in the money
supply (M).
Obviously one could just keep M constant, but then any shock to V would feed directly through to
NGDP, but NGDP is not one number
it is in fact made up of countless goods and prices. So an
accommodated shock to V in fact necessitates changing numerous prices (and volumes for the matter).
By having a NGDP level target the money supply will do the adjusting instead and no prices would have
to change. Monetary policy would therefore by construction be neutral as it would not influence relative
prices and volumes in the economy.
So when you (re)read Friedman s The Case for Floating Exchange Rates
The Case for NGDP Level Targeting
it is really the same story.

then try think instead of

See my posts on Friedman’s arguments for floating exchange rates:
[2]Milton Friedman on exchange rate policy #1
[3]Milton Friedman on exchange rate policy #2
[4]Milton Friedman on exchange rate policy #3

1. http://en.wikipedia.org/wiki/Daylight_saving_time_in_Europe
2. http://marketmonetarist.com/2011/10/28/milton-friedman-on-exchange-rate-policy-1/
3. http://marketmonetarist.com/2011/10/29/milton-friedman-on-exchange-rate-policy-2/
4. http://marketmonetarist.com/2011/10/30/milton-friedman-on-exchange-rate-policy-3/

David Beckworth (2011-10-30 14:37:23)
Lars, This reminded me of the Milton Friedman analogy of monetary policy being like setting a thermostat. Here is a
post where I explored that: http://macromarketmusings.blogspot.com/2011/06/how-effective-is-mone tary-policy.html
Lars Christensen (2011-10-30 14:49:49)
David, interesting you note it - I in fact had a sentence in the text to begin with that mentioned exact that story,
but decided to take it out because the sentence didn’t work. But yes it is an variation of the thermostat and I well
remember you excellent note on it.
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”Ben Volcker” and the monetary transmission mechanism (2011-10-30 14:47)
I am increasingly realising that a key problem in the Market Monetarist arguments for NGDP level targeting
is that we have not been very clear in our arguments concerning how it would actually work.
We argue that we should target a certain level for NGDP and then it seems like we just expect it
too happen more or less by itself. Yes, we argue that the central bank should control the money base to
achieve this target and this could done with the use of NGDP futures. However, I still think that we need
to be even clearer on this point.
Therefore, we really need a Market Monetarist theory of the monetary transmission mechanism.
this post I will try to sketch such a theory.

In

Combining old monetarist insights with rational expectations
The historical debate between old keynesians and old
and the 1970s basically was centre around the IS/LM model.

monetarists played out in the late 1960s

The debate about the IS/LM model was both empirical and theoretical. On the hand keynesians
and monetarists where debating the how large the interest rate elasticity was of money and investments
respectively. Hence, it was more or less a debate about the slope of the IS and LM curves. In much of
especially Milton Friedman writings he seems to accept the overall IS/LM framework. This is something that
really frustrates me with much of Friedman s work on the transmission mechanism and other monetarists
also criticized Friedman for this. Particularly Karl Brunner and Allan Meltzer were critical of Friedman s
monetary framework and for his compromises with the keynesians on the IS/LM model.
Brunner and Meltzer instead suggested an alternative to the IS/LM model. In my view Brunner
and Meltzer provides numerous important insights to the monetary transmission mechanism, but it often
becomes unduly complicated in my view as their points really are relatively simple and straight forward.
At the core of the Brunner-Meltzer critique of the IS/LM model is that there only are two assets in
the IS/LM model basically money and bonds and if more assets are included in the model such as equities
and real estate then the conclusions drawn from the model will be drastically different from the standard
IS/LM model. It is especially notable that the liquidity trap argument breaks down totally when more
than two assets are included in the model. This obviously also is key to the Market Monetarist arguments
against the existence of the liquidity trap.
This mean that monetary policy not only works via the bond market (in fact the money market).
In fact we could easily imagine a theoretical world where interest rates did not exist and monetary policy
would work perfectly well. Imagining a IS/LM model where we have two assets. Money and equities. In
such a world an increase in the money supply would push up the prices of equities. This would reduce the
funding costs of companies and hence increase investments. At the same time it would increase holdholds
wealth (if they hold equities in their portfolio) and this would increase private consumption. In this world
monetary policy works perfectly well and the there is no problem with a zero lower bound on interest
rates. Throw in the real estate market and a foreign exchange markets and then you have two more
channels by which monetary policy works.
Hence, the Market Monetarist perspective on monetary policy the following dictum holds:
Monetary policy works through many channels
124

Keynesians are still obsessed about interest rates
Fast forward to the debate today. New Keynesians have mostly accepted that there are ways out of
the liquidity trap and the work of for example Lars E. O. Svensson is key. However, when one reads New
Keynesian research today one will realise that New Keynesians are as obsessed with interest rates as the
key channel for the transmission of monetary policy as the old keynesians were. What has changed is that
New Keynesians believe that we can get around the liquidity trap by playing around with expectations.
Old Keynesians assumed that economic agents had backward looking or static expectations while New
Keynesians assume rational expectations hence, forward-looking expectations.
Hence, New Keynesians still see interest rates at being at the core of monetary policy making. This
is as problematic as it was 30 years ago. Yes, it is fine that New Keynesian acknowledges that agents are
forward-looking but it is highly problematic that they maintain the narrow focus on interest rates.
In the New Keynesian model monetary policy works by increasing inflation expectation that pushes
down real interest rates, which spurs private consumption and investments. Market Monetarists certainly
do not think this is one of many channels by which monetary policy work, but it is probably not the most
important channel.
Rules are at the centre of the transmission mechanism
Market Monetarist stresses the importance of monetary policy rules and how that impacts agents
expectations and hence the monetary transmission mechanism. Hence, we are more focused on the
forward-looking nature or monetary policy than the old monetarists were. In that regard we are similar
to the New Keynesians.
It exactly because of our acceptance of rational expectations that we are so obsessed about NGDP
level targeting. Therefore when we discuss the monetary policy transmission mechanism it is key whether
we are in world with no credible rule in place or whether we are in a world of a credible monetary policy
rule. Below I will discussion both.
From no credibility to a credible NGDP level target
Lets assume that the economy is in bad equilibrium . For some reason money velocity has collapsed, which continues to put downward pressures on inflation and growth and therefore on NGDP. Then
enters a new credible central bank governor and he announces the following:
I will ensure that a good equilibrium is re-established. That means that I will print whatever
amount of money is needed so to make up for the drop in velocity we have seen. I will not stop the expansion
of the money base before market participants again forecasts nominal GDP to have returned to it s old
trend path. Thereafter I will conduct monetary policy in such a fashion so NGDP is maintained on a 5 %
growth path.
Lets assume that this new central bank governor is credible and market participants believe him.
Lets call him Ben Volcker.
By issuing this statement the credible Ben Volcker will likely set in motion the following process:
1) Consumers who have been hoarding cash because they where expecting no and very slow growth
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in the nominal income will immediately reduce there holding of cash and increase private consumption.
2) Companies that have been hoarding cash will start investing there is no reason to hoard cash when the
economy will be growing again.
3) Banks will realise that there is no reason to continue aggressive deleveraging and they will expect much
better returns on lending out money to companies and households. It certainly no longer will be paying off
to put money into reserves with the central bank. Lending growth will accelerate as the money multiplier
increases sharply.
4) Investors in the stock market knows that in the long run stock prices track nominal GDP so a promise
of a sharp increase in NGDP will make stocks much more attractive. Furthermore, with a 5 % path growth
rule for NGDP investors will expect a much less volatile earnings and dividend flow from companies. That
will reduce the risk premium on equities, which further will push up stock prices. With higher stock prices
companies will invest more and consumers will consume more.
5) The promise of loser monetary policy also means that the supply of money will increase relative to the
demand for money. This effectively will lead to a sharp sell-off in the country’s currency. This obviously
will improve the competitiveness of the country and spark export growth.
These are five channels and I did not mention interest rates yet&and there is a reason for that. Interest rates will INCREASE and so will bond yields as market participant start to price in higher inflation
in the transition period in which we go from a bad equilibrium to a good equilibrium .
Hence, there is no reason for the New Keynesian interest rate
more powerful channels by which monetary policy works.

fetish

we got at least five other

Monetary transmission mechanism with a credible NGDP level target
Ben Volcker has now with his announcement brought back the economy to a good equilibrium . In
the process he might have needed initially to increase the money base to convince economic agents that he
meant business. However, once credibility is established concerning the new NGDP level target rule Ben
Volcker just needs to look serious and credible and then expectations and the market will take care of the
rest.
Imagine the following situation. A positive shock increase the velocity of money and with a fixed
money supply this pushed NGDP above it target path. What happens?
1) Consumers realise that Ben Volcker will tighten monetary policy and slow NGDP growth. With
the expectation of lower income growth consumers tighten their belts and private consumption growth
slows.
2) Investors also see NGDP growth slowing so they scale back investments.
3) With the outlook for slower growth in NGDP banks scale back their lending and increase their reserves.
4) Stock prices start to drop as expectations for earnings growth is scaled back (remember NGDP growth
and earnings growth is strongly correlated). This slows private consumption growth and investment growth.
5) With expectations of a tightening of monetary conditions players in the currency market send the
currency strong. This led to a worsening of the country s competitiveness and to weaker export growth.
6) Interest rates and bond yields DROP on the expectations of tighter monetary policy.
All this happens without Ben Volcker doing anything with the money base. He is just sitting around
repeating his dogma: The central bank will control the money base in such a fashion that economic agents
away expect NGDP to grow along the 5 % path we already have announced. By now he might as well been
replaced by a computer&
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.....
Recommended reading on the ”old” monetarist transmission mechanism
Milton Friedman: [1]”Milton Friedman’s Monetary Framework: A Debate with His Critics”
Karl Brunner and Allan Meltzer: [2]”Money and the Economy: Issues in Monetary Analysis”
For a similar discussion to mine with special focus on the Paradox of Thrieft see the following posts
from some of our Market Monetarist friends:
[3]Josh Hendrickson
[4]David Beckworth
[5]Bill Woolsey
[6]Nick Rowe
And finally from [7]Scott Sumner on the differences between New Keynesian and Market Monetarist
thinking.
—Update:
rates”.
1.

Scott Sumner has a interesting comment on central banking ”language” and [8]”interest

http://www.amazon.com/Milton-Friedmans-Monetary-Framework-Critics/dp/0226264084/ref=sr_1_1?ie=UTF8&qid=

1319977758&sr=8-1
2.

http://www.amazon.com/Money-Economy-Monetary-Analysis-Raffaele/dp/0521599741/ref=sr_1_3?s=books&ie=

UTF8&qid=1319977839&sr=1-3
3. http://everydayecon.wordpress.com/2010/10/01/on-the-paradox-of-thrift/
4. http://macromarketmusings.blogspot.com/2010/09/martin-wolf-paradox-of-thrift-and.html
5. http://monetaryfreedom-billwoolsey.blogspot.com/2009/12/tight-money-and-real-income.html
6. http://worthwhile.typepad.com/worthwhile_canadian_initi/2009/06/in-praise-of-mvpy.html
7. http://www.themoneyillusion.com/?p=7254
8. http://www.themoneyillusion.com/?p=11586

Marcus Nunes (2011-10-30 15:35:24)
Lars Yes, the interest rate fetish. This is likely due to Bernanke´s ”creditist views”. In his Money & Banking Text, Mishkin lists 10 channels. Recently I did a post where interest rates are not mentioned at all!
http://thefaintofheart.wordpress.com/2011/09/15/an-alternative-scrip t- %E2 %80 %93-one-where-interest-rates-don
%C2 %B4t-make-an- %E2 %80 %9Cappearance %E2 %80 %9D/
Fmb (2011-10-30 16:57:21)
I accept that this works over a wide range. But, what happens in extreme scenarios, where eg all liquidity is soaked
up, or the central bank owns all assets? Could the threat of such scenarios lead to some unraveling of behavior in
regions where we’d otherwise hope/expect things to work? Budget constraints would interfere with attempts to test
(the original) Volcker’s resolve to tame inflation, but no such constraint binds if we try to test Ben’s resolve. Sorry if
I’m not very clear.
Alex Salter (2011-10-30 19:06:57)
Well stated. The interest rate isn’t the relevant channel; expectations and the money demand function are. If the
public gets nothing else from Market Monetarism, I really hope they get this.
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Lars Christensen (2011-10-30 20:09:44)
Marcus, there is no need to spend too much time on the interest rate channel. That we certainly can agree on. I am,
however, not sure that Bernanke is being fooled - I however believe that he is facing a ”institutional liquidity trap”. So
even if he want to do the right thing the institutional limits within the Federal Reserve as an institution is stopping
him. Fmb, that seems to be a rather extreme scenario. I guess that it possible, but I have a very hard time seeing
that has empirically relevant. In fact I believe that for the US it would not take a lot of buying of assets to push
NGDP back on track once expectations turn around. In my view it is likely that the Fed has ended up far to many
assets to get NGDP back on track. The problem with QE1 and QE2 was that these measures were pushed through
without any target of any kind being announced. It has always seemed odd to me that the Fed said how many and
what assets it would buy with out stating what it wanted to achieve. Alex, thanks. I hope we will achieve a bit more,
but yes, making people understand that monetary policy and interest rates has very little to do with each other is an
extremely important task for us all.
Marcus Nunes (2011-10-30 21:10:14)
Lars:”So even if he want to do the right thing the institutional limits within the Federal Reserve as an institution is
stopping him”. Just like ”diffrent constraints” stopped Romer from giving good advce 18 months ago when she was
still CEA head! http://thefaintofheart.wordpress.com/2011/10/30/the-romer- %E2 %80 %9Cconversion %E2 %80
%9D-and-suggestion-of-a-volcker-moment/
Lars Christensen (2011-10-30 21:13:37)
Marcus, I think sadly that you are right...and don’t forget Romer gave pretty bad advise on fiscal policy in my view.
Lorenzo from Oz (2011-10-30 22:33:22)
Very helpful. Some typos: it should be Brunner-Meltzer critique of; and here the work of for example Lars E. O.
Svensson is key; in the country’s currency; been replaced by a computer.
Benjamin Cole (2011-10-30 22:34:41)
There was a time when President Carter ”leaked” a quote, to the effect he ”would kick Ted Kennedy’s ass” if Kennedy
decided to run. It was an intentional leak. While I believe in transparent, rules-based monetary policy, at this time
Bernanke is seen as feeble. Jeez, even Romer is telling to act tough. Bernanke needs to be ”overheard” at the Fed
cafeteria, telling a staffer, ”We are going to print money until we are drowning in the stuff,” or something to that
effect.
Lars Christensen (2011-10-30 22:42:24)
Lorenzo, thanks - speed is key here, but I have now updated the text. Thanks for the input. PS I am sure there must
be at least ten more typos. The great thing with blogging is that it is exactly as speaking - it is nearly realtime.
Brito (2011-10-31 14:09:01)
This all makes sense given your assumptions, but I still don’t understand why we should assume that investors &
banks will actually believe that Volcker will raise NGDP to the desired level just because he says he will. Expectations
alone cannot be the transmission mechanism, if investors have rational expectations then their expectation must be
justified on a real mechanism that will inherently raise NGDP at some point in the future irrelevant of expectations.
What is the mechanism?
Lars Christensen (2011-10-31 16:57:21)
Brito, monetary policy is all about credibility. The question is how does the central bank build credibility. Real
Volcker did that back in 1979 (or rather in 1982 if you ask Scott Sumner - and me for that matter) by acting. He
announced money supply targets and tried to bring money supply growth by hike interest rates. That started to work
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in 1982 - at least judging from market movements (and the drop in inflation). I took 2-3 years before the markets
really started to buy into the story. I would however claim that it is much easier to convince investors that you will
increase NGDP (and inflation in the short-term) compared to the politically much more challenging situation Volcker
was facing. A simple rule could be the following. Ben Volcker announced that he want people to believe him so every
Friday he will put X $ on the main square of a city randomly chosen somewhere in the country. He will doubly this
amount until the market starts to price in the ”right” expectations for the NGDP path. He could of course also just
use the T-bills markets. Alternatively he could buy commodities - steel, gold, silver or whatever - it is pretty easy to
get money in circulation - also with a banking system in crisis.
Dan Kervick (2011-10-31 18:24:04)
”In such a world an increase in the money supply would push up the prices of equities.” I will ensure that a good
equilibrium is re-established. That means that I will print whatever amount of money is needed so to make up for the
drop in velocity we have seen. I will not stop the expansion of the money base before market participants again forecasts
nominal GDP to have returned to it s old trend path. Thereafter I will conduct monetary policy in such a fashion so
NGDP is maintained on a 5 % growth path. Lars, let’s consider two simplified thought experiments, representing the
extremes of money printing operations. In the first, the Fed orders up $15 trillion in new Federal reserve notes. They
are delivered to the Fed in boxes in container trucks. The boxes are offloaded, and packed away in a warehouse under
lock and key, with orders from the central banker that they never be opened. Everyone in America knows this has
happened. Everyone knows what the orders are. In the second thought experiment, the central bank again orders
up $15 trillion in new Federal Reserve notes. They are again delivered to the Fed in boxes in container trucks. But
this time, Fed employees open the boxes and mail $50,000 to each living soul in the United States. Again, assume
everyone in America knows this has happened. Everyone knows what the policy decision and actions are. I think
we can agree that in the first case, the money printing would have very little impact on prices, while in the second
case, the money printing would have a profound impact on prices. (Predicting the actual impacts however is not that
easy in the real world, because they depend not on the idealizations of rational expectations theory, but on whatever
wild and quirky theories regular people have about the nature of money and prices, theories which are sometimes
bizarre or irrational.) Now the Fed has several operational tools available to it that fall somewhere along the spectrum
between the circumstances of the first thought experiment and the circumstances of the second thought experiment.
And the response of people who pay attention to Fed moves surely depends on their behavioral responses not just to
Fed statements about what its alleged targets are, but to more detailed beliefs about what exactly the Fed is going to
do. Specifically, we can expect very different responses based on the degree to which observers believe Fed actions are
more like the first thought experiment, or more like the second thought experiment. And these differences in response
hold, even if we assume that in all cases the observers are firmly convinced of the Fed’s commitment to carry out
their announced policy. Personally, I think ”opening the boxes” - figuratively speaking - and adding the money as
balances to bank reserve accounts is a lot more like putting the boxes in a warehouse than sending money to people.
So I personally wouldn’t expect to see many changes if I thought that was the Fed’s main available policy mechanism.
But that’s just me. Other people might expect different results. So while it’s good that you and the other MMers are
beginning to address these questions about transmission mechanisms, so far the story you are telling still seems overly
dependent on the power of the beliefs in the commitment, and not the details of the beliefs about the tools that will
be used in pursuing the commitment. It still looks to me like the transmission mechanism is just a black box in a flow
diagram on which someone has written, ” ... and then an amazing change in expectations happens.”
Brito (2011-10-31 21:22:48)
Lars, I agree that getting money into circulation and growing it will increase NGDP. But I don’t think the Fed can do
this easily, quantitative easing doesn’t really get money circulated amongst businesses and ordinary people, the cash
remains motionless at banks’ reserves at the fed, it is not being lent out. So I can’t see a non interest rate transmission
mechanism from QE to higher NGDP, so the central bank will seriously have to consider buying other things, perhaps
from institutions other than banks, or even directly finance government expenditure. Unfortunately this is something
Bernanke has basically ruled out as illegal or outside the roles of the Fed in his testimony to congress.
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Lars Christensen (2011-10-31 21:38:56)
Brito, what would happen is the Federal Reserve put a trillion dollars on time square every Friday for a month? Or
the Bank of England bought a trillion euros every week. Or the Czech central bank bought gold for a trillion Czech
koruna a week? Or the Riksbank paid for paid all Swedish publish expenditures for a year? It would all be highly
inflationary (and no, I do not recommend these central banks to test it....)
Brito (2011-10-31 21:50:11)
Lars, I agree with that. I’m not saying the bank /theoretically/ can’t increase monetary circulation sufficiently. All
I’m saying is that it appears to me unlikely that the bank will do anything other than lower IOR and do more QE,
lowering IOR might help, but isn’t that essentially an interest rate mechanism and thus ruled out? QE on the other
hand I just can’t see actually leading to money entering general circulation, rather than staying in excess reserves (but
maybe I’m wrong?). Is there any action in particular you think the bank should do to increase money in circulation?
Adam Posen calls for more QE that s fine, but& « The Market Monetarist (2011-11-22 21:49:39)
[...] NGDP expectations) will increase bond yields. See my previous comment the transmission mechanism here. Even
though I am skeptical about Posen s call for ad hoc monetary easing I in fact think [...]
Please listen to Nicholas Craft! « The Market Monetarist (2011-11-16 09:28:28)
[...] transmission mechanism in which I think interest rates plays a rather minor role. His my previous comment on
the transmission [...]
How much QE is needed with a NGDP target? « The Market Monetarist (2011-12-13 14:17:25)
[...] is key for how the transmission mechanism works under credible NGDP level targeting. The expectation of a 15
% increase in NGDP would cause [...]

Hayekian capital theory - the math geek version (2011-10-30 21:10)
When I wrote my master thesis many years ago the topic was a mathematical formalization of Austrian
Business Cycle Theory. In hindsight I think it is incredible that I able to pull it off and I am still pretty
happy with that master thesis. It, however, convinced me that Hayek’s version of Austrian Business Cycle
theory was seriously flawed. Furthermore, the math in my modeling never really satisfied me. It was just
not good enough.
Now somebody more clever than me have tried a similar exercise.Here is the abstract from a new paper
from the talented [1]Arash Molavi Vasséi:
”This paper provides a systematic translation of F.A. Hayek’s informal exposition of capital theory in Utility
Analysis and Interest and The Pure Theory of Capital into a model. The underlying premise is that Hayek
adopts infant versions of ‘modern’ analytical tools such that a rational reconstruction of his capital theory
by established neoclassical tools is admissible. The major result is that Hayek’s capital theory contains a
generalization of the Ramsey-Cass-Koopmans model. In concrete, Hayek provides the solution to an infinitehorizon deterministic social planner optimization problem in a one-sector economy such that the rate of pure
time preference encapsulated in the discount factor increases in prospective utility. With respect to stability
properties, he emphasizes that the system converges even in the special case of constant returns to per-capita
accumulation.”
How cool is that? Pretty cool if you ask me, but take a look at the [2]paper yourself.
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PS Arash has promised me that his next project will be on NGDP targeting and/or Market Monetarism.
PPS I hope you all remember Arash’s [3]clever discussion on (dis)equilibrium in Market Monetarism.
1. https://economics.uni-hohenheim.de/71294.html
2. http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1951032
3. http://kantooseconomics.com/2011/09/19/market-monetarism-%E2%80%93-a-disequilibrium-story/

Alex Salter (2011-10-31 16:08:51)
Having no training in real analysis, much of this was Greek to me. Still, it’s nice to see Hayek’s ideas getting more
attention,
Eric Dennis (2011-11-01 02:54:49)
The primary thing one would learn about real analysis in this context is how utterly irrelevant it is to any problem in
economics.

Milton Friedman on exchange rates #4 (2011-10-31 07:00)
Always floating exchange rates?
The theoretical literature often distinguishes between completely fixed exchange rates on the one
hand and freely floating exchange rates on the other. Milton Friedman has pointed out, however, that this
sharp distinction often does not apply to the exchange rate regimes that are used in practice. As well as the
two extremes (completely freely floating exchange rates in which the central bank never intervenes, and a
firmly fixed exchange rate with no fluctuations allowed), a common system is to have fixed but adjustable
exchange rates or rather exchange rate bands. The Danish krone, for example, can swing freely within a
band of +/- 2¼ % around the fixed euro exchange rate of 7.44 kr. per euro.
The three global majors, the US dollar, the Japanese yen and the European euro do float freely
against each other as do a number of smaller currencies, such as the Swedish krona, the British pound,
the Korean won and the New Zealand dollar. However, even such in principle freely floating exchange rates
do not prevent the central banks of these countries from being active in the FX markets from time to time.
A system with fully fixed exchange rates is in practice the same as a monetary union and involves
the complete abolition of any form of monetary independence. One example is Hong Kong. The Hong Kong
Monetary Authority is obliged at all times to exchange US dollars for a fixed amount of Hong Kong dollars
(7.8 Hong Kong dollars per US dollar). This means in essence that Hong Kong is in a monetary union with
the USA the only difference is that Hong Kong has its own banknotes. A second example is the European
Monetary Union, where all members have given up monetary independence and left all monetary policy
decisions to the European Central Bank.
An example of a system with fixed but adjustable exchange rates is the European fixed exchange
rate mechanism, the EMS. Members of the EMS pursued a mutual fixed exchange rate policy or more
correctly, exchange rates were allowed to float within a narrow band and the various central banks were
obliged to ensure (via for example changes in interest rates or intervention in the FX market) that they
remained there. Denmark, Latvia and Lithuania currently follow a fixed exchange rate policy within the
framework of a similar system, ERMII.
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According to Friedman, however, a system of fixed but adjustable exchange rates is the worst of all
worlds. Such a system means that the country abandons the option of an independent exchange rate policy.
However, at times the need to use the exchange rate policy for domestic purposes
for example to tackle
an asymmetric shock will be irresistible, and the country will then either have to adjust exchange rates
(devalue or revalue), or completely abandon the fixed exchange rate policy. This will, meanwhile, cause
uncertainty in the FX market about just how fixed the policy is in reality. Thus a system with fixed
but adjustable exchange rates will always be a potential target for speculative attack: one has so to
speak closed the door, but not locked it. In a monetary union with irrevocably fixed currencies one has, in
contrast, closed the door, locked it and thrown away the key there is simply no doubt about how solid the
fixed exchange rate policy is and thus speculation in exchange rate movements will therefore cease.
Hence for Friedman the choice is between either a freely floating exchange rate or some form of
monetary union. Friedman has over the years presented the criteria by which to choose between the two
exchange rate regimes. Basically there are six criteria that a small country (A) should consider when
deciding its exchange rate policy in relation to the rest of the world (country B):
1. How important is foreign trade for the economy of country A?
2. How flexible are wages and prices in country A?
3. How mobile is labour across national borders?
4. How mobile is capital?
5. How good is monetary policy in country A and the rest of the world ?
6. How are political relations between country A and the rest of the world ?
These criteria in fact define what in modern economics literature is termed an optimal currency
area[1][1]. If there are close trade ties, high wage and price flexibility, and high capital and labour mobility
between country A and the rest of the world , there is, according to Friedman, no reason why the two
countries should not form a monetary union with a common currency.
Friedman stresses, however, that a country should not abandon its monetary policy independence to
another country if that country is expected to pursue a poorer monetary policy than the first country itself
would have done. Friedman places greatest emphasis on this criterion.
Despite Milton Friedman typically
and rightly
being labelled as the standard bearer for floating
exchange rates, he often stresses that the choice is not easy, and he has repeatedly emphasised that countries
have achieved both good and bad results with fixed and floating exchange rates. He points out for example
that in 1985 Israel successfully implemented a fixed exchange rate policy against the dollar that helped cut
inflation without causing any negative long-term economic repercussions.
By way of contrast, Chile implemented a fixed exchange rate policy against the dollar in 1976. Results were good for the first year following the implementation. However, when US monetary policy was
seriously tightened between 1980 and 1982, causing the dollar to surge, monetary policy in Chile also had
to be tightened: Chile suffered a serious economic setback, and in 1982 it abandoned its fixed exchange rate
policy.
Friedman used the two cases above to underline that identical exchange rate policies can lead to dif132

ferent results. The outcome of the fixed exchange rate policy depends on how lucky one is with regard to
the monetary policy in the country whose currency one has fixed to. Israel was lucky to introduce a fixed
exchange rate policy at a time when monetary policy was relatively accommodative in the USA, while Chile
was unlucky to fix just before US monetary policy had to be vigorously tightened. Or as Friedman says:
Never underestimate the role of luck in the fate of individuals or of nations. [2][2]

[3][1] The theory on optimal currency areas can be traced in particular back to Robert Mundell, see eg,
Mundell, R. A., A Theory of Optimal Currency Areas , American Economic Review, Vol. 51, No. 4,
September 1961, pp 657-665.

[4][2] Money Mischief , page 241.

1. file://localhost/mnt/ext/blogbooker/tmp/36m1kpv7/36m1kpv7-body.tex.lynx.html#_ftn1
2. file://localhost/mnt/ext/blogbooker/tmp/36m1kpv7/36m1kpv7-body.tex.lynx.html#_ftn2
3. file://localhost/mnt/ext/blogbooker/tmp/36m1kpv7/36m1kpv7-body.tex.lynx.html#_ftnref1
4. file://localhost/mnt/ext/blogbooker/tmp/36m1kpv7/36m1kpv7-body.tex.lynx.html#_ftnref2

Peter (2011-11-01 16:54:19)
Blake, thanks for your reply. I tried to clarify my argument here: http://blog.ngdp.info/2011/11/rubber-band-take2.html
Blake Johnson (2011-10-31 08:13:15)
Really enjoying the series on Friedman Lars. I’ve read a decent amount of Friedman, but wit such a prolific academic,
there is always more to learn. Keep up the good work.
Peter (2011-10-31 12:44:07)
I turned Friedman’s argument against fixed exchange rates against NGDP level targeting. I hope someone can tell
me why my argument is wrong. http://blog.ngdp.info/2011/10/rubber-bands-and-nominal-gdp-level.htm l
Blake Johnson (2011-11-01 05:14:31)
I am going to take a crack at your argument Peter. The NGDP target works through two channels, the first is the
expectations channel, which you highlight, and the second is through a satisfaction of excess demand for money, which
you seem to gloss over. Further, one of the principles of Market Monetarism is announcing your target, and credibly
assuring markets that you will do what is necessary to meet that target. It seems unlikely to me that after many
years of successful NGDP targeting that a 1 % drop in NGDP would shake the credibility of central banks claims to
continue targeting NGDP. Even if the shock were bigger, if the Fed announces that it is targeting NGDP at level X,
and have demonstrated that they will do what is necessary to meet that target over a period of time as you suggest,

133

the circularity problem should not come in to effect. Beyond this point, if the Fed is targeting NGDP correctly, and
keeps things even relatively close to being on trend, the effect via the channel of satisfying excess demand for money
should still be strong. It would seem to me that your argument might be better suited against a NGDP growth rate
target, but I must admit I have not read Selgin’s work on NGDP growth rate targeting closely enough to comment
further on that possibility.
Blake Johnson (2011-11-01 05:25:08)
One last comment to tie this back in to the exchange rate example. Friedman’s criticism seems to center around the
temptation to manipulate the exchange rate to deal with asymmetric shocks. The knowledge of this temptation is
what causes speculators to doubt credibility in how ”fixed” the fixed exchange rate is. Think Kydland and Prescott’s
Time Inconsistency model, people know that if they expect inflation of X, the fed is tempted to surprise them with
X+Y % inflation to lower unemployment. I am not sure what comparable temptation you are imagining in abandoning NGDP targeting, especially if you assume it has worked successfully for many years. If you have something in
particular in mind, I would appreciate if you could elaborate on that point for clarity.
Milton Friedman on exchange rate policy #6 « The Market Monetarist (2011-11-02 09:51:40)
[...] policy #1 Milton Friedman on exchange rate policy #2 Milton Friedman on exchange rate policy #3 Milton
Friedman on exchange rate policy #4 Milton Friedman on exchange rate policy #5 Share this:TwitterFacebookLike
this:LikeBe the first to [...]

The inverse relationship between central banks’ credibility and the credibility of monetarism (2011-10-31 21:44)
A colleague of mine today said to me Lars, you must be happy that you can be a monetarist again . (Yes,
I am a Market Monetarists, but I consider that to be fully in line with fundamental monetarist thinking&)
So what did he mean? In the old days
prior to the Great Moderation monetarists would repeat
Milton Friedman s dictum that inflation is always and everywhere a monetary phenomenon and suddenly
by the end of the 1970s and 1980s people that started to listen. All around the world central banks put in
place policies to slow money supply growth and thereby bring down inflation. In the policy worked and
inflation indeed started to come down around the world in the early 1980.
Central banks were gaining credibility as inflation fighters and Friedman was proven right - inflation is indeed always and everywhere a monetary phenomenon. However, then disaster stroke not a
disaster to the economy, but to the credibility of monetarism, which eventually led most central banks in
the world to give up any focus on monetary aggregates. In fact it seemed like most central banks gave up
any monetary analysis once inflation was brought under control. Even today most central banks seem oddly
disinterested in monetary theory and monetary analysis.
The reason for the collapse of monetarist credibility was that the strong correlation, which was observed, between money supply growth and inflation (nominal GDP growth) in most of the post-World
War II period broke down. Even when money supply growth accelerated inflation remained low. In time
the relationship between money and inflation stopped being an issue and economic students around the
world was told that yes, inflation is monetary phenomenon, but don t think too much about it. Many
young economists would learn think of the equation of exchange (MV=PY) some scepticism and as old
superstition. In fact it is an identity in the same way as Y=C+I+G+X-M and there is no superstition or
old theory in MV=PY.
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Velocity became endogenous
To understand why the relationship between money supply growth and inflation (nominal GDP growth)
broke down one has to take a look at the credibility of central banks.
But lets start out the equation of exchange (now in growth rates):
(1) m+v=p+y
Once central bankers had won credibility about ensure a certain low inflation rate (for example 2 %)
then the causality in (1) changed dramatically.
It used to be so that the m accelerated then it would fast be visible in higher p and y, while v was
relatively constant. However, with central banks committed not to try to increase GDP growth (y) and
ensuring low inflation then it was given that central banks more or less started to target NGDP growth
(p+y).
So with a credible central that always will deliver a fixed level of NGDP growth then the right hand
side of (1) is fixed. Hence, any shock to m would be counteracted by a shock in the opposite direction to
velocity (v). (This is by the way the same outcome that most theoretical models for a Free Banking system
predict velocity would react in a world of a totally privatised money supply.) David Beckworth has some
[1]great graphs on the relationship between m and v in the US before and during the Great Moderation.
Assume that we have an implicit NGDP growth path target of 5 %. Then with no growth in velocity then the money supply should also grow by 5 % to ensure this. However, lets say that for some reason
the money supply grow by 10 %, but the public knows that the central bank will correct monetary policy
in the following period to bring back down money to get NGDP back on the 5 % growth path then money
demand will adjust so that NGDP ”automatically” is pushed back on trend.
So if the money supply growth too fast it will not impact the long-term expectation for NGDP as
forward-looking economic agents know that the central bank will adjust monetary policy to bring if NGDP
back on its 5 % growth path.
So with a fixed NGDP growth path velocity becomes endogenous and any overshoot/undershoot in
money supply growth is counteracted by a counter move in velocity, which ensures that NGDP is kept on
the expected growth path. This in fact mean that the central banks really does not have to bother much
about temporary misses on money supply growth as the market will ensure changes in velocity so that
NGDP is brought back on trend. This, however, also means that the correlation between money and NGDP
(and inflation) breaks down.
Hence, the collapse of the relation between money and NGDP (and inflation) is a direct consequence
of the increased credibility of central banks around the world.
Hence, as central banks gained credibility monetarists lost it. However, since the outbreak of the
Great Recession central banks have lost their credibility and there are indeed signs that the correlation
between money supply growth and NGDP growth is re-emerging.
So yes, I am happy that people are again beginning to listen to monetarists (now in a improved version of Market Monetarism) it is just sad that the reason once again like in the 1970s is the failure of
central banks.
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1. http://macromarketmusings.blogspot.com/2011/06/how-effective-is-monetary-policy.html

flow5 (2011-11-01 22:53:54)
Nothing ever changed - MVt=PT. PT is a proxy for all transactions. MVt is aggregate monetary purchasing power.
For those who need a reminder the equation of exchange is an algebraic way of stating a truism; that the product of
the unit prices, and quantities of goods and services exchanged, is equal (for the same time period), to the product of
the volume, and transactions velocity of money. Contrary to economic theory, & Nobel laureate, Dr. Milton Friedman,
monetary lags are not long and variable . The lags for monetary flows (MVt), i.e. the proxies for (1) real-growth, &
for (2) inflation indices, are always historically, fixed in length. However, the FED’s target(s), vary widely. Nothing
ever ”broke down”.
Marcus Nunes (2011-10-31 22:15:22)
That´s always true in real life outside central banking. If you are doing your job well so that there are no hassles,
deadline misses, etc, others will naturally think you are not working, or working long enough. As soon as you make a
string of ”mistakes” and then have to work hard to correct them, people will say: ”There´s a hard working man, he´s
getting ”things done”!!!
Luis H Arroyo (2011-10-31 23:00:50)
Marvellous post Lars. I agree almost totally. I think that in 2003-2005, money was expanding too much. ¿Why?
because in these years, NGDP grew quite more than the historical trend: 6,8 % of average, between 2003 (IQ) and
2005 (IQ). The velocity grewnot so much for normal standards. The problem was that CPI was running at a higher
pace than trend: 3,3 % in 2004(06) 2005(09). So, with revised data, monetary policy was too much permissive. I
think alo that much of these data have been revised onwards, and perhaps Fed cannot be accused of negligance, but
ti is incuestionable that the confidence on Fed had raise the margin of tolerence to inflation.
Lars Christensen (2011-10-31 23:13:25)
Luis, I agree - the Fed’s high credibility probably meant that it was not held accountable initially for overly loose
monetary policy in the period just prior to the collapse. I, however, still is uncertain how big the impact of this overly
policy was.
Marcus Nunes (2011-10-31 23:26:11)
Luis But don´t forget, and this is important, that between 2003 and 2005 NGDP was growing above trend for the
same reason the economy should now be growing above trend, i.e. TO TAKE IT BACK TO TREND!
Marcus Nunes (2011-10-31 23:28:10)
And the higher CPI Headline inflation between 2003 and 2005 was due to the oil price shock (doubled) following the
US invasion of Iraq.
Marcus Nunes (2011-10-31 23:39:58)
The point is: The Fed made a big mistake in 2008 and then had to take drastic action to ”save” the financial system.
Ergo, Bernanke is said to have done a great job in avoiding a Second Great Contraction!
Luis H Arroyo (2011-11-01 02:08:30)
Yes, but I see some risk in justifying all deviation from the long term objective as a necessary measure TO TAKE
IT BACK TO TREND. How muuch time above the trend to back to it? In 2003, the deviation from NGDP trend
was not so high. Taking account the inaccurated character of the data, I don´t know if it is possible to be so precise.
On the other hand, I don´t know ”how big the impact of this overly policy was.” I know (ex post) that there was a
residential bubble developing, an overleveraging , and if we are monetarist, we have to admit some responsability of
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money in it. Or is the money only significant in real markets?
Shahid (2011-11-01 13:26:13)
Lars! its always wonderful to read your blogs. I just have one comment, and i hope you dont mind it. I have noticed
a few wording errors, which leave a particular sentence incomplete. For example, in this particular post, there is a
sentence ”However, lets say that for some reason the money supply growth by 10 %”. The word ’growth’ needs to be
replaced by ’grows’ to make more sense of the sentence. as a friendly advice, you might want to write in word format,
which would point out the mistake. Again, hope you dont mind. i myself am not very good at tis thing, but since
your blog is an international blog, and i am a fan of Monetary economics, therefore i thought i should point it out.
The biggest cost of nominal stability is ignorance « The Market Monetarist (2012-01-08 09:26:32)
[...] [...]
NGDP targeting is not a Keynesian business cycle policy « The Market Monetarist (2011-11-12 09:22:07)
[...] have previously argued that when a NGDP target is credible market forces will ensure that any overshoot/undershoot in [...]
Building Successful Relationship » Blog Archive » The inverse relationship between central banks’ credibility and the
& (2011-12-27 15:35:24)
[...] Visit link:Th & #1077 inverse relationship linking central banks’ credibility & #1072nd th & #1077 & [...]
Defining central bank credibility « The Market Monetarist (2011-12-14 09:30:44)
[...] there was a very high degree of negative correlation between M and V growth (See more on this here). This
indicates in view that markets expected the Fed to meet a NGDP and monetary policy became [...]

”Bernanke invites Scott Sumner for lunch” (2011-10-31 23:02)
Oct. 31 (Boomberg) US stock market closed sharply up after the Federal Reserve Bank announced that
Federal Reserve chairman Ben Bernanke has invited Bentley University economics professor and advocate of
nominal GDP targeting Scott Sumner for lunch at the prestigious Washington D.C. restaurant CityZen.
Unnamed officials at the Federal Reserve said that chairman Bernanke wanted to pick Dr. Sumner s brain
on monetary matters . Dr. Sumner declined an interview, but at his blog www.moneyillusion.com he asked
readers What do you wear when you go out for lunch in Washington DC?
The news of the scheduled lunch between chairman Bernanke and Dr. Sumner sparked a sharp sell-off
in US treasury bonds and 30-year bond yields were up more than 30 basis points in today s trading.
The US dollar was the worst performing currency of 52 currencies that Boomberg tracks losing more than 4
% against the euro on the day.
Okay this is all a complete fabrication and there is no Boomberg news agency, but imagine that this
story was really. Would the market react like this? I think it fundamentally would I no clue about the size
of the market direction, but I am pretty sure about the direction.
This illustrates a point that Scott himself has made over and over again: [1]Monetary policy works with
long and variable leads.
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If Bernanke indeed had invited Scott for lunch and it was made public then it is pretty certain that it
would trigger market expectations of what direction Fed policy was going. So in a sense Bernanke can loosen
monetary policy by inviting Scott for lunch. Obviously any market reaction would obviously be based on
expectations of what direction the thinking of Ben Bernanke was heading and if the Federal Reserve then
failed to deliver the markets would just conclude well, this Scott is nice to hangout with but it is not
changing Fed s policy so the market impact should be revised and gone would be any impact on the future
path for NGDP of Scott s and Ben s nice lunch.
I nonetheless dare chairman Bernanke to invite Scott for lunch&(Scott do you have the proper outfit for
lunch at CityZen?)
1. http://www.themoneyillusion.com/?p=6693

BREAKING NEWS!! Fed is now openly discussing NGDP targeting « The Market Monetarist (2011-11-02 22:10:54)
[...] Rooseveltian ResolveTwitting Market MonetaristMilton Friedman on exchange rate policy #5 Bernanke invites
Scott Sumner for lunch The inverse relationship between central banks credibility and the credibility of [...]
Brito (2011-10-31 23:55:19)
What if he invites Christina Romer to lunch? That seems more realistic.

1.2

November

Milton Friedman on exchange rate policy #5 (2011-11-01 07:00)
The euro

a great mistake

The European Monetary Union came into being in 1999, with the euro being introduced at the same time
(as account money , and in 2002 as physical currency). Milton Friedman was an outspoken critic of this
project, and his criticisms can be traced all the way back to The Case for Flexible Exchange Rates from
1953. The basic idea behind the euro is that to exploit the full potential of a single European market for
goods, capital and labour the inner market a single common currency is essential. Friedman opposes this
idea, as his view is namely that free trade is best promoted through floating exchange rates when wage and
price formation are sluggish.
In Friedman s eyes the euro area is not an optimal currency area, as the European goods and labour markets
are still heavily regulated, and so prices and wages are relatively slow to adjust. At the same time, the
mobility of labour between the euro countries is limited due to both regulations and cultural differences. If
this situation is not changed, it will, according to Friedman, inevitably lead to political tensions within the
EU that may reach an intensity the European Central Bank (ECB) cannot ignore.
An asymmetric shock to one or more euro countries would require real national adjustment (price and
wage adjustments), as nominal adjustments (exchange rate adjustments) are not possible within the framework of the monetary union. In Friedman s view this would spark tension between the countries hit by
the asymmetric shock and those not affected. Thus the euro might actually fan political conflict and the
disintegration of Europe which is in diametric opposition to the founding idea behind the single currency.
For Friedman the euro is not primarily an economic project. Rather, Friedman views the euro as basically a political concept designed to force further political integration onto Europe. Friedman believes that
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in the long run no country can maintain its sovereignty if it abandons its currency. The integration of the
goods, capital and labour markets in the euro member countries is a prerequisite for the euro to function,
and according to Friedman this can only happen through further political integration something he fears
will lead to the formation of a European superstate.

Recent developments unfortunately have proven Friedman’s analysis right...
Milton Friedman on exchange rate policy #6 « The Market Monetarist (2011-11-02 09:51:43)
[...] policy #2 Milton Friedman on exchange rate policy #3 Milton Friedman on exchange rate policy #4 Milton
Friedman on exchange rate policy #5 Share this:TwitterFacebookLike this:LikeBe the first to like this post. Leave a
Comment by Lars [...]
Un problème de gouvernance « Cettou-Farronato Blog (2011-11-04 23:57:59)
[...] européenne, elle, était également destinée à l échec. Comme l expliquait Milton Friedman, l Europe n est pas une
zone monétaire optimale du fait de ses trop nombreuses [...]

Twitting Market Monetarist (2011-11-01 08:16)
You will now find my blog posts at Twitter as well [1]@MaMoMVPY
See also the left-hand side of this site.

1. https://twitter.com/#!/MaMoMVPY

Needed: Rooseveltian Resolve (2011-11-01 09:19)
Here is Ben Bernanke (in 1999):
Needed: Rooseveltian Resolve
Franklin D. Roosevelt was elected President of the United States in 1932 with the mandate to get the country
out of the Depression. In the end, the most effective actions he took were the same that Japan needs to
take - namely, rehabilitation of the banking system and devaluation of the currency to promote monetary
easing. But Roosevelt s specific policy actions were, I think, less important than his willingness to be aggressive and to experiment -in short, to do whatever was necessary to get the country moving again. Many of
his policies did not work as intended, but in the end FDR deserves great credit for having the courage to
abandon failed paradigms and to do what needed to be done. Japan is not in a Great Depression by any
means, but its economy has operated below potential for nearly a decade. Nor is it by any means clear that
recovery is imminent. Policy options exist that could greatly reduce these losses. Why isn t more happening?
To this outsider, at least, Japanese monetary policy seems paralyzed, with a paralysis that is largely selfinduced. Most striking is the apparent unwillingness of the monetary authorities to experiment, to try
anything that isn t absolutely guaranteed to work. Perhaps it s time for some Rooseveltian resolve in Japan.
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——
I got this quote from Bernanke’s 1999 paper [1]”Japanese Monetary Policy: A Case of Self-Induced Paralysis?” - or rather David Bechworth has a great [2]post on Bernanke’s paper and that got me reading. I knew
the paper, but didn’t remember how powerful it actually was. Try replace ”Japan” with ”USA” in the paper
and you will see a very strong Bernankian critique of Bernanke.
Thanks for David for alerting me and his many other readers to this great paper.
PS: As I finnish writing this I realised that Scott Sumner in fact wrote the [3]same story (and I guess
[4]Marcus Nunes had alerted him to the Bernanke paper).
1. http://www.princeton.edu/%7Epkrugman/bernanke_paralysis.pdf
2. http://macromarketmusings.blogspot.com/2011/10/who-said-this.html
3. http://www.themoneyillusion.com/?p=3587
4. http://thefaintofheart.wordpress.com/

Benjamin Cole (2011-11-01 19:10:49)
Add on: John Taylor in 2006 gushed about the success of QE in Japan, when they tried it for a while. Now he says
no to QE for the USA. Is it so simple that these guys are GOP’ers, and they do not want Obama to succeed?
Irving Fisher and the New Normal « The Market Monetarist (2011-11-13 23:30:26)
[...] back to the pre-crisis trend level and there is no liquidity trap as long as policy makers use Rooseveltian Resolve
or learn a lesson from the Swedish central bank Riksbanken. Share this:TwitterFacebookLike [...]

80 years ago - history keeps repeating itself (2011-11-02 06:16)
Scott Sumner has a excellent [1]post on events 80 years ago and the comparison with the situation today.
I share Scott’s view of the dismal situation 80 years ago and today.
See my posts on the issue from last week [2]here and [3]here.
1. http://www.themoneyillusion.com/?p=11649
2. http://marketmonetarist.com/2011/10/24/80-years-on-here-we-go-again/
3. http://marketmonetarist.com/2011/10/27/the-hoover-merkelsarkozy-moratorium/

Milton Friedman on exchange rate policy #6 (2011-11-02 07:00)
Gold standard?
The last remnants of the global gold standard system died when the Bretton Woods agreement collapsed
in 1971, but the notion of a global currency system based on a gold standard occasionally pops up in both
general and academic debates, especially in the USA.
Friedman was never any great proponent of the gold standard or other goods-based currency systems. He
sees a gold standard system as neither possible nor desirable in a today s world: undesirable because its
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reintroduction would imply enormous costs in connection with purchasing gold, and not possible because the
mythology that surrounded the gold standard in the nineteenth century no longer exists. In the nineteenth
century everyone expected changes in the money supply to be determined by developments in the price of
gold, and that money and gold were close substitutes. Today, we expect the central bank not gold to
ensure the value of our money. A reintroduction of the gold standard would require a shift in this perception.
In the nineteenth century the gold standard ensured low (or more correctly no) inflation for long periods of time. On the other hand, prices fluctuated considerably from year to year as gold production rose
and fell. According to Friedman this was possible because the goods and labour markets were much more
flexible at that time than now. Any attempt to reintroduce the gold standard now would result in exactly
the same negative outcomes as a fixed exchange rate policy.
Despite the global gold standard having been abandoned many years ago, most central banks continue
to own large amounts of gold. Friedman s view is that one should fully acknowledge the end of the gold
standard system and auction off the gold reserves of the central banks.
This concludes my little series on Milton Friedman’s view on FX policy. See the other posts here:
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[2]Milton
[3]Milton
[4]Milton
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1. http://marketmonetarist.com/2011/10/28/milton-friedman-on-exchange-rate-policy-1/
2. http://marketmonetarist.com/2011/10/29/milton-friedman-on-exchange-rate-policy-2/
3. http://marketmonetarist.com/2011/10/30/milton-friedman-on-exchange-rate-policy-3/
4. http://marketmonetarist.com/2011/10/31/milton-friedman-on-exchange-rates-4/
5. http://marketmonetarist.com/2011/11/01/milton-friedman-on-exchange-rate-policy-5/

€L (2011-12-17 05:51:47)
thanks for sharing the article, very interesting article

Germany 1931, Argentina 2001 - Greece 2011? (2011-11-02 10:22)
The events that we are seeing in Greece these days are undoubtedly events that economic historians will
study for many years to come. But the similarities to historical crises are striking. I have already in previous
posts reminded my readers of the stark similarities with the European especially the German debt crisis
in 1931. However, one can undoubtedly also learn a lot from studying the Argentine crisis of 2001-2002 and
the eventual Argentine default in 2002.
What this crises have in common is the combination of rigid monetary regimes (the gold standard, a currency board and the euro), serious fiscal austerity measures that ultimately leads to the downfall of the
government and an international society that is desperately trying to solve the problem, but ultimately see
domestic political events makes a rescue impossible whether it was the Hoover administration and BIS in
1931, the IMF in 2001 or the EU (Germany/France) in 2011. The historical similarities are truly scary.
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I have no clue how things will play out in Greece, but Germany 1931 and Argentina 2001 does not give
much hope for optimism, but we can at least prepare ourselves for how things might play out by studying
history.
I can recommend having a look at [1]this timeline for how the Argentine crisis played out. You can start on
page 3 the Autumn of 2001. This is more or less where we are in Greece today.
1. http://fpc.state.gov/documents/organization/8040.pdf

M-pesa - Free Banking in Africa? (2011-11-02 11:00)
A number of my readers have an interest in monetary reform and especially in Free Banking. In that regard
developments in Kenya are in fact very interesting, but I guess little known to Free Banking theorists.
Since 2007 a new currency has come to live in Kenya. It is the so-called m-pesa. M for mobile and
pesa is money in Swahili.
Here is how M-pesa is described on Wikipedia:
M-PESA is the product name of a mobile-phone based money transfer service for Safaricom, which is
a Vodafone affiliate&The initial concept of M-PESA was to create a service which allowed microfinance
borrowers to conveniently receive and repay loans using the network of Safaricom airtime resellers. This
would enable microfinance institutions (MFIs) to offer more competitive loan rates to their users, as there
is a reduced cost of dealing in cash. The users of the service would gain through being able to track their
finances more easily. But when the service was trialled, customers adopted the service for a variety of alternative uses; complications arose with Faulu, the partnering microfinance institution (MFI). M-PESA was
re-focused and launched with a different value proposition: sending remittances home across the country and
making payments.
Today, it is common to pay for services and goods around Kenya with M-pesa and as such the it has
developed in to payment form, which is commonly accepted and trusted some would say even more than
the local currency Kenyan shilling. In fact the Kenyan government will now even accept taxes paid with
M-pesa.
I don t know enough about M-pesa, but I don t think it is a real currency at the moment and one cannot say that the M-pesa system is a Free Banking system. However, in my view would it could be developing
in that direction.
I would be very interested in hearing what your views are on these developments and whether it can teach
us anything in terms of monetary theory.
For more on M-pesa see this interesting [1]NBER Working Paper.
PS for those interested in Kenyan monetary policy should note that the Kenyan central bank hiked its
key policy rate by [2]550bp to 16.50 % from 11.50 %.
PPS when I started this blog I promised that it would not be US centric - I hope this post confirms this.
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1. http://www.brown.edu/Departments/Economics/Papers/2011/2011-13_paper.pdf
2. http://www.centralbank.go.ke/downloads/mpc/MPC%20Press%20Release%20-%20Meeting%20of%20November%201%202011.
pdf

JP Koning (2011-11-02 21:00:58)
Far more interesting than bitcoin, agreed. I look forward to learning more.
Lars Christensen (2011-11-02 20:28:54)
http://www.southafrica.info/business/trends/innovations/mpesa-310310 .htm
Lars Christensen (2011-11-02 20:28:40)
JPK, there is now as far as I understand M-pesa loans, but I am not entire sure how it works. What is, however,
interesting is that there has been a loophole in the Kenyan banking regulation, which have made this set-up possible.
Other places m-money have not had the same kind of success. I will try to blog on this topic in the future and I hope
some of my readers with more insight into Free Banking theory will get involved in the discussion. Here is for example
a story of m-money competition. This is much more interesting than bitcoin if you ask me...
JP Koning (2011-11-02 17:41:14)
This is very interesting, Lars. Thanks. Maybe I am wrong, but M-PESA seems like a legitimate enough currency. It
seems to me that it is a hybrid of a commodity currency and a 100 % backed credit currency (what Mises would call
a money substitute), the commodity being ”air time” and the backing being cash. Each minute is indexed in Kenyan
shillings, its price fixed via the promise of redemption at retail stores. Purchases and sales via M-PESA are really
just transfers of minutes. When you cash out of M-PESA, you are just selling air-time for Keynan shillings at the
fixed peg. Alternatively, just consume your air-time by talking on the phone. The next step is for M-PESA to begin
issuing air-time loans, and you have a fractionally-backed currency.
Lars Christensen (2011-11-02 16:18:37)
Shahid, Thank you very much for your input. I find it highly interesting that quasi-monetary reform and technological
development goes hand in hand in many developing countries/Emerging Markets.
Shahid (2011-11-02 13:19:05)
Lars, i would agree with you. I doubt if M-Pesa really fits the criteria of ’free banking’. In Pakistan, we have started
something similar under the Benazir Income Support Program (BISP), which is a countrywide Social Safety Net program. Phone-to-Phone banking, a concept similar to M-pesa, has been launched in atleast 5 districts of Pakistan since
December 2010. The methodology revolves around the distribution of a free mobile handset to the selected beneficiary
(selected through a Poverty Scorecard Survey), who receives her (no ’he’. only women are eligible for this program)
mobile handset at a designated center. She recieves a SMS every month, informing her that her monthly financial
assiatnce has been credited. She then goes to a bank or a franchisee, where she recieves her money. Is this monetary
reform? yes, in the sense that this a movement away from traditional means of delivering and receiving payments, and
also it has off-shoots (like paying for other stuff through M-pesa). Is it free banking? I would suspect that the answer
is no. Take Pakistan’s example. While the mobile handset may be delivered free to the beneficiary, the government
has to buy it from Telco’s and deliver it to the beneficiary (dont forget to factor in the delivery costs). Also, banks
charge a fee (or a certain percentage per installment) for disbursal of money. Further,dont forget that the transaction
costs may be reduced, but they are not zero. What i am trying to get over here is that M-pesa or methods like it are
a welcome addition since they tend to reduce transaction costs by the use of technology, but there are costs! The big
question is: who will bear those costs, and how to come up with an estimate of these costs? I want to add something
here. This point may be important or unimportant, but nonetheless worth mentioning and pondering about. Quiet a
substantial cost (both in terms of transaction cost or otherwise) has to be borne just because of a influential cultural
phenomenon: the preference for hard cash (or printed note bills). To receive these notes, one can imagine the lengthy
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process and associated costs. For example, cost of printing bills, cost of clearing and disbursing them, cost of insuring
these against counterfeits, cost of receiving the notes (opening an account, paying a fee, travelling to bank to recieve
money, etc). I and some of my colleagues once carried out an interesting experiment in this regard (it was informal,
and we never gave it a serious thought of publishing it). We asked two set of individuals (one educated, urban individuals and the other rural, less educated ones) that if offered an opportunity to receive their payments in the form of
electronic credit (say 10,000 points) instead of 10,000 hard cash, would they be willing to accept it? Not surprisingly,
the answer was largely ’No’ from both sets of individuals. We then jacked up the offer of crediting 15,000 points if the
individuals would let go 10,000 in hard cash. Still, not surprisingly, there was little variation from the previous result.
But what was astonishing for us was that the group of well-educated, urban folks (who are adept at using technology)
also did not take up the offer, and stuck with the option of receiving hard cash. Crux of my argument: if we have to
move towards some sort of free banking with little or no transaction costs, we need a cultural change too. And oh,
for those who claim that this is some sort of free banking, wel who’s printing the money?
Shahid (2011-11-03 09:51:39)
JPK! Agreed that its an interesting and a creative idea, something that would probably reduce transaction costs
susbtantially. Traditional banking is expected to face tough competition with the introduction of these kinds of technologies. Just a word of caution. I am stating this from the bitcoin experience. Its a wonderful idea, just like M-Pesa,
but black marketers were smart enough to realize that its also a good (and easy)way of converting their illegal money
into legal money. The Govt. was caught unaware because tracking these transactions is difficult. But once Govt’s
realized what was going on, they started to restrict bitcoin transactions. For example, government in China cracked
down on bitcoin transactions about a year ago. Unlike traditional banking, M-Pesa or Bitcoin operations do not
require extensive documentation. It makes it easy for trasacting money across borders. I would say that some sort of
check/regulation may become necessary incase M-Pesa goes the bitcoin way.
Njambi (2012-01-05 12:36:41)
Hi Lars - thanks, this is interesting. Mpesa is actually not a free service but the costs are very competitive and have
given the banking sector in Kenya and East African countries a run for their money. The fact that financial inclusion
is now being observed and felt in the remote areas of E.Africa is really great. Mpesa which is a money transfer service
have been introduced in the US and England and now funds are sent to people in remote areas in Kenya and the East
African regions

BREAKING NEWS!! Fed is now openly discussing NGDP targeting (2011-11-02 20:32)
This is huge news...more to come...
News updates
[1]Marketwatch
And a bit of negative spin on the news from the [2]Journal.
What can I say...WAUW! Good work Scott Sumner and all you other hard blogging Market Monetarists
out there...
A month ago nobody was talking about NGDP targeting. Now it is all over the media - and any financial market participant who want to be on top of things will have to get used to talk about NGDP targeting.
This is now a market theme.
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And yes, yes I know this is just discussions and Bernanke is not on board - yet. Nonetheless I think
[3]Scott can be very proud today!
I have been saying we are in 1931 - European debt problems - but we are now moving towards 1933 when
FDR de-pegged from gold. I guess the US now is in 1932 - maybe even late 1932.
PS I still think Bernanke needs to invite Scott for [4]lunch...

1. http://www.marketwatch.com/story/treasurys-slip-ahead-of-fed-meeting-2011-11-02?link=MW_latest_news
2. http://blogs.wsj.com/marketbeat/2011/11/02/bernanke-no-plans-to-target-ngdp/
3. http://www.themoneyillusion.com/?p=11656
4. http://marketmonetarist.com/2011/10/31/bernanke-invites-scott-sumner-for-lunch/

Lars Christensen (2011-11-02 21:39:23)
Well Brito...feel free to call Bernanke San - that is what Benjamin Cole is doing all the time when he think Bernanke
is behaving has Bank of Japan;-) I think the discussion is out in the open now...pressure will be building.
Brito (2011-11-02 21:07:04)
I’m kind of pissed off at the way he basically brushed it aside as inferior. He could have at least said ”we will continue
to think about the issue and whether thinking in terms of inflation and employment is better than thinking in terms
of nominal GDP.
John Hall (2011-11-02 20:41:44)
They’ve talked about it in the Fed minutes and a few Fed governors have mentioned it in speeches. It’s just that it
took until now for journalists to realize it.
Benjamin Cole (2011-11-03 00:57:07)
I like to call Bernanke, Mr. Bernanke-san as I think that will really goad him into action. He has written clearly on
the need for the Bank of japan to something...something like NGDP targeting. Go Market Monetarists!!!!

George Selgin on Bernanke and NGDP targeting (2011-11-03 08:49)
Bill Woolsey has [1]comment on Fed governor Ben Bernanke’s comment’s yesterday regarding NGDP targeting.
Here is what Bernanke said:
”So the fed’s mandate is, of course, a dual mandate. We have a mandate for both employment and for
price stability. And we have a framework in place that allows us to communicate and to think about the two
sides of that mandate. We talked yesterday about nominal GDP as an indicator, as an information variable,
something to add to the list of variables that we think about. And it was a very interesting discussion. However, we think that within the existing framework that we have, which looks at both sides of the mandate,
not just some combination of the two, we can communicate whatever we need to communicate about future
monetary policy. So we are not contemplating at this time any radical change in framework. We are going
to stay within the dual mandate approach that we’ve been using until this point.”
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[2]George Selgin who is one of the pioneers of NGDP targeting - even though we all know George prefers
Free Banking - has a comment on Bill’s blog. I think George’s comment make a lot of sense:
”Right. BB doesn’t get it: nominal spending isn’t an indicator to be used in helping the Fed to regulate P and y. It is itself the very thing the Fed ought to regulate. The idea that Py is some sort of composite
of two more ”fundamental” variables, where the Fed is supposed to be concerned with the stability of each,
is a crude fallacy. Neither stability of y nor that of P is desirable per se. Stability of Py, on the other
hand–which is to say stability of nominal aggregate demand–is desirable in itself.”
Right on George! (for those not schooled in econ lingo P is prices and y is real GDP and Py obviously
is nominal GDP).
1. http://monetaryfreedom-billwoolsey.blogspot.com/2011/11/bernanke-on-nominal-gdp-targeting.html#comments
2. http://www.terry.uga.edu/~selgin/

Integral (2011-11-03 16:39:21)
Fascinating, Lars. I’m currently trying to pull together a review of the NGDP targeting literature, and I found this
choice quote from Taylor (1985): ”No one should be interested in fluctuations in nominal GNP per se. The macroeconomic quantities of interest are the fluctuations in real GNP and the price level – the components of nominal GNP.
In this sense nominal GNP is not a final target; rather, it is an intermediate target.” (J. Taylor (1985), ”What would
nominal GNP targeting do to the business cycle?”) How much the thinking changes!
Lars Christensen (2011-11-03 17:17:43)
Integral, yes, it is incredible. Actually it seems like most great economists - which interest in monetary matters - at
some point in their life have advocated nominal income targeting. I am looking forward to seeing your paper and will
be happy to blog about it - or let you write a guest blog on it.
Integral (2011-11-03 17:43:00)
Thanks. The idea that an NGDP target is a goal unto itself is fairly new, though it seems obvious now. Throughout
the literature, the refrain is ”one could target NGDP, but the goal variables are really P’s and Y’s, not PY together.”
NGDP is always an intermediate target, not a final target. One of the big changes in thinking that Market Monetarists
are bringing about is interest in NGDP targeting as a final variable, not a means to some other end. I do plan on
sending out a draft version of the literature review to you, Scott Sumner and a few other Market Monetarists – even
if only so that I don’t miss some major strain of work. My goal is to provide something of a companion piece to your
2011 working paper: where you focus (rightly) on the blogosphere surrounding market monetarism, I intend to trace
the evolution of NGDP targeting through the academic literature.
Alex Salter (2011-11-03 19:18:55)
Bingo. Py is more than just P*y; it’s a different phenomenon entirely. The Fed’s dual mandate blinders are forcing
its officers to perceive a false dichotomy. Nominal expenditure is the emergent result of the plans of millions of selfinterested traders. Realizing this undoubtedly leads to the importance, in and of itself, of nominal expenditure. To
think otherwise means you don’t understand the theory.
Luis H Arroyo (2011-11-03 22:15:01)
I begin to think that this debate about NGDP is going out of any sense. The idea is absolutly correct, but its implementation is not so easy without some complementary indicators. I see NDGP as unique objective flawed by the lags
and revision to which is submitted until the definitive figures are obtained. That implies some degree of vagueness
and confusion for the expectations of the public. You can imagine the discussion if after three years the %NGDP of
three years ago was not 3 % but 7 %. In the men time, the Fed has been trying to compensate the 3 % with an
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objective of 6 % during two years. On the other hand, the case of Swedish Bank proves that a simple objective of
inflation doesn´t prevent the central bank of taking the good decision.
Integral (2011-11-03 22:50:22)
Luis: that’s the idea behind ”targeting the forecast”. The Fed would act to stabilize expected NGP four to eight
quarters out, as opposed to current-quarter NGDP which is indeed subject to (sometimes substantial) revision.
George Selgin on Bernanke and NGDP targeting « Economics Info (2011-11-04 09:00:46)
[...] Source [...]
Luis H Arroyo (2011-11-04 12:39:14)
Hmmm this answer don’t convince me. First, I see a problem of mistake if there is a high diffrence between actual and
expected NGDP... that, sooner or later, it will be revised. Second, I don´t believe that target expectations, would be
sufficient to move the public. AS Noah said http://noahpinionblog.blogspot.com/2011/11/ngdp-targeting-means-prin
t-money-and.html ”NGDP targeting” means ”print money and buy stuff” Print money and buy anything else. That’s
the question.

The Chuck Norris effect, Swiss lessons and a (not so) crazy idea (2011-11-03 11:40)
Here is from [1]The Street Light:
”You may recall that in September the Swiss National Bank (SNB) announced that it was going to intervene as necessary in the currency markets to ensure that the Swiss Franc (CHF) stayed above a minimum
exchange rate with the euro of 1.20 CHF/EUR. How has that been working out for them?
It turns out that it has been working extremely well. Today the SNB released data on its balance sheet for
the end of September. During the month of August the SNB had to spend almost CHF 100 billion to buy
foreign currency assets to keep the exchange rate at a reasonable level. But in September – most of which
was after the announcement of the exchange rate minimum – the SNB’s foreign currency assets only grew
by about CHF 25 billion. Furthermore, this increase in the CHF value of the SNB’s foreign currency assets
likely includes substantial capital gains that the SNB reaped on its euro portfolio (which was valued at about
¬130 bn at the end of September), as the CHF was almost 10 % weaker against the euro in September than
in August. Given that, it seems likely that the SNB’s purchases of new euro assets in September after the
announcement of the exchange rate floor almost completely stopped.”
This is a very strong demonstration of the power of monetary policy when the central bank is credible.
This is the Chuck Norris effect of monetary policy: You don’t have to print more money to ease monetary
policy if you are a credible central bank with a credible target. ([2]Nick Rowe and I like this sort of thing...)
And now to the (not so) crazy idea - if the SNB can ease monetary policy by announcing a devaluation
why can’t the Federal Reserve and the ECB do it? Obviously some would say that not all central banks in
the world can devalue at the same time - but they can. They can easily do it against commodity prices. So
lets say that the ECB, the Federal Reserve, the Bank of Japan, the Bank of England and the SNB tomorrow
announced a 15 % devaluation against commodity prices (for example the CRB index) and that they will
defend that one sided ”peg” until the nominal GDP level returns to their pre-Great Recession trend levels.
Why 15 %? Because that is more or less the NGDP ”gap” in the euro zone and the US.
The clever reader will notice that this is the coordinated and slightly more sexy version of Lars E. O.
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Svensson’s [3]fool-proof way to escape deflation and the liquidity trap.
Is a coordinated 15 % devaluation of the major currencies of the world (with the exception of RMB) a
crazy idea? Yes, it is quite crazy and it could trigger all kind of political discussions, but I am pretty sure it
would work and would very fast bring US and European NGDP back towards the pre-crisis trend. And for
those who now scream at the screen ”How the hell will higher commodity prices help us?” I will just remind
you of the crucial difference between demand and supply driven increases in commodity prices. But okay,
lets say we don’t want to do that - so lets instead do the following. The same central banks will ”devalue” 15
% against a composite index for stock prices in the US, the UK, the euro zone and Japan. Ok, I know you
are very upset now. How can he suggest that? I am not really suggesting it, but I am arguing that monetary
policy can easily work and all this ”crazy idea” would actually do the trick and bring back NGDP back on
track in both the US and Europe. But you might have a better idea.
1. http://streetlightblog.blogspot.com/2011/10/swiss-magic-and-central-bank-price.html
2. http://worthwhile.typepad.com/worthwhile_canadian_initi/2011/10/monetary-policy-as-a-threat-strategy.html
3. http://www.princeton.edu/ceps/workingpapers/126svensson.pdf

Lars Christensen (2011-11-03 16:23:35)
JPK, you are obviously right - both the ECB and the Fed lacks credibility, but I also think that credibility could
be established very fast by acting aggressively, while at the same time announcing very clear targets - entry and
exit strategies. Furthermore, I am pretty certain that the amount of money put into QE in the US could have been
much smaller if proper and clear rules had been announced early on. Bernanke for some odd reason, however, remain
reluctant (Japanese-style) to do so.
JP Koning (2011-11-03 14:52:48)
”And now to the (not so) crazy idea if the SNB can ease monetary policy by announcing a devaluation why can t
the Federal Reserve and the ECB do it? ” The Fed and ECB can’t ease through a mere announcement because they
don’t yet have credibility. They would have to expend tremendous amounts of firepower to reach their target. The
SNB was able set the peg via a mere announcement because by the time it came out in early September, the SNB had
already spent some CHF 200B in a war against speculators through most of August. And the SNB was winning that
war, and thereby demonstrating its resolve. When the announcement came, they didn’t have to throw many more
punches. If the Fed and ECB announced the same sort of policy today, they’d have to expend massive amounts of
firepower to achieve it. Just like the SNB did in August. The market doesn’t give away credibility for free.
Repeating a (not so) crazy idea or if Chuck Norris was ECB chief « The Market Monetarist (2011-11-10 15:50:14)
[...] I in a post came up with what I described as a crazy idea that might in fact not be so [...]
Adam Posen calls for more QE that s fine, but& « The Market Monetarist (2011-11-22 21:49:41)
[...] call for ad hoc monetary easing I in fact think that monetary policy with the help of the Chuck Norris Effect is
much more powerful than Posen seems to think. Share this:TwitterFacebookLike this:LikeBe the [...]
TheMoneyIllusion » Statsguy applies game theory to Fed policy (2011-11-04 17:58:20)
[...] trend inflation, which we can control. And finally, I d recommend Lars Christensen s piece on Switzerland as a
supplement to Statsguy s comments. (Also look at the graphs in the post Lars links [...]
Why good monetary policy is like good crime fighting « Of Flies and Fly-bottles (2011-11-06 21:59:54)
[...] under rule of law are more likely to act in a way that is consistent with low crime. This is why the Swiss National
Bank announcing it would do whatever it takes to maintain an exchange.... The reason why the Fed has had to take
so much drastic action is because no one is [...]
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Yes, Virginia, a central bank can always stimulate the economy if it wants to « Of Flies and Fly-bottles (2011-11-10
01:30:09)
[...] is right would make all the difference to the policy s success (from The Street Light, via Lars Christensen): You
may recall that in September the Swiss National Bank (SNB) announced that it was going to [...]
How much QE is needed with a NGDP target? « The Market Monetarist (2011-12-13 14:17:22)
[...] simple answer is that it all depends on Chuck Norris, or rather on the Chuck Norris effect. We have earlier defined
the Chuck Norris effect in the following [...]
NGDP targeting is not a Keynesian business cycle policy « The Market Monetarist (2011-11-12 09:22:04)
[...] to be increased. We argue that that would happen more or less automatically (remember the Chuck Norris
effect) if the central bank would implement a strict NGDP level [...]
The Vitali Klitschko effect and speculative attacks « The Market Monetarist (2011-11-30 00:41:28)
[...] question is, however, who is the strongest Chuck Norris or Vitali Klitschko? So while the Chuck Norris effect is
saying that You don t have to [...]
Six central banks take action, but where is Chuck Norris? « The Market Monetarist (2011-11-30 16:01:58)
[...] we are unlikely to have a strong and long lasting impact of this. What we are missing here is the Chuck Norris
effect. The central banks need to announce a target for example that they want to increase NGDP [...]
Wauw! We have a Market Monetarist at the Telegraph « The Market Monetarist (2011-12-02 09:21:23)
[...] (and bit on Friedman): Repeating a (not so) crazy idea or if Chuck Norris was ECB chief The Chuck Norris effect, Swiss lessons and a (not so) crazy idea Irving Fisher and the New Normal The Fisher-Friedman-Sumner-Svensson
axis Share [...]
Monetary policy can t fix all problems « The Market Monetarist (2011-12-22 23:09:56)
[...] to solve all kind of actual and perceived problems, but who really needs a hammer when you got Chuck Norris?
Share this:TwitterFacebookLike this:LikeBe the first to like this post. Leave a Comment by Lars [...]

William Niskanen 1933-2011 (2011-11-03 17:13)
[1]William Niskanen passed away on October 26. I have always admired Niskanen a lot. He was a champion
of liberty and a great economist.
Any student of Public Choice theory would know Niskanen’s classic Bureaucracy and Representative Government from 1971 and I still think of this as his greatest contribution to economic theory. However, as Bill
Woolsey reminds us William Niskanen was also a long time proponent of nominal income targeting.
Niskanen first advocated nominal income targeting or rather targeting of nominal spending in his 1992
paper ”Political Guidance on Monetary Policy”. Niskanen later elaborated on the subject in his 2001 paper
[2]”A test of the Demand Rule” and further in his 2002 paper [3]”On the Death of the Phillips Curve”.
Marcus Nunes has an insight comment on ”A test of the Demand Rule” [4]here.
1. http://www.cato.org/pressroom.php?display=news&id=203
2. http://www.cato.org/pubs/journal/cj21n2/cj21n2-5.pdf
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3. http://www.cato.org/pubs/journal/cj22n2/cj22n2-1.pdf
4. http://thefaintofheart.wordpress.com/2011/11/03/william-niskanen-a-proponent-of-ngdp-targeting/

Beckworth and Ponnuru: Tight budgets, Loose money (2011-11-03 17:43)
David Beckworth and Ramesh Ponnuru just came out with a new [1]article on the economic policy debate
in the US. Beckworth and Ponnuru lash out against both left and right in American politics. Let me just
say that I agree with basically everything in the article, but you should read it yourself.
However, what I find most interesting in the article is not the discussion about the US political landscape,
but rather the very clear description of both the Great Moderation and the causes for the Great Recession:
”The Fed did a pretty good job of stabilizing the economy. The result of its monetary policies was that
the economy, measured in current-dollar or nominal terms, grew at about 5 percent a year, with inflation
accounting for 2 percent of the increase and real economic growth 3 percent. Keeping nominal spending and
nominal income on a predictable path is important for two reasons. First, most debts, such as mortgages, are
contracted in nominal terms, so an unexpected slowdown in nominal income growth increases their burden.
Also, the difficulty of adjusting nominal prices makes the business cycle more severe. If workers resist nominal wage cuts during a deflation, for example, mass unemployment results...During the great moderation,
people began to expect spending and incomes to grow at a stable rate and made borrowing decisions based
on it. But maintaining this stability requires the Fed to increase the money supply whenever the demand
for money balances people s preference for cash over other assets increases. This happened in 2008 when,
as a result of the recession and the financial crisis, fearful Americans began to hold their cash. The Federal
Reserve, first worried about increased commodity prices as a harbinger of inflation and then focused on
saving the financial system, failed to increase the money supply enough to offset this shift in demand and
allowed nominal spending to fall through mid-2009”
I wish a lot more people would understand this - Beckworth and Ponnuru are certainly not to blame if
you don’t understand it yet.
———
UPDATE: See [2]this interesting comment on Niskanen and Beckworth/Ponnuru by Tim B. Lee.
1. http://www.tnr.com/article/economy/97013/obama-federal-reserve-inflation-loose-money
2. http://www.cato-at-liberty.org/beckworth-ponnuru-and-niskanen-on-monetary-policy/

Benjamin Cole (2011-11-03 22:25:58)
Very nice piece by Beckworth and Ponnuru. I would say that NGDP targeting has entered into the economic literati
mindscape. Next stop: The Federal Reserve Board.

Tim Lee - Market Monetarist (2011-11-04 00:04)
[1]Timothy B. Lee at the Cato Institute has a couple of interesting comments out on US monetary policy they are at the core very much Market Monetarist.
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Here is a few recommendations:
[2]Fighting the Last Monetary War (Happy to see Tim is reading Friedman’s Money Mischief - one of
my favourite books)
[3]More on Nominal Sales and Monetary Policy (happy to see a tribute to William Niskanen’s monetary
policy views)
[4]Beckworth, Ponnuru and Niskanen on Monetary Policy (Tim, you make us proud...)
Most Market Monetarists talk about NGDP level targeting, but I guess people like Beckworth and Woolsey
would prefer targeting ”nominal final sales to domestic purchasers” as William Niskanen suggested. I have
sympathy for that as well - especially if I think of none-US monetary policy then a target on what I would call
final domestic spending would be appropriate. Furthermore, final sales was also Clark Warburton’s prefered
measure for Py and given I think Warburton is the most underappreciated monetarist ever it is only natural
for me to advocate to use final sales rather NGDP as a measure of Py.
Anyway, nice to see a Cato scholar on board. The Cato Institute has been at the forefront of ”policy
development” in the US for decades and it’s annual monetary conference continues to be hugely influential
on US and global thinking about monetary policy and theory so it is truly great that Tim is spreading the
message from William Niskanen.
1. http://www.cato.org/people/timothy-lee
2. http://www.cato.org/pub_display.php?pub_id=13777
3. http://www.cato-at-liberty.org/more-on-nominal-sales-and-monetary-policy/
4. http://www.cato-at-liberty.org/beckworth-ponnuru-and-niskanen-on-monetary-policy/

Thought (2011-11-04 10:51:39)
Nominal final sales of domestic product seems a better target to me - your suggested sales to domestic purchasers only
involves local demand, my suggested sales of domestic product accounts for the demand of the foreign sector. Lets
illustrate, local demand grows at a trend target of 5 %, but foreign demand takes a slump and is forecasted to grow
by 1 %: now, if you target sales to domestic purchasers, no action will be taken, but by targeting sales of domestic
product the money supply would be increased, the currency would depreciate until foreign demand grows at 5 %.
Lars Christensen (2011-11-04 14:15:55)
Thought, I there is a risk that monetary policy would become highly ”volatile” in a small open economy if the central
bank tried to target something which includes external demand. Take very open small economies like Singapore and
Iceland. Here the volatility in GDP is much higher than in domestic demand - so if the central banks in Iceland or
Singapore tried to target NGDP then it would have to ”overreact” to short-term volatility in net exports. The extreme
example would be Iceland where exports are highly volatile. In my view it would be pretty insane to try to counteract
swings basically in fish prices by targeting NGDP.
The Market Monetarist voice at Cato Institute « The Market Monetarist (2011-11-05 18:40:31)
[...] a pervious post I have noted that Tim Lee a scholar at the libertarian Cato Institute has been endorsing basically
[...]

Does China target NGDP? (2011-11-04 22:04)
Much of the debate about NGDP targeting in the blogosphere is about what the Federal Reserve should do.
However, I think it is equally important to discuss and focus on what monetary regimes are preferable for
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other countries. I hope I will be able to increase the focus among Market Monetarists on monetary policy in
other countries than the US.
Given that China is the second largest economy is the world it is somewhat surprising how little interest their is in Chinese monetary policy and especially in what are the key drivers of Chinese monetary policy.
A [1]working paper - ”McCallum rule and Chinese monetary policy” - by Tuuli Koivu, Aaron Mehrotra and
Riikka Nuutilainen from 2008 sheds more light on this important topic and Market Monetarists should be
very interested in the results.
Here is the abstract:
”This paper evaluates the usefulness of a McCallum monetary policy rule based on money supply for maintaining price stability in mainland China. We examine whether excess money relative to rule-based values
provides information that improves the forecasting of price developments. The results suggest that our monetary variable helps in predicting both consumer and corporate goods price inflation, but the results for
consumer prices depend on the forecasting period. Nevertheless, growth of the Chinese monetary base has
tracked the McCallum rule quite closely. Moreover, results using a structural vector autoregression suggest
that our measure of excess money supply could be used to identify monetary policy shocks in the Chinese
economy.”
Hence, according to the authors the People’s Bank of China (PBoC) follow a McCallum rule whereby they
use the money base to hit a given target for growth in nominal GDP (NGDP).
This in my view is a highly interesting result and it is somewhat of a surprise that these empirical results have not gotten more attention - especially given China’s impressive economic performance in recent
years. Furthermore, it would be extremely interesting to see how the results would look if they where updated
to include the Great Recession period. I am sure there is lot of aspiring Market Monetarists out there who
are getting ready to update these results...
The PBoC is certainly not conducting monetary policy in a transparent way and the Chinese financial
markets remain overly regulated, but at least it seems like the PBoC got their money base control more or
less right.

1. http://www.suomenpankki.fi/fi/suomen_pankki/organisaatio/asiantuntijoita/Documents/DP1508.pdf

Richard A. (2011-11-04 22:26:02)
A paper that needs to be written is what the money growth would have been here in the US during the great recession
had a McCallum like rule been used.
Lars Christensen (2011-11-04 22:36:43)
Richard A, I have actually done a post on that topic: http://marketmonetarist.com/2011/10/19/more-on-themccallum-christen sen-rule-and-something-on-selgin-and-the-imf/ But I agree that paper needs to be written.
Benjamin Cole (2011-11-05 02:28:38)
A recent study by the Honk Kong Monetary Authority found that the ”revealed preference” of China;s central bank
was growth more than containing inflation. And China has been growing gangbusters. And Japan has not ben.
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The Market Monetarist voice at Cato Institute (2011-11-05 18:35)
In a pervious [1]post I have noted that Tim Lee a [2]scholar at the libertarian Cato Institute has been endorsing basically Market Monetarist ideas. Now Tim has a comment on Market Monetarism. I am happy to
see that Tim has nice things to say about Market Monetarism and my [3]paper on Market Monetarism in
his latest [4]article at forbes.com.
Once again - I am happy to see that Tim Lee is continuing the work for nominal income targeting that
William Niskanen started at the Cato Institute. NGDP should be the natural position of the good people
at the Cato Institute.
1. http://marketmonetarist.com/2011/11/04/tim-lee-market-monetarist/
2. http://www.cato.org/people/timothy-lee
3. http://thefaintofheart.files.wordpress.com/2011/09/market-monetarism-13092011.pdf
4. http://www.forbes.com/sites/timothylee/2011/11/05/the-politics-of-market-monetarism/

Argentine lessons for Greece (2011-11-05 21:07)
As Greek Prime Minister George Papandreou is fighting to putting together a new government after he
yesterday survived a no-confidence vote in the Greek parliament I am once again reminded by the Argentine
crisis of 2001-2002.
In my view the similarities with the Argentine crisis are striking
and most of the mistakes made
by Argentine policy makers and by the international institutions are being repeated today in regard to the
Greek crisis. Most important both in the Argentine case and in the Greek case policy makers refused to
acknowledge that monetary policy is at the root of the problems rather than fiscal matters.
My favourite account of the Argentine crisis is the excellent book [1] And the Money Kept Rolling
in (And Out) by Paul Blustein.
You can t help thinking of Greece and the efforts of the last year to
see the title of Chapter 7: Doubling a Losing Bet .

save

the country when you

I highly recommend Blustein s book for those who want to understand how international institutions
like the IMF works and why they fail and to understand how monetary regimes like Argentina s currency
board become sacred
in the same as the gold standard used to be and this leads to crisis.
But back to Greece

or rather to the parallels to the Argentine crisis.

It has been rumours that former Greek central bank governor Lucas Papademos could take over as
new Prime Minister in Greece. I have no clue whether this is going to happen, but the story made me think.
When you are in serious trouble you call in a well-respected former central banker to get some credibility. Argentina did that when Domingo Cavallo - the former successful central bank governor - became
economics minister. Cavallo became economics minister on March 20 2001. He then tried to push through
a number of austerity measures. He resigns on December 20 after massive protest and violence that kills 20
people. So far there has luckily been less killed in Greece.
So Cavallo lasted only 8 months

even respected central bankers cannot preform fiscal miracles in
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insolvent nations. But Cavollo s 8 months as economics minister might be a benchmark for how long a
central banker can stay on as economics minister or Prime Minister.
Another measure of how long Papademos will be able to survive as Prime Minister if he indeed
where to succeed Papandreou is to look at how many presidents Argentina had in 2001.
First president to step down was Fernando de la Rúa - on December 20 2001
allo stepped.

the same day Cav-

Next one to step down was Adolfo Rodríguez Saá after 7 days in power on December 30 2001.
Eduardo Duhalde came into office January 2 2002 and stays on until May 25 2003. Duhalde a populist famously defaulted on Greece foreign debt and is more popular with the Argentine public than with
foreign creditors.
The question is whether Papademos would be Cavallo, Saá or Duhalde. He can’t really be Cavallo as we are too long into the process and as Greece has already defaulted on some of the debt, but on the other
hand the EU has not pulled the plug on Greece yet. It was really the IMF s stop for funding of Argentina
on December 5 2001 that ”killed” Saá. Saá, however, while in government defaulted on foreign private debt
on December 7 2001 (Greece effective defaulted on a large share of the private sector debt last week).
The Argentine currency board came to an end on January 6 2002 - around a month after the default on foreign debt and three weeks after Saá resigned...
If this is any guidance for the Greek situation we are surely in the end game&
PS I met Cavallo at a seminar back in 2008
I was somewhat shocked to hear that he still thinks
it was wrong that Argentina gave up the currency board despite more than 20 people died in civil unrest
while he was economics minister. The Argentine economy rebound strongly after the currency board was
given up and has growly strongly since then.I am certainly not claiming everything is fine in Argentina, but
things are certainly better than in 2001.
—Update: Cavallo indeed has a view on Greece in the light of his own expirience.
[2]here. Lets just say I think he is mostly wrong...
Update 2 (November 13):
Argentina.

See his comment

[3]Scott Sumner is out with an excellent comment on the lessons from

1. http://www.amazon.com/Money-Kept-Rolling-Out-Bankrupting/dp/1586482459
2. http://voxeu.org/index.php?q=node/6758
3. http://www.themoneyillusion.com/?p=11499

Marcus Nunes (2011-11-05 21:26:42)
Lars, you said: I met Cavallo at a seminar back in 2008 I was somewhat shocked to hear that he still thinks it
was wrong that Argentina gave up the currency board despite more than 20 people died in civil unrest while he was
economics minister. Just like Cavllo thought that about the ”Currency Board”, Bernanke thinks IT is the world´s
seventh wonder and refuses to give it up (in favor of NGDPT, or something else). People have not ”died” yet...
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Friedman s thermostat and why he obviously would support a NGDP target
(2011-11-05 22:21)

In a recent comment [1]Dan Alpert argues that Milton Friedman would be against NGDP targeting. I have
the exact opposite view and I am increasingly convinced that Milton Friedman would be a strong supporter
of NGDP targeting.
[2]Ed Dolan as the same view as I have (I have stolen this from [3]Scott Sumner):
I see NGDP targeting as the natural heir to monetarist policy prescriptions of the 1960s and 70s&If we
look at the textbook version of monetarism, the point is almost trivial. Textbook monetarism begins from
the equation of exchange, MV=PQ, where M is money (M1, back in the day), V is velocity, P is the price
level, Q is real GDP, and PQ is NGDP. Next it adds the simplifying assumption that velocity is constant. It
follows that targeting a steady rate of money growth is identical to targeting a steady rate of NGDP growth.
Dolan s clear argument reminded me of Friedman s paper from 2003 [4] The Fed’s Thermostat .
Here is Friedman:
To keep prices stable, the Fed must see to it that the quantity of money changes in such a way as to
offset movements in velocity and output. Velocity is ordinarily very stable, fluctuating only mildly and
rather randomly around a mild long-term trend from year to year. So long as that is the case, changes in
prices (inflation or deflation) are dominated by what happens to the quantity of money per unit of output&since the mid ’80s, it (the Fed) has managed to control the money supply in such a way as to offset
changes not only in output but also in velocity&The improvement in performance is all the more remarkable
because velocity behaved atypically, rising sharply from 1990 to 1997 and then declining sharply – a veritable bubble in velocity. Velocity peaked in 1997 at nearly 20 % above its trend value and then fell sharply,
returning to its trend value in the second quarter of 2003.&The relatively low and stable inflation for this
period &means that the Fed successfully offset both the decline in the demand for money (the rise in V)
before 1973 and the subsequent increase in the demand for money. During the rise in velocity from 1988
to 1997, the Fed kept monetary growth down to 3.2 % a year; during the subsequent decline in velocity, it
boosted monetary growth to 7.5 % a year.
Hence, Friedman clearly acknowledges that when velocity is unstable the central bank should offset the
changes in velocity. This is exactly the Market Monetarist view as so clearly stated by Ed Dolan above.
So why did Friedman man not come out and support NGDP targeting? To my knowledge he never spoke
out against NGDP targeting. To be frank I think he never thought of the righthand side of the equation of
exchange - he was focused on the the instruments rather than on outcome in policy formulation. I am sure
had he been asked today he would clearly had supported NGDP targeting.
The only difference I possibly could see between what Friedman would advocate and what Market Monetarists are arguing today is whether to target NGDP growth or a path for the NGDP level.
—PS I am not the first Market Monetarist to write about Friedman’s Thermostat
[6]David Beckworth have blogged about it before.
1.

both [5]Nick Rowe and

http://www.economonitor.com/danalperts2cents/2011/11/03/

in-a-sense-we-are-all-monetarists-now-much-to-bernankes-chagrin/
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2. http://www.economonitor.com/dolanecon/2011/11/03/ngdp-targeting-is-the-natural-heir-to-monetarism/
3. http://www.themoneyillusion.com/?p=11733
4. http://faculty.hacc.edu/erandolph/Take_%20Home/Thermostat_2.pdf
5. http://worthwhile.typepad.com/worthwhile_canadian_initi/2010/12/milton-friedmans-thermostat.html#more
6. http://macromarketmusings.blogspot.com/2010/12/salvaging-equation-of-exchange.html

Shahid (2011-11-10 09:13:04)
Interesting! Friedman acknowledges the importance and potency of the Fed and Monetary Policy in his many papers
and articles. Yet George Selgin (and likes) believe that there is no need for Fed or a Central Bank!
Friedman should have supported NGDP targeting, but never did « The Market Monetarist (2011-12-07 20:10:17)
[...] provided a theory for NGDP targeting Friedman s thermostat and why he obviously would support a NGDP
target Share this:TwitterFacebookLike this:LikeBe the first to like this post. Leave a Comment by Lars [...]

Friedman provided a theory for NGDP targeting (2011-11-06 10:18)
A distinct feature of Market Monetarist thinking is that our starting point for monetary analysis is nominal
income and that monetary policy determines nominal income or nominal GDP (NGDP). This is contrary
to New Keynesian analysis where monetary policy determines real GDP, which in turn determines inflation
via a Phillips curve.
Hence, to Market Monetarists the split between prices and quantities is not a monetary matter.
Monetary policy determines NGDP and that is all that monetary policy can do. While we acknowledge that
there is a high correlation between real GDP and NGDP in the short-run the causality runs from NGDP to
RGDP and not the other way. In the long run inflation is determined as a residual between NGDP, which
is a monetary phenomenon, and RGDP, which is determined by supply side factors.
Milton Friedman came to the same conclusion 40 years ago. In a much overlooked (or should I say
a forgotten) article from 1971 [1] A Monetary Theory of Nominal Income he discusses this topic. The
paper is a follow up on [2] Milton Friedman s Monetary Framework in which Friedman discusses his
monetary framework with his critics. I have always felt that he failed to explain what he really meant in
his Monetary Framework . Friedman seems to have realised that himself and his 1971 try to make up this
failure.
Here is Friedman:
In & ”A Theoretical Framework for Monetary Analysis,” I outlined a simple model of six equations
in seven variables that was consistent with both the quantity theory of money and the Keynesian incomeexpenditure theory&The difference between the two theories is in the missing equation the quantity
theory adds an equation stating that real income is determined outside the system (the assumption of ”full
employment”); the income-expenditure theory adds an equation stating that the price level is determined
outside the system (the assumption of price or wage rigidity)&The present addendum to my earlier paper
suggests a third way to supply the missing equation. This third way involves bypassing the breakdown of
nominal income between real income and prices and using the quantity theory to derive a theory of nominal
income rather than a theory of either prices or real income. While I believe that this third way is implicit
in that part of my theoretical and empirical work on money that has been concerned with short-period
fluctuations, I have not heretofore stated it explicitly. This third way seems to me superior to the other two
ways as a method of closing the theoretical system for the purpose of analyzing short-period changes. At the
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same time, it shares some of the defects common to the other two ways that I listed in the earlier paper.
Hence, Friedman here acknowledges that the problem in the Framework papers was that he tried
to come up with a monetary theory that followed a Keynesian route from RGDP to prices rather than
bypassing the breakdown of nominal income between real income and prices and using the quantity theory
to derive a theory of nominal income .
This is something completely lost in modern macroeconomic thinking, which see monetary policy
working through a Phillips curve. This is somewhat odd given the weak empirical foundation for the
existence of a Phillips curve.
I will not get into the details of Friedman s model, but I would note that it could be interesting to
see how it would look in a rational expectations version.
Back to Friedman:
I have not, before this, written down explicitly the particular simplification I have labeled the monetary theory of nominal income-although Meltzer has referred to the theory underlying Anna Schwartz’s
and my Monetary History as a ”theory of nominal income” (Meltzer 1965, p. 414). But once written down,
it rings the bell, and seems to me to correspond to the broadest framework implicit in much of the work
that I and others have done in analyzing monetary experience. It seems to me also to be consistent with
many of our findings. I do not propose here to attempt a full catalog of the findings, but I should like to
suggest a number and, more important, to indicate the chief defect that I find with the framework.
Here Friedman acknowledges that his empirical work for example on the Great Depression is based
on a monetary theory of nominal income rather than on a quasi-Keynesian model (like the one he presents in
his ”Framework”). Any Market Monetarist would of course agree that a monetary theory of nominal income
is needed to explain the Great Depression and the Great Recession for that matter. Friedman continues:
One finding that we have observed is that the relation between changes in the nominal quantity of
money and changes in nominal income is almost always closer and more dependable than the relation
between changes in real income and the real quantity of money or between changes in the quantity of money
per unit of output and changes in prices. This result has always seemed to me puzzling, since a stable
demand function for money with an income elasticity different from unity led me to expect the opposite.
Yet the actual finding would be generated by the approach of this paper, with the division between prices
and quantities determined by variables not explicitly contained in it.
This empirical result is highly interesting
the correlation between money and NGDP is stronger
than between money and prices and income. In that regard it seems odd that Friedman never endorsed
NGDP targeting after all it would be natural to endorse a monetary policy rule that actually is directed
towards something monetary policy can determine. However, there is no doubt that Friedman s 1971 paper
clearly provides the theoretical foundation for NGDP targeting. It is only too bad Friedman never came to
that conclusion.
Finally I should say that Market Monetarists like David Beckworth and Josh Hendrickson are working on developing a modern monetary theory of nominal income determination.
PS Scott Sumner in a recent [3]comment also discuss the relationship between NGDP, prices and
quantities in Keynesian and (Market) Monetarist models.
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PPS It should be noted that Bennett McCallum in a number of papers refers to Friedman’s 1971
paper when he argues in favour of nominal income targeting. See for example [4]”Nominal Income Targeting
in an Open-Economy Optimizing Model”
1. http://www.jstor.org/pss/1832113
2. http://www.amazon.com/Milton-Friedmans-Monetary-Framework-Critics/dp/0226264084
3. http://www.themoneyillusion.com/?p=11739
4. http://ideas.repec.org/p/hhs/iiessp/0644.html

Benjamin Cole (2011-11-06 22:31:42)
Lars: Brilliant research and reporting/blogging. Scot Sumner has said, and I agree, that if Milton Friedman were
alive today we would join the Market monetarism movement.
Lars Christensen (2011-11-06 22:40:48)
Thanks BC
Friedman should have supported NGDP targeting, but never did « The Market Monetarist (2011-12-07 20:10:15)
[...] Friedman provided a theory for NGDP targeting Friedman s thermostat and why he obviously would support
a NGDP target Share this:TwitterFacebookLike this:LikeBe the first to like this post. Leave a Comment by Lars
Christensen on December 7, 2011 " Permalink Posted in David Eagle, David Glasner, Milton Friedman, MM Research
agenda, Monetary institutions, Monetary policy rules, NGDP Targeting, Nominal Income Targeting, Scott Sumner
Tagged David Eagle, David Glasner, Milton Friedman, NGDP Targeting, Nominal Income Targeting, Scott Sumner
[...]

Taxes and the liquidity trap (2011-11-07 21:15)
How often have you heard it? Monetary policy is impotent because interest rates are very low and if you
increase the money base banks will just hoard all the money and will not lend out anything. Market Monetarists of course know that this is nonsense, but we have all also tried to explain this to people that seem
unable to listen to the arguments.
Here is an idea how you make people listen. If somebody refuses to accept the power of monetary policy just ask them the following question: So if an increase in the money base will not be able to increase
nominal GDP why should we then have taxes?
Hence, if there indeed were a liquidity trap there would indeed be a free lunch you could pay for all
expenditure with newly printed money from the central bank without getting inflation. This statement will
normally upset people quite a bit and they will scream at you then we will get hyperinflation! &when you
hear that you know you won the argument and you just reply Q.E.D. .
PS I am not suggesting this

exactly because I know there is no liquidity trap.

Peter (2011-11-07 21:36:30)
I’ve tried this argument. The retort is usually that monetary + fiscal works, but monetary by itself wont work.
Lee Kelly (2011-11-07 22:50:05)
The liquidity trap is nonsense because it assumes whatever the central bank purchases, sellers never want money to
spend but only to hold. The most common reason anyone sells something is because they want to buy something else,
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even when interest rates fall near zero. The Fed merely has to be more selective about its purchases, since people are
more likely than usual to hold more and spend less of the money. Basically, the liquidity trap posits than any change
in the money supply is completely offset by changes in money velocity. I have never read a plausible explanation,
outside of models with unrealistic assumptions, of what mechanism would make that happen. At best, changes in the
supply of money will be partly offset by changes in the velocity of money, but that would be more a matter of central
bank incompetence than a law of monetary economics.
Lars Christensen (2011-11-07 23:06:34)
Lee, there is no chance in hell that I would disagree with you on this one;-)

Sumner, Glasner, Machlup and the definition of inflation (2011-11-08 00:27)
David Glasner has a humorous [1]comment on Scott Sumner s [2]attempt to ban the word inflation .
Here is Scott:
Some days I want to just shoot myself, like when I read the one millionth comment that easy money will
hurt consumers by raising prices. Yes, there are some types of inflation that hurt consumers. And yes, there
are some types of inflation created by Fed policy. But in a Venn diagram those two types of inflation have
no overlap.
While David partly agrees with Scott he is not really happy giving up the word inflation :
So Scott thinks that if only we could get people to stop talking about inflation, they would start
thinking more clearly. Well, maybe yes, maybe no&At any rate, if we are no longer allowed to speak about
inflation, that is going to make my life a lot more complicated, because I have been trying to explain to
people almost since I started this blog started four months ago [3]why the stock market loves inflation and
have repeated myself[4] again and[5] again and [6]again and [7]again.
The discussion between these two light towers of monetary theory reminded me of something I once
read:
When I began studying economics at the University of Vienna, immediately after the First World
War, we were having a rapid increase of prices in Austria and, when asked what the cause was, we said it
was inflation: By inflation we meant the increase in that thing which many are now afraid to mention the
quantity of money (Fritz Machlup 1972)
But hold on for a second Fritz!
growth rates):

That s wrong!

Lets have a look at the equation of exchange (in

m+v=p+y
If the rate of growth in the quantity of money (m) equals inflation then inflation must be defined as
p+y-v. And then if we assume (rightly a wrongly) that v is zero then it follows that inflation is defined as
p+y.
What is p+y? Well that is the growth rate of nominal GDP! Hence, using the Machlup s definition
of inflation as the growth of the quantity of money then inflation is in fact nominal GDP growth.
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So maybe David and Scott should not disagree on whether to ban the word inflation
maybe
they just need to re-state inflation as the velocity adjusted growth of the quantity of money also known as
NGDP growth.
PS this definition of inflation would also make David s insistence that the stock market loves inflation a lot more reasonable.
1. http://uneasymoney.com/2011/11/06/scott-sumner-bans-inflation/
2. http://www.themoneyillusion.com/?p=11607
3. http://uneasymoney.com/2011/07/13/why-the-stock-market-loves-inflation-2/
4. http://uneasymoney.com/2011/08/02/things-are-getting-worse-fast/
5. http://uneasymoney.com/2011/08/21/yes-we-can-and-must-inflate-our-way-out-of-debet/
6. http://uneasymoney.com/2011/09/22/492/
7. http://uneasymoney.com/2011/10/27/yes-virginia-the-stock-market-really-does-love-inflation/

Alex Salter (2011-11-08 18:23:36)
...And once business owners realize M is going to keep on growing, we’re no longer in the Lucas Archipelago since
there’s isn’t a signal extraction problem anymore. Producers don’t make more stuff, they just raise the prices on
existing stuff. y (in m+v=p+y) becomes zero. Hence, m=p.
Lee Kelly (2011-11-08 00:41:07)
One might even say that Sumner is becoming hawkish on ”inflation.” Heh.
David Eagle s framework and the micro-foundation of Market Monetarism « The Market Monetarist (2011-12-04
15:59:07)
[...] Scott Sumner that nominal income (N) causes P and Y and not the other way around (See here and here). This
is contrary to the New Keynesian formulation of the Phillips curve, where excessive [...]

Selgin is right - Friedman wanted to abolish the Fed (2011-11-08 01:05)
I guess George Selgin is right - Milton Friedman at the end of his life had come to the conclusion that the
Federal Reserve should be abolished. See for yourself [1]here. This is six months before his death in 2006.
See George’s excellent paper [2]”Milton Friedman and the Case against Currency Monopoly”.
1. http://www.youtube.com/watch?v=JL3FT0O4kYg&feature=related
2. http://www.cato.org/pubs/journal/cj28n2/cj28n2-12.pdf

Benjamin Cole (2011-11-08 22:24:51)
Talk about radical. Not sure about abolishing a central bank. Man is not only a rational animal, but a social animal.
I think there needs to be some gravitas, authority, buildings with pillars behind currency. If the ”money supply”
becomes a bunch of kids armed with computers trading derivatives on top of currency exchanges etc etc etc....
Lars Christensen (2011-11-08 23:12:27)
Donald, you are right - I think it was a rather gradual process, but there is no doubt that Friedman probably around
1980-82 had lost all faith in central banks. This is exactly the period when the Federal Reserve started to ”perform”
quite well. Obviously Friedman at that time also gradually started to go in to some retirement even though he remained active in public debate for two more decades. BC, it is actually not that radical that it sounds. A lot of the
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variation in the money supply is already determined by financial institutions - so there is quite a bit of ”Free Banking”
anyway. Even none-financial institution ”create” money. I am sure you have a frequent flyer card from your favorite
airline company. You earn bonus points on that when you fly. You can use these points to buy services. This is in
fact money creation (the Austrians should hate frequent flyer cards - it is fractional banking!)
Shahid (2011-11-10 08:43:53)
I would agree with BC. This is radical stuff! As much as i like Friedman (he certainly makes my list of favorite
economists), it does not imply that our intuition should take a back seat, and that we let our thought process be
monopolized by someone else’s ideas. Agreed that Central Banks have made many mistakes over time, but it s just
not right to push their achievements aside. What, for example, of Fed under Paul Volcker, and its contribution in
taming inflation? And mind you, this was the time when Friedman got many of his predictions wrong about the
growth of GDP, etc. If nothing else, the presence of Central Banks is an assurity to many individuals that in the time
of uncertainty or economic hardship, the Central Bank would act. At least we expect it to. And on many occasions,
this expectation has been fulfilled. I have always maintained that implementing and coordinating an idea or theory
is much more difficult than just conceiving it. Let s take the idea of abolition of Fed, and decentralizing the process
of printing money, whereby a selected few banks will issue their own currency. Ok, first of all, with their shoddy role
during the great recession, and their degraded stature in the wake of the great recession, how do you entrust such an
important task to the same institutions? Were not many of these banks (at least their investment branches) peddling/
dealing in those toxic mortgage securities that led to the present day tumult? And in the wake of recession, how does
one propose that these banks will come up with strategy/ies (and coordinate with each other for the purpose of social
good) for taming the recession? Perhaps more important is the question that were there no recessions or bank runs
before the establishment of the Federal Reserve? How did banks respond to those? What I am trying to get over here
is that before we latch on to an idea, we should analyze its pro s and con s. Democracy has its weaknesses (and some
of them quiet profound), but should we wrap up democracy?
Blake Johnson (2011-11-08 07:35:21)
I have yet to read a paper by Selgin that I have not found both interesting and enlightening. It is very interesting the
turnaround made by Friedman after 1982 as he began to lose faith that central banks would continue to follow rules
rather than discretion. I also find it interesting in light of the recent post you had on Selgin’s comment that Bernanke
doesn’t understand the NGDP is not a tool to be used, but is rather the thing that central banks should be trying
to stabilize. In Friedman’s 1982 paper, he makes some reference to how this would help to stabilize NGDP, showing
that at least on some level Friedman understood what Bernanke does not.
Donald Pretari (2011-11-08 09:41:06)
Are you certain that this was a change? What he said was that he would abolish the Fed but that was not currently
possible. That could have been a long held position. He also had a plan to replace it with Treasury actions. Bagehot
had a similar view. For that matter, so do I. But, in the current circumstances, it seems reasonable to focus on real
possibilities that would make Monetary Policy better now.

A history of bunganomics (2011-11-08 17:37)
Market attention has changed from Greece to Italy. As in Greece the centre of attention is the dual concerns
of public finance trouble and political uncertainty.
A look at Italian economic and monetary history, however, reveals some interesting facts. While Greece
is a serial defaulter Italy has in fact only defaulted on it s public debt one time since Italy become an independent and unified nation in 1861. Contrary to this Greece has been in default in more than 50 % of the
time since it became an independent nation in 1822 (1830).
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Minimal knowledge of Italian history will teach you that the country is notorious unstable politically and
that public finance trouble historically as been as much a norm as in Greece so how come that the Italian
government has not defaulted more than once?
[1]Some Unpleasant Monetarist Arithmetic will help us explain that. Sargent and Wallace teach us that
public deficits can be financed by either issuing public debt or by printing money. Historically Italian governments have had a clear affinity for printing money.
Rogoff s and Reinhardt s [2] This Time is Different provides us with the statistics on this. Hence, among
the present euro countries Italy has been the third most inflation-prone country historically after Austria
and Greece. Hence, since 1800 Italy has had inflation above 20 % in more than 11 % of the time. The similar
numbers for Austria and Greece are 20 % and 13 % respectively.
Michele Fratianni, Franco Spinelli and Anna J. Schwartz have written the [3] Monetary History of Italy
and the authors reach the same conclusion that the core of Italy s inflationary problems is the Italian
government s lack of ability to balance the budget.
This time around the money printing option is not easily available at least not if the Italian government wants to keep Italy in the euro zone. Sargent and Wallace would tell us to watch inflation expectations
to see whether the Italian government is credible or not when it says it will not leave the euro.
1. http://www.minneapolisfed.org/research/qr/qr531.pdf
2. http://www.amazon.com/This-Time-Different-Centuries-Financial/dp/0691142165
3. http://ideas.repec.org/b/cup/cbooks/9780521023450.html

Brett (2011-11-08 20:27:36)
It is interesting to see an economic rapprochement of the two halves of the Roman Empire since the Great Schism
nearly a millennium ago. Unfortunately, it appears that the antics of the current Premier of Italy are perhaps more
well suited to those of Byzantium. Plus ça change...

Scott s prediction market (2011-11-08 18:45)
Scott Sumner has long argued that the Federal Reserve or the US Treasury should help set-up a [1]NGDP
futures markets and conduct monetary policy based on market expectations of NGDP. This is a great idea,
but so far it does not really look like the Fed is interested in the idea.
However, there is another and far more simple possibility. Scott should just drop the good people at [2]Iowa
Electronic Markets (IEM) a mail and ask them to set up a prediction market on future US NGDP. They
would probably be happy to play along after all this is the sexiest idea in US monetary debate today.
So what is IEM? It is a group of real-money [3]prediction markets/[4]futures markets operated by the
[5]University of Iowa [6]Tippie College of Business. Unlike normal futures markets, the IEM is not-forprofit; the markets are run for educational and research purposes. The IEM allows traders to buy and sell
[7]contracts based on, among other things, political election results and economic indicators. Some markets
are only available to academic traders. The political election results have been highly accurate, especially
when compared with traditional polling. This may be because it uses a [8]free market model to predict an
outcome, instead of the aggregation of many individuals’ opinions. The speculator is more interested in a
162

correct outcome than in his or her desired outcome. (Stolen from [9]Wikipedia).
Prediction markets have been very successful in predicting the outcome of for example US presidential
elections so why should prediction market not be able to predict NGDP two, three or fours year out in the
future? At least prediction market based forecasts of NGDP will be as good as any in-house forecast from
the Fed.
How would it work? IEM would set up a bet on US NGDP for 2012, 2013 and 2018. Scott is presently
recommending that the Fed should aim for bringing back NGDP to the pre-crisis trend and thereafter target
a growth path of 5 %. The outcome from the prediction market can then be compared with Scott s target
path if the predicted numbers are below Scott s preferred path then he has market backing for claiming
US monetary policy is too tight&and maybe even Ben Bernanke would play a long&
PS If IEM are not up for the challenge then the good people at the Holly Stock Exchange might be up
for it Scott after all is fast becoming a big celebrity.
——–
UPDATE: Just found out somebody else got the same idea (before me) - see Chris Fox and John Salvatier
at [10]”Good morning, Economics”.
1. http://www.themoneyillusion.com/?p=11550
2. http://tippie.uiowa.edu/iem/
3. http://en.wikipedia.org/wiki/Prediction_market
4. http://en.wikipedia.org/wiki/Futures_market
5. http://en.wikipedia.org/wiki/University_of_Iowa
6. http://en.wikipedia.org/wiki/Tippie_College_of_Business
7. http://en.wikipedia.org/wiki/Contract
8. http://en.wikipedia.org/wiki/Free_market
9. http://en.wikipedia.org/wiki/Iowa_Electronic_Markets
10. http://goodmorningeconomics.wordpress.com/2010/06/06/intrade-ngdp-prediction-markets/#comments

Lars Christensen (2011-11-08 19:09:19)
JTapp, that is certainly also a good idea...
JTapp (2011-11-08 18:49:02)
Why not just talk InTrade into it? They have other similar indicators. What’s wrong if they make profit off of it as
well?

Kelly Evans interviews Scott Sumner (2011-11-08 21:59)
The Wall Street Journal’s Kelly Evans interviews [1]Scott Sumner
Good to see the Journal is opening the door for Scott.
HT [2]Marcus Nunes
UPDATE: Scott has a [3]comment on his interview as well.
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1. http://blogs.wsj.com/economics/2011/11/08/video-sumner-says-nominal-gdp-target-can-save-the-recovery/
2. http://thefaintofheart.wordpress.com/2011/11/08/ngdpt-slips-into-the-wsj/
3. http://www.themoneyillusion.com/?p=11763

Gustav Cassel foresaw the Great Depression (2011-11-09 00:33)
I might be a complete monetary nerd, but I truly happy when I receive a new working paper in the mail
from Douglas Irwin on Gustav Cassel. That happened tonight. I have been waiting for the final version of
the paper for a couple weeks. Doug was so nice to send me a preview a couple a weeks ago. However, now
the paper has been published on Dartmouth College s website.
Lets just say it at once
it is a great [1]paper about the views and influences of the great Swedish
economist and monetary expert Gustav Cassel.
Here is the abstract:
The intellectual response to the Great Depression is often portrayed as a battle between the ideas
of Friedrich Hayek and John Maynard Keynes. Yet both the Austrian and the Keynesian interpretations of
the Depression were incomplete. Austrians could explain how a country might get into a depression (bust
following an investment boom) but not how to get out of one (liquidation). Keynesians could explain how a
country might get out of a depression (government spending on public works) but not how it got into one
(animal spirits). By contrast, the monetary approach of economists such as Gustav Cassel has been ignored.
As early as 1920, Cassel warned that mismanagement of the gold standard could lead to a severe depression.
Cassel not only explained how this could occur, but his explanation anticipates the way that scholars today
describe how the Great Depression actually occurred. Unlike Keynes or Hayek, Cassel explained both how
a country could get into a depression (deflation due to tight monetary policies) and how it could get out of
one (monetary expansion).
Douglas Irwin has written a great paper on Cassel and for those who do not already know Cassel s
important contributions not only to the monetary discussions in 1920s and 1930s, but to monetary theory
should read Doug s paper.
Cassel fully understood the monetary origins of the Great Depression contrary to the other main
players in the discussion of the day - Hayek and Keynes. From the perspective of today it is striking how we
are repeating all the discussions from the 1930s. To me there is no doubt Gustav Cassel would have been
as outspoken a critique of both Keynesians and Austrians as he was in 1930s and I am pretty sure that he
would have been a proud Market Monetarist. In fact had it not been for the fantastic name of our school
(ok, I got a ego problem&) then I might be tempted to say that we are really all New Casselian economists.
Cassel clearly explained how gold hoarding by especially the French and the US central banks was
the key cause for the tightening of global monetary conditions that pushed the global economy into
depression exactly in the same way as passive monetary tightening due to a sharp rise in money demand
generated deflationary pressures that push the global economy and particularly the US and the European
economies into the Great Recession. I my mind Cassel would have been completely clear in his analysis of
the causes of the Great Recession had he been alive today.
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In fact even though I think Market Monetarists tell a convincing and correct story of the causes for
the Great Recession and I also sure that Gustav Cassel would have helped Market Monetarists in seeing the
international dimensions of the crisis particular European demand for dollars - better.
Douglas Irwin has written an excellent paper and it should be read by anyone who is interested
monetary theory and monetary history.
Thank you Doug

you did it again!

—See a couple of previous comments on Doug’s work and on Cassel:
[2]Hawtrey, Cassel and Glasner
[3] Our Monetary ills Laid to Puritanism
[4]”Calvinist economics

the sin of our times”

[5]”Gustav Cassel on recessions”
[6]”France caused the Great Depression

who caused the Great Recession?”

1. http://www.dartmouth.edu/~dirwin/Cassel.pdf
2. http://marketmonetarist.com/2011/10/26/hawtrey-cassel-and-glasner/
3. http://marketmonetarist.com/2011/10/21/our-monetary-ills-laid-to-puritanism/
4. http://marketmonetarist.com/2011/10/20/calvinist-economics-the-sin-of-our-times/
5. http://marketmonetarist.com/2011/10/15/gustav-cassel-on-recessions/
6.

http://marketmonetarist.com/2011/10/03/france-caused-the-great-depression-%E2%80%

93-who-caused-the-great-recession/

Peter (2011-11-09 19:35:00)
What does this refer to? ”The problem was the focus on the subsidiary subject of gold cover instead of on the
fundamental question of the volume of the circulation.” NGDP?
Wauw! We have a Market Monetarist at the Telegraph « The Market Monetarist (2011-12-03 08:01:36)
[...] monetary policy defeatism : Adam Posen calls for more QE that s fine, but& Gustav Cassel foresaw the Great
Depression Our Monetary ills Laid to Puritanism Calvinist economics the sin of our [...]
Peter (2011-11-10 00:28:25)
Or is he talking about gold in circulation (all the gold outside the central bank vaults)?
Ravi (2011-11-10 21:24:43)
”In this respect, as in so many others in modern politics, there manifests itself an unwillingness to face hard realities,
a spasmodic clinging to beloved illusions and a desire to be left undisturbed in a fictitious world.” (Cassel 1923, 175).
Well said, Gustav.
Esta Gray (2011-12-02 09:31:47)
Cassel would have been completely clear in his analysis of the causes of the Great Recession had he been alive today.
Thanks for sharing. Understanding the [1]Great Depression would really help us to understand how to get out of the
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mess we re in today. However, we are still debating the causes of the Great Depression so how can we move forward.
I think we could definitely do with a Cassel right now. I remember reading on Shmoop that things got so bad by 1933
that 100,000 Americans attempted to migrate to Soviet Russia in hope of a better life. I hope we can fix this before
things get that desperate again.
1. http://www.shmoop.com/great-depression/

Roubini of Central and Eastern Europe? Me? (2011-11-09 23:43)
From [1]FT Alphaville:
”Lars Christensen, head of research at Danske Bank the Nouriel Roubini of eastern Europe thanks to
his perennial bearishness Cassandra-like status after warning of dangerous imbalances in emerging Europe
in 2006 reckons so. The Swiss National Bank should restate in strong terms it will provide liquidity to a
select few central banks in the region and the IMF could signal its willingness to proffer contingent credit
lines, he tells FT Alphaville. These are fair points but we are not so sure that the SNB will be willing to take
proactive measures to help Hungary, for example, after its aggressive and contentious move to restructure
FX mortgages, sparking[2]accusations of asset expropriation.”
I am not really head of research at Danske Bank, but head of Emerging Markets at Danske Bank, but
ok close enough. Nouriel is a Keynesian - that I am certainly not...
1. http://ftalphaville.ft.com/blog/2011/11/07/730801/and-justice-for-all-in-emerging-europe/
2. http://www.ft.com/cms/s/0/22904922-e835-11e0-9fc7-00144feab49a.html#axzz1d2DHygdW

Peter (2011-11-10 00:35:38)
How about the Gustav Cassel of eastern Europe? Good enough for your ego, Lars? :) And Roubini hasn’t been very
good with his predictions.
Lars Christensen (2011-11-10 05:49:50)
Peter, I would be very proud if somebody called me the Cassel of anything. I have no reason to say anything bad
about my old friend Nouriel, but he is a keynesian so I would be much more to be called the Cassel Eastern Europe;-)

If just David Glasner was ECB chief... (2011-11-10 09:09)
The all-knowing David Glasner has a fantastic [1]post on his blog uneasymoney.com putting the euro crisis
into historical perspective. Glasner - as do I - see very strong parallels between the European crisis of the
1930s and the present crisis and it the same ”gold standard mentality” which is at the heart of the crisis.
Too tight monetary policy and not overly loose fiscal policy is really the main cause for the European crisis.
Here is Glasner deep insight:
”If the European central bank does not soon and I mean really soon grasp that there is no exit from the
debt crisis without a reversal of monetary policy sufficient to enable nominal incomes in all the economies
in the Eurozone to grow more rapidly than does their indebtedness, the downward spiral will overtake even
the stronger European economies. (I pointed out three months ago that the European crisis is a[2] NGDP
crisis not a debt crisis.) As the weakest countries choose to ditch the euro and revert back to their own
national currencies, the euro is likely to start to appreciate as it comes to resemble ever more closely the old
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deutschmark. At some point the deflationary pressures of a rising euro will cause even the Germans, like the
French in 1935, to relent. But one shudders at the economic damage that will be inflicted until the Germans
come to their senses. Only then will we be able to assess the full economic consequences of Mrs. Merkel.”
If just Glasner was ECB chief the world would be so much different...
1. http://uneasymoney.com/2011/11/09/the-economic-consequences-of-mrs-merkel/
2. http://uneasymoney.com/2011/08/08/europe-is-having-an-ngdp-crisis-not-a-debt-crisis/

Lars Christensen (2011-11-10 09:45:21)
Thanks Niels-Henrik, the reason the German’s don’t get it is that they believe in Calvinist economics: We have to
suffer for our sins. See my post on Calvinist economics here: http://marketmonetarist.com/2011/10/20/calvinisteconomics-the-sin-o f-our-times/ And you are right public finances in for example Spain has been BETTER than in
Germany over the past decade. This is a monetary crisis and not a fiscal crisis.
Lars Christensen (2011-11-10 15:53:27)
David, the ECB is located in Frankfurt, but you can stay in the US just as long as you tell the markets that you
trust the ”Chuck Norris Effect” to take care of things and give a reference to my latest post - then everything will be
just fine and the ECB will not even have to increase the money base... http://marketmonetarist.com/2011/11/10/repeating-a-not-so-crazy-idea -or-if-chuck-norris-was-ecb-chief/
David Glasner (2011-11-10 15:16:51)
Lars, Thanks so much for the shout out. But really, all-knowing? You are much too kind and way over the top. And
besides I don’t want to live in Brussels or wherever the ECB is located.
Niels-Henrik Bjørn (2011-11-10 09:32:58)
this is a great blog with the right answers, Lars. Thx for setting it up. The overly tight German monetary policy view
is killing Europe (even rational German monetary economists can see that money supply is too low) . There are only
3 potential options going forward, and only one will work in practice. 1) Countries succeed in gigantic fiscal austerity,
and this seems unlikely in an environment of stagnant economies. 2) 100 % fiscal union, which due to the fairly sound
public finances, external balances in the entire euro zone would end the crisis. However, not politically viable and as
with 1. will take a long time to implement. 3) Centralbank as a lender of last resort. Why don’t the Germans get
it? Print some money, loosen monetary policy as appropriate and at least the liquidity part of the crisis will be over
tomorrow. Implement a few structural reforms and Europe should be okay... It does not look that bad, and public
finances in countries like Italy and Spain are by many measures more sustainable than in countries like Japan, UK,
and USA where bond yields are very low.
Benjamin Cole (2011-11-10 21:35:02)
Kudos to Glaner and Lars.

Repeating a (not so) crazy idea - or if Chuck Norris was ECB chief (2011-11-10 15:49)
Recently I in a [1]post came up with what I described as a crazy idea - that might in fact not be so crazy.
My suggestion was based on what I termed the Chuck Norris effect of monetary policy - that a central
banks can ease monetary policy without printing money if it has a credible target. The Swiss central bank’s
(SNB) actions to introduce a one-sided peg for the Swiss franc against the euro have demonstrated the power
of the Chuck Norris effect.
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The SNB has said it will maintain the peg until deflationary pressures in the Swiss economy disappears.
The interesting thing is that the markets now on its own is doing the lifting so when the latest Swiss consumer prices data showed that we in fact now have deflation in Switzerland the franc weakened against the
euro because market participants increased their bets that the SNB would devalue the franc further.
In recent days the euro crisis has escalated dramatically and it is pretty clear that what we are seeing
in the European markets is having a deflationary impact not only on the European economy, but also on
the global economy. Hence, monetary easing from the major central banks of the world seems warranted so
why do the ECB not just do what the SNB has done? For that matter why does the Federal Reserve, the
Bank of England and the Bank of Japan not follow suit? The ”crazy” idea would be a devaluation of euro,
dollar, pound and yen not against each other but against commodity prices. If the four major central banks
(I am leaving out the People’s Bank of China here) tomorrow announced that their four currencies had been
devalued 15 % against the CRB commodity index then I am pretty sure that global stock markets would
increase sharply and the positive effects in global macro data would likely very fast be visible.
The four central banks should further announce that they would maintain the one-sided new ”peg” for their
currencies against CRB until the nominal GDP level of all for countries/regions have returned to pre-crisis
trend levels around 10-15 % above the present levels and that they would devalue further if NGDP again
showed signs of contracting. They would also announce that the policies of pegging against CRB would be
suspended once NGDP had returned to the pre-crisis trend levels.
If they did that do you think we would still talk about a euro crisis in two months’ time?
PS this idea is a variation of Irving Fisher’s compensated dollar plan and it is similar to the scheme that got
Sweden fast and well out of the Great Depression. See Don Patinkin excellent paper on [2]”Irving Fisher and
His Compensated Dollar Plan” and Claes Berg’s and Lars Jonung’s [3]paper on Swedish monetary policy in
1930s.
PPS this it not really my idea, but rather a variation of an idea one of my colleagues came up with he is not an economist so that is maybe why he is able to think out of the box.
PPPS I real life I am not really a big supporter of coordinated monetary action and I think it has mostly
backfired when central banks have tried to manipulate exchange rates. However, the purpose of this idea is
really not to manipulate FX rates per se, but rather to ease global monetary conditions and the devaluation
against CRB is really only method to increase money velocity.
1. http://marketmonetarist.com/2011/11/03/the-chuck-norris-effect-swiss-lessons-and-a-not-so-crazy-idea/
2. http://www.richmondfed.org/publications/research/economic_quarterly/1993/summer/pdf/patinkin.pdf
3. http://swopec.hhs.se/hastef/papers/hastef0290.pdf

Alex Salter (2011-11-10 20:21:15)
Chuck Norris’s roundhouse kicks are legendary; still more legendary is his ability to scare market participants into
a 5 % NGDP growth, level targeting, state of mind. After all, the punishment for failing to meet that standard is
well-known...
The biggest cost of nominal stability is ignorance « The Market Monetarist (2012-01-08 09:26:29)
[...] effectively became endogenous in the sense that it was really expectations (and our friend Chuck Norris) that
ensured NGDP stability . Hence, during the Great Moderation any overshoot in money [...]
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Six central banks take action, but where is Chuck Norris? « The Market Monetarist (2011-11-30 16:02:02)
[...] have already discussed a crazy idea to for the major global central banks to take action to ease monetary policy
with a [...]
Wauw! We have a Market Monetarist at the Telegraph « The Market Monetarist (2011-12-03 08:01:43)
[...] (and bit on Friedman): Repeating a (not so) crazy idea or if Chuck Norris was ECB chief The Chuck Norris
effect, Swiss lessons and a (not so) crazy idea Irving Fisher and the New Normal [...]

Use googlenomics to track NGDP (2011-11-11 22:50)
Anybody who has been working on a trading floor will know the adrenalin rush one will experience when one
of the major sets of macroeconomic data is published for example US nonfarm payroll numbers. I think
most dealers and analysts will recognise this and will acknowledge that it could become nearly addictive to
get that feeling. However, I think that this might be a thing of the past due to the technological development.
Most macroeconomic data are published on a monthly or a quarterly basis. However, the economy does
not develop in a discretionary fashion rather the real economy develops continuously in time.
Now the technological development, however, gives us the possibility to follow the economic data real time.
As more and more of the real economic happens on the internet or is reflected in some way on the internet
the more easy it is to track economic developments in real time.
Just try to go to [1]Google Trends and search words like [2] crisis , [3] recession , [4] Roubini etc. and you
will see that the trend in these searches tracks global macroeconomic developments in quite well. Another
example is MIT s so-called [5]Billion Prices Project, which tracks consumer prices by monitoring prices on
different retailers websites. The data is very strongly correlated with the official consumer price index for
example in the US.
Market Monetarists are of course mostly interest in the development in nominal GDP so he is a challenge to my reader who can find the search word(s) on google trend that will track NGDP the best?
PS see also this [6]paper by Google’s chief economist Hal Varian
1. file://localhost/mnt/ext/blogbooker/tmp/36m1kpv7/UsegooglenomicstotrackNGDP
2. http://www.google.com/trends?q=Crisis+&ctab=0&geo=all&date=all&sort=0
3. http://www.google.com/trends?q=Recession
4. http://www.google.com/trends?q=roubini&ctab=0&geo=all&date=all&sort=0
5. http://bpp.mit.edu/
6. http://ec.europa.eu/bepa/pdf/seminars/google_predicting_the_present.pdf

o (2011-11-12 01:14:48)
I dare you to find a better fitted search word than ”inflation”
Lars Christensen (2011-11-12 06:22:46)
In fact ”inflation” works as an extremely bad indicator for NGDP - and even using ”inflation” as a search works bad
with actual inflation. The correlation between NGDP, RGDP and inflation. If one look at time series for the three
NGDP and RGDP are highly correlated in the short-run, while there is little correlation between NGDP and inflation
in the short. In the long-run the Phillips curve is horizontal and therefore there is a one-to-one correlation between
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NGDP and inflation.

NGDP targeting is not a Keynesian business cycle policy (2011-11-12 09:21)
I have come to realize that many when they hear about NGDP targeting think that it is in someway a
counter-cyclical policy a (feedback) rule to stabilize real GDP (RGDP). This is far from the case from
case and should instead be seen as a rule to ensure monetary neutrality.
The problem is that most economists and none-economists alike think of the world as a world more
or less without money and their starting point is real GDP. For Market Monetarist the starting point is
money and that monetary disequilibrium can lead to swings in real GDP and prices.
The starting point for the traditional Taylor rule is basically a New Keynesian Phillips curve and
the input in the Taylor rule is inflation and the output gap, where the output gap is measured as RGDP s
deviation from some trend. The Taylor rule thinking is basically the same as old Keynesian thinking in the
sense that inflation is seen as a result of excessive growth in RGDP. For Market Monetarists inflation is a
monetary phenomenon if money supply growth outpaces money demand growth then you get inflation.
Our starting point is not the Phillips curve, but rather Say s Law and the equation of exchange. In
a world without money Say s Law holds - supply creates it s own demand. Said in another way in a barter
economy business cycles do not exist. It therefore follows logically that recessions always and everywhere is
a monetary phenomenon.
Monetary policy can therefore create a business cycle by creating a monetary disequilibrium, however, in the absence of monetary disequilibrium there is no business cycle.
So while economists often talk of money neutrality as a positive concept Market Monetarists see
monetary neutrality not only as a positive concept, but also as a normative concept. Yes, money is neutral
in that sense that higher money supply growth cannot increase RGDP in the long run, but higher money
supply growth (than money demand growth) will increase inflation and NGDP in the long run.
However, money is not neutral in the short-run due to for price and wage rigidities and therefore
money disequilibrium and monetary disequilibrium can therefore create business cycles understood as a
general glut or excess supply of goods and labour. Market Monetarists do not argue that the monetary
authorities should stabilize RGDP growth, but rather we argue that the monetary authorities should avoid
creating a monetary disequilibrium.
So why so much confusing?
I believe that much of the confusing about our position on monetary policy has to do with the kind
of policy advise that Market Monetarist are giving in the present situation in both the US and the euro
zone.
Both the euro zone and the US economy is at the presently in a deep recession with both RGDP
and NGDP well below the pre-crisis trend levels. Market Monetarists have argued in my view forcefully
that the reason for the Great Recession is that monetary authorities both in the US and the euro zone
have allowed a passive tightening of monetary policy (See Scott Sumner’s excellent paper on the causes of
the Great Recession [1]here) said in another way money demand growth has been allowed to strongly
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outpaced money supply growth. We are in a monetary disequilibrium. This is a direct result of a monetary
policy mistakes and what we argue is that the monetary authorities should undo these mistakes. Nothing
more, nothing less. To undo these mistakes the money supply and/or velocity need to be increased. We
argue that that would happen more or less automatically (remember the [2]Chuck Norris effect) if the
central bank would implement a strict NGDP level target.
So when Market Monetarists like Scott Sumner has called for monetary stimulus it NOT does
mean that he wants to use some artificial measures to permanently increase RGDP. Market Monetarists
do not think that that is possible, but we do think that the monetary authorities can avoid creating a
monetary disequilibrium through a NGDP level target where swings in velocity is counteracted by changes
in the money supply. (See also my earlier post on [3] monetary stimulus )
I have previously [4]argued that when a NGDP target is credible market forces will ensure that any
overshoot/undershoot in money supply growth will be counteracted by swings in velocity in the opposite
direction. Similarly one can argue that monetary policy mistakes can create swings in velocity, which is the
same as to say hat monetary policy mistakes creates monetary disequilibrium.
Therefore, we are in some sense to blame for the confusion. We should really stop calling for monetary stimulus and rather say stop messing with Say s Law, stop creating a monetary disequilibrium .
Unfortunately monetary policy discourse today is not used to this kind of terms and many Market
Monetarists therefore for convenience use fundamentally Keynesian lingo. We should stop that and we
should instead focus on microsovereignty
NGDP level targeting ensures microsovereignty
A good way to structure the discussion about monetary policy or rather monetary policy regimes is
to look at the crucial difference between what Larry White has termed a macroinstrumental approach
and a microsovereignty approach.
The Taylor rule is a typical example of the macroinstrumental approach. In this approached it is
assumed that it is the purpose of monetary policy to maximise some utility function for society with
includes a laundry list of more or less randomly chosen macroeconomic goals. In the Taylor rule this the
laundry list includes two items inflation and the output gap.
The alternative approach to choose a criteria for monetary success (as [5]Larry White states it) is
the microsovereignty approach micro for microeconomic and sovereignty for individual sovereignty.
The microsovereignty approach states that the monetary regime should ensure an institutional set-up
that allows individuals to make decisions on consumption, investment and general allocation without
distortions from the monetary system. More technically the monetary system should ensure that individuals
can ”capture” Pareto improvements.
Therefore an optimal monetary regime ensures monetary neutrality. Larry White argues that Free
Banking can ensure this, while Market Monetarists argue that given central banks exist a NGDP level
targeting regime can ensure monetary neutrality and therefore microsovereignty.
This is basically a traditional neo-classical welfare economic approach to monetary theory. We should choose
a monetary regime that maximises welfare by ensuring individual sovereignty.
A monetary regime that ensures microsovereignty does not have the purpose of stabilising the busi171

ness cycle, but it will nonetheless be the likely consequence as NGDP level targeting removes or at least
strongly reduces monetary disequilibrium and as recessions is a monetary phenomenon this will also strongly
reduce RGDP and price volatility. This is, however, a pleasant consequence but not the main objective of
NGDP level targeting.
—–
Marcus Nunes has a similar discussion [6]here.
—UPDATE: There are two follow up article to this post:
[7]”Be right for the right reasons”
[8]”Roth’s Monetary and Fiscal Framework for Economic Stability”
1. http://www.cato-unbound.org/2009/09/14/scott-sumner/the-real-problem-was-nominal/
2. http://marketmonetarist.com/2011/11/03/the-chuck-norris-effect-swiss-lessons-and-a-not-so-crazy-idea/
3. http://marketmonetarist.com/2011/10/18/ngdp-targeting-is-not-about-%E2%80%9Dstimulus%E2%80%9D/
4.

http://marketmonetarist.com/2011/10/31/

the-inverse-relationship-between-central-banks-credibility-and-credibility-of-monetarism/
5. http://www.amazon.com/Competition-Currency-Essays-Banking-Institute/dp/0814792472
6. http://thefaintofheart.wordpress.com/2011/10/07/two-words-you-should-never-use-inflation-stimulus/
7. http://marketmonetarist.com/2011/11/12/be-right-for-the-right-reasons/
8.
http://marketmonetarist.com/2011/11/13/roth%E2%80%99s-monetary-and-fiscal-framework-for-economic-stability/

Adam Posen calls for more QE that s fine, but& « The Market Monetarist (2011-11-22 21:49:25)
[...] but I have often argued that Market Monetarists are not in favour of discretionary policies (See here and here).
We want to see QE within a proper framework of NGDP level targeting and not [...]
Six central banks take action, but where is Chuck Norris? « The Market Monetarist (2011-11-30 22:30:19)
[...] See my earlier comments: Adam Posen calls for more QE that s fine, but& , NGDP targeting is not a
Keynesian business cycle policy and Roth s Monetary and Fiscal Framework for Economic Stability Share [...]
Richard Williamson (2011-11-12 10:45:33)
Morning Lars! You make a number of excellent points here, and I share the monetary disequilibrium view of recessions.
But I disagree about how market monetarists should talk about monetary policy. The priority right now, in my view,
is to bring more people in to the NGDP-targeting fold and that converting Keynesian types is possible on their own
priors. Would love to hear what you think http://shewingthefly.wordpress.com/2011/11/12/how-should-market-mone
tarists-talk-about-monetary-policy/ Cheers, Richard
Nick Rowe (2011-11-12 14:33:14)
Lars: Important typo. This sentence should read: ”So when Market Monetarists like Scott Sumner has called for
monetary stimulus it does [NOT] mean that he want[s] to [use] some artificial measures to permanently increase
RGDP”
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Lars Christensen (2011-11-12 14:55:21)
Nick, thanks - that was a pretty important typo. It is corrected now.
Marcus Nunes (2011-11-12 17:04:18)
Lars I agree that the word ”stimulus” is bad (pejorative), giving the impression that some temporary (stop gap)
measure will be adopted to compensate for some failing.
Be right for the right reasons « The Market Monetarist (2011-11-12 20:20:31)
[...] Richard Williamson has a comment on my earlier post NGDP targeting is not a Keynesian business cycle policy .
[...]
Roth s Monetary and Fiscal Framework for Economic Stability « The Market Monetarist (2011-11-13 22:37:04)
[...] in itself was a comment on Richard Williamson who had commented on one of my previous comments ( NGDP
targeting is not a Keynesian business cycle policy ) so you might consider this as ponzi-commenting&Anyway, Steve s
comment deserves an answer. He [...]
This is what progress looks like « Shewing the fly (2011-11-14 01:52:55)
[...] (of Interfluidity) makes a terse but thought-provoking remark on Twitter about the recent exchange (here, here,
here and finally here) between myself and Lars Christensen on arguments for NGDP targeting [...]
Selgin s Monetary Credo Please Dr. Taylor read it! « The Market Monetarist (2011-12-01 23:31:33)
[...] not create the shocks in the first place and that is the purpose of NGDP targeting. As I have earlier tired to
explain NGDP is not a form of monetary fine tuning . It is in fact [...]
Taylor fires at NGDP targeting the Market Monetarists fire back « The Market Monetarist (2011-11-20 20:22:46)
[...] See my comment NGDP targeting is not a Keynesian business cycle policy [...]
Monetary policy can t fix all problems « The Market Monetarist (2011-12-22 23:09:51)
[...] we-will-save-you-all policy, but rather it is about the undoing the mistakes of the past. Monetary policy is not
about stimulus , but about ensuring a stable nominal framework in which economic agents can make their [...]

Be right for the right reasons (2011-11-12 20:20)
Richard Williamson has a [1]comment on my earlier post [2] NGDP targeting is not a Keynesian business
cycle policy .
While Richard agrees on the Market Monetarist call for NGDP targeting he nonetheless disagree
with my arguments for NGDP targeting. He is Richard:
That s from [3]Lars Christensen, in a post arguing that a lot of people (I presume he doesn t intend to
be talking to me, but he might as well be) of a market monetarist persuasion are using Keynesian-type
terms when talking about NGDP targeting. Whilst I believe it is technically correct to argue that central
bank NGDP targeting would improve macro-stability , or that we need monetary stimulus , or that NGDP
targeting is conducive to higher long-run real GDP growth, I should probably recognise that a lot of these
phrases comes with a whole load of connotations (especially to economists) that I don t necessarily intend.
I fundamentally do not have problem with using consequentialist arguments like NGDP targeting
would improve macro-stability . Most Market Monetarists are doing that all the time. However, I am quite
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sceptical about that the call for monetary stimulus .
It might be because Richard is not an economist (no offence intend), but to a quasi-reactionary
economist like myself when I hear the word stimulus I am reminded of discretionary policies. Market
Monetarists are arguing strongly against discretionary policies and in favour of rules.
The key reason that quantitative easing of monetary policy in the US has not worked better than
has been the case is to a very large extent that the Federal Reserve implemented QE without stating what
it tried to achieve and hence missed anchoring expectations. Furthermore, if the Fed had been operating
a NGDP level target or a price level target then it would not have needed to take nearly as aggressive
action in terms of increasing the money base as the Chuck Norris effect probably would have done a lot to
stabilise the macroeconomic situation. Said in another way a credible monetary target would have ensured
that market forces would have done most of the lifting and therefore the unprecedented increase in the US
monetary based would not have been needed.
So in conclusion Market Monetarists should be more focused on arguing the case for a monetary
policy rule like NGDP level targeting or price level targeting rather than pushing for further QE. Obviously
further QE is likely needed if the Federal Reserve would do the right thing and a target a return of NGDP
to the pre-crisis trend.
In fact from a strategically point of view more QE without a clear monetary policy rule might in
fact undermine the public/political support for NGDP level targeting as another round of QE just risks just
increasing the money base without really increasing expectations for NGDP growth. This is a key reason
why it is so important for me to stress why we are favouring NGDP targeting. We have to be right for the
right reasons.
Furthermore, again from a strategy perspective I think it would be much easier to win over conservative and libertarian economists and policy makers for the case for NGDP level targeting if is made
completely clear that Market Monetarists are in favour restricting central banks powers rather than
increasing their discretionary powers. Furthermore, it is also key that we make it completely clear that we
are certainly not inflationists. In fact I personally think that in an ideal world central banks would targeting
NGDP to ensure what George Selgin calls a [4]productivity norm, which in fact would mean moderate
(productive driven) deflation.
I am well aware it could be pretty counterproductive to argue for deflation right now as must people
don t understand the crucial difference between deflation generated by monetary excessive money demand
and deflation as a result of productivity growth. But on the other hand there comes a day when we get out
of the present mess and then we want to be able to argue as forcefully as now that monetary policy is overly
loose. I would not have liked to be on the wrong side of the debate in the 1970s (I was born in the early
1970s so I did not do much debating on monetary policy then that only started in the 1980s).
Sometime certain arguments can be convenient , but in the long-run convenient arguments don t
win the debates. The correct arguments win debates in the long-run. Just ask Milton Friedman.
Finally thanks to Richard Williamson for commenting on my post. It is highly appreciated even if I
disagree.
1. http://shewingthefly.com/2011/11/12/how-should-market-monetarists-talk-about-monetary-policy/
2. http://marketmonetarist.com/2011/11/12/ngdp-targeting-is-not-a-keynesian-business-cycle-policy/
3. http://marketmonetarist.com/
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4. http://www.cato.org/pubs/journal/cj10n1/cj10n1-14.pdf

Marcus Nunes (2011-11-12 20:52:36)
Words are very important. Choosing the right words to convey your idea is key in defining success or failure. I agree
with Lars that ”stimulus” is bad, even pejorative. Several weeks ago I tried to frame the ”action” MM wants, avoiding the I & S words: http://thefaintofheart.wordpress.com/2011/10/07/two-words-you-should -never-use-inflationstimulus/
The semantics of stimulus, and how to win friends « Shewing the fly (2011-11-12 22:15:11)
[...] Christensen (the first person to subscribe to my blog, thank you Lars!) critiques my claim that we need monetary
stimulus : It might be because Richard is not an economist (no [...]
Steve Roth (2011-11-13 08:48:58)
As usual, Steve Waldman nails it: ”Best to replace the fiscal/monetary debate w/rules vs discretion debate that is
catholic about means. cf @shewingthefly” Automatic stabilizers are the key to effective 1) policy and 2) expectationsetting. Because 1) they happen, and 2) People know they’re gonna happen. Could be fiscal or monetary, largely a
question of where you inject the money. Personally I’d like to see the ETIC ramped up bigtime, expanded up the
income spectrum, paid on weekly paychecks, and with its benefit levels indexed to some measure of unemployment. Or
the MMT guaranteed employment scheme. Both long-term goals, of course, not happening any time soon. (But who
woulda guessed that NGDP level targeting would get in sight of the goalposts?) Either, it seems to me, would give
the Fed a much more congenial environment for exerting its moxie, and managing the tradeoffs between its mandates.
Asymptosis » Monetary or Fiscal, Discretionary or Non? Think: Automatic Stabilizers (2011-11-13 18:49:39)
[...] Williamson and Lars Christiansen are having an interesting discussion on the language of Market Monetarism (a
moniker that Lars [...]
Roth s Monetary and Fiscal Framework for Economic Stability « The Market Monetarist (2011-11-13 22:36:59)
[...] Roth over at www.asymptosis.com has a comment on my previous post Be right for the right reasons , which in
itself was a comment on Richard Williamson who had commented on one of my previous [...]
NGDP targeting is not a Keynesian business cycle policy « The Market Monetarist (2011-11-13 23:57:17)
[...] Be right for the right reasons [...]
Steve Roth (2011-11-14 00:21:52)
Oh and BTW the MMTer’s employment scheme is different from my EITC proposal. But with somewhat similar
goals and approaches.
This is what progress looks like « Shewing the fly (2011-11-14 01:53:01)
[...] makes a terse but thought-provoking remark on Twitter about the recent exchange (here, here, here and finally
here) between myself and Lars Christensen on arguments for NGDP targeting Best to [...]

Roth s Monetary and Fiscal Framework for Economic Stability (2011-11-13 22:36)
Steve Roth over at www.asymptosis.com has a [1]comment on my previous post [2] Be right for the right
reasons , which in itself was a comment on Richard Williamson who had [3]commented on one of my
previous comments ([4] NGDP targeting is not a Keynesian business cycle policy ) so you might consider
this as ponzi-commenting&Anyway, Steve s comment deserves an answer. He has some intriguing ideas.
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What Steve suggests is what he calls the MMTer s guaranteed employment scheme . For those who
are not following the monetary debate in blogosphere it might be helpful to tell that MMT means Modern
Monetary Theory or what in the old days was known as Chartalism. I don t want to use too much
time explaining [5]Chartalism (I am not really that strong on what they think), but lets just say that
MMTer s fundamentally think that monetary policy and fiscal policy is the same thing and that money
enters circulation through government spending.
Steve s idea is the following:
My personal preferred stabilizer is to up the EITC bigtime, expand it up the income spectrum, pay
it on weekly paychecks, and index its benefit levels to some measure of unemployment.
EITC for those who don t know it means
given to low income families in the US.

Earned Income Tax Credit

and is a Federal tax credit

Steve does not say it directly, but I guess that his idea is that the Federal Reserve should fund this
scheme. Or at least for a monetarist or a Market Monetarist this is crucial if the programme is going to
work .
Some would consider Steve Roth s idea to be completely insane. I do not. However, I have a number of reservations, but most important I have serious trouble with Steve s premise.
I fundamentally think that recessions are always and everywhere a monetary phenomenon and hence
monetary and fiscal policy should not be designed to be countercyclical . Monetary policy should be
designed not mess with Say s Law or said in another way monetary policy should not create recessions in
the first place. If central banks where to engage in countercyclical policies then it basically end up fighting
against it s own past mistakes. This is also why I so strongly oppose when some Market Monetarists call
for monetary stimulus as it exactly sounds as if we would like central banks to follow some kind of
countercyclical policy.
Therefore there is no need for an employment scheme
Law by introducing credible NGDP level targeting.

if central banks stop messing with Say s

That said, Roth s scheme might not be in conflict with the idea of NGDP target. In fact if the Federal Reserve said that it in the future would say it would send each a American a cheque of the same size as
the average EITC (hence doubling the EITC cheque) and that it would do so until NGDP had returned to
the pre-crisis level then that in my view most likely would be a successful mechanism for returning NGDP
to the pre-crisis trend. That does not mean that I endorse Steve s scheme and and the fact that I think it
would work does not mean that I in anyway agree with MMT theories I don t. The only thing it really
means is that I think monetary policy is very powerful and that NGDP always can be increased by the use
of monetary policy then it is less important how you inject the money into the economy.
Fundamentally I think it is a pretty bad idea to have the central bank funding government expenditure and given central banks exist I believe they would be made independent of political pressures.
Finally, a comment on my headline. When I read Steve s comment I came to think of a paper Milton Friedman wrote back in 1948 [6] A Monetary and Fiscal Framework for Economic Stability . In the
paper Friedman suggests something similar to Steve. Friedman s suggestion is basically that the government
should balance its budgets over the business cycle , but in downturns the central bank should print money
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to finance the public deficits. That in Friedman s view creates a monetary-fiscal stabiliser of the economy.
Friedman luckily became wiser as he aged. Here is a he said about in 1960 in [7] A Program for Monetary
Stability about his 1948 proposal:
I have become increasingly persuaded that the proposal is more sophisticated and complex than is
necessary, that a much simpler rule would also produce highly satisfactory results and would have two great
advantages: first, its simplicity would facilitate the public understanding and backing that is necessary if
the rule is to provide an effective barrier to opportunistic tinkering ; second, it would largely separate the
monetary problem from the fiscal and hence would require less far-reaching reform over a narrower area.
So Steve, I don t think we need to get the central bank involved in getting NGDP back on track
and monetary policy should not be funding government programmes especially not programmes that are
not to great to begin with.
PS Steve, you have one advantage in the debate with me. Friedman suggested in 1948 to use a
monetary-fiscal stabiliser and the EITC is of course a (bad) variation of Friedman s suggestion for a Negative
Income Tax and I hate arguing against any of Friedman s ideas.
PPS Steve got my surname slightly wrong - it is Christensen and not Christiansen.

1. http://www.asymptosis.com/monetary-or-fiscal-discretionary-or-non-think-automatic-stabilizers.html
2. http://marketmonetarist.com/2011/11/12/be-right-for-the-right-reasons/
3. http://shewingthefly.com/2011/11/12/on-the-semantics-of-stimulus/
4. http://marketmonetarist.com/2011/11/12/ngdp-targeting-is-not-a-keynesian-business-cycle-policy/
5. http://en.wikipedia.org/wiki/Chartalism
6. http://www.jstor.org/stable/1810624
7. http://www.amazon.com/Program-Monetary-Stability-Milton-Friedman/dp/0823203719

Steve Roth (2011-11-14 00:09:57)
Thanks, Lars. Sorry for spelling your name wrong. I didn’t/don’t propose that it be a Fed program. Not at all
sure that it matters, as long as it’s automatic, so 1. it happens, and 2. people *know* it will happen, so it anchors
expectations. ”EITC is of course a (bad) variation of Friedman s suggestion for a Negative Income Tax” Wow, really?
It seems like a great improvement because of the work requirement, in that it incentivizes both work and hiring (in
varying degrees, depending how you think the incidence lands).
Lars Christensen (2011-11-14 00:34:51)
Steve, I don’t think it would work without increasing the money supply or without creating a expectations of an
increase in the money supply in the future if NGDP were to fall short of the target. That said, it might increase
velocity if it created less uncertainty and might therefore indirectly work, but I doubt it. Concerning EITC - I am no
expert on the scheme, but what I like about NIT is that it is completely automatic and the is no bureaucracy. That
said, I am not major fan of NIT either.
This is what progress looks like « Shewing the fly (2011-11-14 01:41:22)
[...] has also written a response to Steve here, which expresses some reservations about his fiscal policy ideas and
reiterates the valuable point [...]
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Irving Fisher and the New Normal (2011-11-13 23:30)
A lot of the debate about how to escape the Great Recession is focused on the question of deleveraging and
it is often said that we have entered a period of more or less permanent low growth a New Normal . I
fundamentally think the idea of the new normal theoretically and empirically flawed.
Irving Fisher undoubtedly one of the greatest economists of the 20th century formulated his [1]debtdeflation theory, which is highly relevant for the debate about the New Normal and more importantly
about how to escape the New Normal . According to Fisher the economy and market goes through nine
phases after the bubble bursts:
1. Debt liquidation and distress selling.
2. Contraction of the money supply as bank loans are paid off.
3. A fall in the level of asset prices.
4. A still greater fall in the net worth of businesses, precipitating bankruptcies.
5. A fall in profits.
6. A reduction in output, in trade and in employment.
7. Pessimism and loss of confidence.
8. Hoarding of money.
9. A fall in nominal interest rates and a rise in deflation adjusted interest rates.
This is how a lot of people today think of the crisis. We had a bubble and it busted and now we have to
go through these more or less natural phases and therefore we will just have to take the pain. I would
certainly not disagree that there is a serious risk that we indeed will live through a long period of low growth
and a quasi-deflationary environment. Here is Fisher: Unless some counteracting cause comes along to
prevent the fall in the price level, such a depression as that of 1929-33 (namely when the more the debtors
pay the more they owe) tends to continue, going deeper, in a vicious spiral, for many years. There is then
no tendency of the boat to stop tipping until it has capsized. Ultimately, of course, but only after almost
universal bankruptcy, the indebtedness must cease to grow greater and begin to grow less. Then comes
recovery and a tendency for a new boom-depression sequence. This is the so-called ”natural” way out of a
depression, via needless and cruel bankruptcy, unemployment, and starvation. This is pretty much Fisher
description of the New Normal. However, unlike the New Normal crowd Fisher did not think that we have
to live through a vicious spiral, for many years : On the other hand, if the foregoing analysis is correct, it
is always economically possible to stop or prevent such a depression simply by reflating the price level up to
the average level at which outstanding debts were contracted by existing debtors and assumed by existing
creditors, and then maintaining that level unchanged. So what is Fisher saying? Basically advocating a
variation of the Market Monetarists solution to bring NGDP back to the pre-crisis trend level. The skeptics,
however, are saying that it is not possible to do that with monetary policy, but Fisher has an answer ready
to the liquidity trap crowd: That the price level is controllable is not only claimed by monetary theorists
but has recently been evidenced by two great events: (1) Sweden has now for nearly two years maintained a
stable price level, practically always within 2 per cent of the chosen par and usually within 1 per cent. (2)
The fact that immediate reversal of deflation is easily achieved by the use, or even the prospect of use, of
appropriate instrumentalities has just been demonstrated by President Roosevelt. Fisher continues about
Roosevelt s decision to give up the gold standard in 1933: Those who imagine that Roosevelt’s avowed
reflation is not the cause of our recovery but that we had ”reached the bottom anyway” are very much
178

mistaken. At any rate, they have given no evidence, so far as I have seen, that we had reached the bottom.
And if they are right, my analysis must be woefully wrong. According to all the evidence, under that analysis,
debt and deflation, which had wrought havoc up to March 4, 1933, were then stronger than ever and, if let
alone, would have wreaked greater wreckage than ever, after March 4. Had no ”artificial respiration” been
applied, we would soon have seen general bankruptcies of the mortgage guarantee companies, savings banks,
life insurance companies, railways, municipalities, and states. By that time the Federal Government would
probably have become unable to pay its bills without resort to the printing press, which would itself have
been a very belated and unfortunate case of artificial respiration. If even then our rulers should still have
insisted on ”leaving recovery to nature” and should still have refused to inflate in any way, should vainly
have tried to balance the budget and discharge more government employees, to raise taxes, to float, or try
to float, more loans, they would soon have ceased to be our rulers. For we would have insolvency of our
national government itself, and probably some form of political revolution without waiting for the next legal
election. The mid-west farmers had already begun to defy the law&If all this is true, it would be as silly and
immoral to ”let nature take her course” as for a physician to neglect a case of pneumonia. It would also be a
libel on economic science, which has its therapeutics as truly as medical science. So what is Fisher saying?
Yes we are going through a debt-deflation cycle started by a monetary shock and it can go on for years, but
the downward spiral can be stopped with monetary policy for example by bringing NGDP back to the
pre-crisis trend level and there is no liquidity trap as long as policy makers use [2]Rooseveltian Resolve or
[3]learn a lesson from the Swedish central bank Riksbanken.

1. http://fraser.stlouisfed.org/docs/meltzer/fisdeb33.pdf
2. http://marketmonetarist.com/2011/11/01/needed-rooseveltian-resolve/
3. http://swopec.hhs.se/hastef/papers/hastef0290.pdf

Irving Fisher and the New Normal « Economics Info (2011-11-15 03:00:44)
[...] Source [...]
Donald Pretari (2011-11-14 00:04:00)
Spot On!
Wauw! We have a Market Monetarist at the Telegraph « The Market Monetarist (2011-12-03 08:01:47)
[...] or if Chuck Norris was ECB chief The Chuck Norris effect, Swiss lessons and a (not so) crazy idea Irving Fisher
and the New Normal The Fisher-Friedman-Sumner-Svensson [...]
Japan shows that QE works « The Market Monetarist (2012-01-09 23:15:06)
[...] very important conclusion can be drawn from the Japanese experience. There is no such thing as the New
Normal where deleveraging necessitates decades of no growth. Japan only had one and not two lost decades. [...]
Chain of events in the boom-bust « The Market Monetarist (2011-12-27 13:30:20)
[...] - A forced balance sheet recession takes place (it is NOT a Austrian style balance sheet recession&)
tight monetary policy forces investors and households through an unnecessary Fisherian debt-deflation [...]

overly

NGDP targeting would have prevented the Asian crisis « The Market Monetarist (2012-01-03 00:05:51)
[...] goes through a necessary deleveraging. I am very sceptical about this and have commented on it before and I
think that Thai experience shows pretty clearly that we a long-term balance sheet recession [...]
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Reuter’s Hayek vs Keynes debate (2011-11-14 01:28)
See the [1]Reuters debate on Hayek vs Keynes.
This concept is a great idea. I would love to see a Cassel vs Hayek debate or a Cassel vs Keynes debate.
HT MichaB Gamrot
1. http://hayekcenter.org/?p=5094

Marcus Nunes (2011-11-14 02:27:29)
Lars
Yesterday
I
said
that
Cassel,
if
he
had
participated would have won ”hands down”! http://thefaintofheart.wordpress.com/2011/11/12/pity-cassel-missed-t
he-debate-he-would-have-won-hands-down/

Bank of Canada is effectively targeting the price level (2011-11-14 20:55)
Last week the Bank of Canada and Canadian government announced - not overly surprising - that it will
continue its 2 % inflation targeting regime.
This is a slight disappointment to Market Monetarists, but that said maybe the BoC is not really having a inflation targeting. In fact research show that BoC effectively has been targeting the price level rather
than inflation.
This at least is the conclusion in a [1]IMF paper from 2008. Here is the abstract:
”One of the pioneers of inflation targeting (IT), the Bank of Canada is now considering a possibility of
switching to price-level-path targeting (PLPT), where past deviations of inflation from the target would
have to be offset in the future, bringing the price level back to a predetermined path. This paper draws
attention to the fact that the price level in Canada has strayed little from the path implied by the two
percent inflation target since its introduction in December 1994, and has tended to revert to that path after
temporary deviations. Econometric analysis using Bayesian estimation suggests that a low probability can
be assigned to explaining this behavior by sheer luck manifesting itself in mutually offsetting shocks. Much
more plausible is the assumption that inflation expectations and interest rates are determined in a way
that is consistent with an element of PLPT. This suggests that the difference between IT as it is actually
practiced (or perceived) and PLPT may be less stark than what pure theoretical constructs posit, and that
the transition to a full- fledged PLPT regime will likely be considerably easier than what was previously
thought. The paper also shows that inflation expectations are a major driver of actual inflation in Canada,
which makes it easier to keep inflation close to the target without large output costs.”
HT Jens Pedersen
1. http://www.imf.org/external/pubs/ft/wp/2008/wp0825.pdf

Lorenzo from Oz (2011-11-15 03:09:40)
The Reserve Bank of Australia’s ”[1]average over the business cycle” target is explicitly a ”adjust to conditions” target.
As that means less P if more y and more P if less y, it is an ”inflation target” which looks awful like an NGDP target
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by another name.
1. http://www.rba.gov.au/monetary-policy/inflation-target.html

The Fisher-Friedman-Sumner-Svensson axis (2011-11-14 21:45)
Here is [1]Scott Sumner in 2009:
”People like Irving Fisher had a perfectly good macro model. Indeed, except for Ratex it s basically the
model that I use in all my research. But the problem is that these pre-1936 models didn t use Keynesian
language. And they didn t obsess about trying to develop a general equilibrium framework. A GE framework
is not able to predict any better than Fisher s models, and is not able to offer more cogent policy advice than
Fisher s model. Indeed in many ways Fisher s compensated dollar plan was far superior to the monetary
policy the Fed actually implemented last October. (Although I would prefer CPI futures target to a flexible
gold price, at least Fisher s plan had a nominal anchor.)”
I used to think of that Scott mostly was influenced by his old teacher Milton Friedman, but I increasingly think that Scott is mostly influenced by Irving Fisher.
Well of course this is not really important and Friedman undoubtedly was hugely influenced by Irving
Fisher. Fisher’s influence on Friedman is excellently explained in a [2]paper by Bordo and Rockoff from
earlier this year,
Here is the abstract:
”This paper examines the influence of Irving Fisher s writings on Milton Friedman s work in monetary economics. We focus first on Fisher s influences in monetary theory (the quantity theory of money, the Fisher
effect, Gibson s Paradox, the monetary theory of business cycles, and the Phillips Curve, and empirics, e.g.
distributed lags.). Then we discuss Fisher and Friedman’s views on monetary policy and various schemes
for monetary reform (the k % rule, freezing the monetary base, the compensated dollar, a mandate for
price stability, 100 % reserve money, and stamped money.) Assessing the influence of an earlier economist’s
writings on that of later scholars is a challenge. As a science progresses the views of its earlier pioneers
are absorbed in the weltanschauung. Fisher’s Purchasing Power of Money as well as the work of Pigou
and Marshall were the basic building blocks for later students of monetary economics. Thus, the Chicago
School of the 1930s absorbed Fisher’s approach, and Friedman learned from them. However, in some salient
aspects of Friedman’s work we can clearly detect a major direct influence of Fisher’s writings on Friedman’s.
Thus, for example with the buildup of inflation in the 1960s Friedman adopted the Fisher effect and Fisher’s
empirical approach to inflationary expectations into his analysis. Thus, Fisher’s influence on Friedman was
both indirect through the Chicago School and direct. Regardless of the weight attached to the two influences,
Fisher’ impact on Friedman was profound.”
I wonder if Bordo and Rockoff would ever write a paper about Fisher’s influence on Sumner...or maybe
Scott will write it himself? I especially find Scott’s ”link” to the compensated dollar plan intriguing as I
fundamentally think that Scott’s intellectual love affair with [3]”Market Keynesian” Lars E. O. Svensson has
to be tracked back to exactly this plan.
PS I am intrigued by the compensated dollar plan (CDP) and I increasingly think that variations of the
CDP could be a fitting monetary policy set-up for Emerging Markets and small open economies with underdeveloped financial markets. One day I might get my act together and write a post on that topic.
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1. http://www.themoneyillusion.com/?p=1328
2.

http://www.google.com/url?sa=t&rct=j&q=The%2BInfluence%2Bof%2BIrving%2BFisher%2Bon%2BMilton%2BFriedman%

25E2%2580%2598s%2BMonetary%2BEconomics&source=web&cd=1&ved=0CB4QFjAA&url=http%3A%2F%2Fwww.aeaweb.org%2Faea%
2F2011conference%2Fprogram%2Fretrieve.php%3Fpdfid%3D649&ei=yGvBTpyOE8yN4gSKosHDCQ&usg=
AFQjCNGOmCvPtiZ8eZnwqpZQQ8VDhguAbg
3. http://www.themoneyillusion.com/?p=11892

Lars Christensen (2011-11-15 00:28:01)
Martin, this is one of the questions I would have to answer, but lets just start out by saying that the central bank
can relatively easily influence the exchange rate and even the most underdeveloped countries have some measures for
nominal macrodata like inflation, the price level and NGDP.
Martin (2011-11-15 00:21:31)
”PS I am intrigued by the compensated dollar plan (CDP) and I increasingly think that variations of the CDP could
be a fitting monetary policy set-up for Emerging Markets and small open economies with underdeveloped financial
markets. One day I might get my act together and write a post on that topic.” Lars, when a small open economy has
an underdeveloped financial market, why would you think it has enough data or could have enough data to implement
a CDP?
Wauw! We have a Market Monetarist at the Telegraph « The Market Monetarist (2011-12-02 08:40:40)
[...] understands and agrees (I kind of had an idea about that already&did he for example read this comment). Back
to [...]
Martin (2011-11-16 11:27:38)
Lars, I am sure they have, most countries will have some dataset labelled ”CPI”, ”GDP” and if not estimates exist
by other countries/agencies. What I have my doubts about is whether the margin of error is small enough to be
meaningful for a CDP. Note: I don’t know enough about national income data, so perhaps I am utterly wrong.

The Fed can save the euro (2011-11-15 06:36)
David Beckworth has a excellent [1]comment on the correlation between NGDP in the US and the euro zone.
David shows that US NGDP growth leads NGDP growth in the euro zone. This means that if the Federal Reserve were to move to push NGDP back to the pre-crisis trend level then it would likely lead to a
similar increase in the NGDP level in the euro zone.
Hence, if the Fed were to introduce a NGDP level target then because the US is a [2]”global monetary
superpower” then the ECB would effective be forced to do the same thing. Interestingly this would probably
mean that the ECB would overshoot it’s 2 % inflation in the short-run as NGDP shifts from on level to
another. How would the ECB react to that? Well, first of all the EUR/USD would undoubtedly spike, which
would curb short time inflationary pressures and the question is really whether the ECB would have time
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to do anything about the jump in NGDP. Paradoxically because the ECB is targeting future inflation then
it could say ”well, inflation is now at 5 %, but that is really not something we can do anything about and
inflation nonetheless be back to 2 % once US NGDP settles down at the new (old) NGDP trend level so no
tightening of monetary policy is needed”.
For now the ECB refuses any easing of monetary policy, but if the Fed were to act decisively then the
ECB probably would import an easing of monetary policy - and that would probably save the euro. So
please Ben can you help us?
1. http://macromarketmusings.blogspot.com/2011/11/ecb-needs-fed-now-more-than-ever.html
2. http://uweb.txstate.edu/~db52/monetarysuperpower.pdf

The Tragic year: 1931 (2011-11-15 19:58)
Benjamin Anderson termed 1931 the ”the tragic year”

these are some of the events in that tragic year:

1. One of Europe s largest banks with large exposure to Central and Eastern Europe gets into serious
trouble (It is of course Austria s largest bank Österiechishe Kredit Anstalt and it of course collapsed)
2. Europe’s Sovereign debt crisis is threatening financial stability and currency collapse (It s the Germans
that are to blame they can t pay their war debts)
3. Major international banks push for a big country to save the sinners (The US banks ask US president
Hoover to help ease the pain on Germany)
4. Debt restructuring (The Hoover moratorium gives Germany a bit of relief
to begin with)

the US banks are happy

5. Monetary policy keeps deflationary pressures on (The French central bank keeps hoarding gold)
6. An insane commitment to a failed monetary system (the gold standard mentality keeps the commitment
to the gold standard despite the fact that it is killing Europe)
7. Some countries have had enough and give up the monetary standard (The UK leaves the gold standard
the Scandinavian countries follows suit and recover fast from the Great Depression)
8. Technocracy is popular and it suggested that indebted nations should be run by technocrats (The
so-called Technocracy Movement became increasingly popular in German)
And here we are 80 years on&do you see any similarities? I wonder what 2012 will bring
countries (or so...) defaulted&

in 1932 10

Lorenzo on Tooze and a bit on 1931 « The Market Monetarist (2011-12-15 07:21:55)
[...] full well understand monetary policy and monetary history. See what I earlier have written on year Tagic year
19313 I hope that Dr. Belka will educate his European colleagues about monetary history (he yesterday [...]
Lorenzo on Tooze and a bit on 1931 « The Market Monetarist (2011-12-15 07:23:29)
[...] full well understand monetary policy and monetary history. See what I earlier have written on the Tagic year
19313 I hope that Dr. Belka will educate his European colleagues about monetary history (he yesterday [...]
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Incredible Europeans have learned nothing from history « The Market Monetarist (2011-11-21 07:52:21)
[...] If there is any European policy makers out there reading this - you should take a look at events of 1931
to repeat anymore of events from that tragic year. You could start reading my comment on 1931. [...]

try not

Please listen to Nicholas Craft! (2011-11-16 09:28)
Professor Nicholas Craft as written a [1]report for the British think tank Centre Forum on ”Delivering growth
while reducing deficits: lessons from the 1930s”. The report is an excellent overview of the British experience
during the 1930s, where monetary easing through exchange rate depreciation combined with fiscal tightening
delivered results that certainly should be of interest to today’s policy makers.
If you are the lazy type then you can just read the conclusion:
”The 1930s offers important lessons for today s policymakers. At that time, the UK was attempting fiscal consolidation with interest rates at the lower bound but devised a policy package that took the economy
out of a double-dip recession and into a strong recovery. The way this was achieved was through monetary
rather than fiscal stimulus.
The key to recovery both in the UK and the United States in the 1930s was the adoption of credible
policies to raise the price level and in so doing to reduce real interest rates. This provided monetary stimulus
even though, as today, nominal interest rates could not be cut further. In the UK, the cheap money policy
put in place in 1932 provided an important offset to the deflationary impact of fiscal consolidation that had
pushed the economy into a double-dip recession in that year.
If economic recovery falters in 2012, it may be necessary to go beyond further quantitative easing as practised
hitherto. It is important to recognize that at that point there would be an alternative to fiscal stimulus which
might be preferable given the weak state of public finances. The key requirement would be to reduce real
interest rates by raising inflationary expectations.
At that point, inflation targeting as currently practised in the UK would no longer be appropriate. A
possible reform would be to adopt a price level target which commits the MPC to increase the price level by
a significant amount, say 15 per cent, over four years. In the 1930s, the Treasury succeeded in developing a
clear and credible policy to raise prices. It maybe necessary to adopt a similar strategy in the near future.
It would be attractive if this kind of monetary stimulus worked, as in the 1930s, through encouraging
housebuilding. This suggests that an important complementary policy reform would be to liberalize the
planning restrictions which make it most unlikely that we will ever see the private sector again build 293000
houses in a year as happened in 1934/5.”
If I have any reservations against Craft’s views then it is the focus on real interest rates in the monetary transmission mechanism. I think that is a far to narrow description of the transmission mechanism
in which I think interest rates plays a rather minor role. See my previous [2]comment on the transmission
mechanism.
That minor issue aside Craft provides some very insightful comments on the 1930s and the present crisis and I hope some European policy makers would read Craft’s report...
—
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I got this reference from David Glasner who also has written a [3]comment on Craft’s report.
1. http://centreforum.org/assets/pubs/delivering-growth-while-reducing-deficits.pdf
2. http://marketmonetarist.com/2011/10/30/ben-volker-and-the-monetary-transmission-mechanism/
3. http://uneasymoney.com/2011/11/15/nicholas-crafts-on-the-lessons-of-the-1930s/

Benjamin Cole (2011-11-16 19:18:10)
Great blogging of late. But remember: central banks cannot cause inflation, except they might cause hyperinflation.
Something like that.
Brito (2011-11-16 16:51:04)
Heh, Prof. Nicholas Crafts is actually going to be teaching one of my modules next year, on economic history.

”Fed greatly destabilized the U.S. economy” (2011-11-16 22:24)
As the European crisis just gets worse and worse I am reminded by what a clever man once said - he is that
clever man Ben Bernanke in [1]2004:
”Some important lessons emerge from the story. One lesson is that ideas are critical. The gold standard
orthodoxy, the adherence of some Federal Reserve policymakers to the liquidationist thesis, and the incorrect
view that low nominal interest rates necessarily signaled monetary ease, all led policymakers astray, with
disastrous consequences. We should not underestimate the need for careful research and analysis in guiding
policy. Another lesson is that central banks and other governmental agencies have an important responsibility
to maintain financial stability. The banking crises of the 1930s, both in the United States and abroad, were
a significant source of output declines, both through their effects on money supplies and on credit supplies.
Finally, perhaps the most important lesson of all is that price stability should be a key objective of monetary
policy. By allowing persistent declines in the money supply and in the price level, the Federal Reserve of the
late 1920s and 1930s greatly destabilized the U.S. economy and, through the workings of the gold standard,
the economies of many other nations as well.”
I wonder what he is thinking of his colleagues in the ECB and about his own responsibilities today.
1. http://www.federalreserve.gov/boarddocs/speeches/2004/200403022/default.htm

Marcus Nunes (2011-11-17 02:25:10)
Lars. Interesting that BB is such a wealth of great quotes, none of which he followed!
Benjamin Cole (2011-11-18 20:55:02)
Yeah, business guys go invest—we promise you will operate in a dull, recessionary environment. Note returns on
stocks and real estate in Japan.

British style Binge-drinking and QE - all we need is Chuck Norris (2011-11-18 15:00)
Here is quote of the day:
”being surprised about why QE doesn’t work when you’re trying to keep inflation expectations at 2 %
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is like being surprised why people don’t have a party at a ”free” bar if you make it clear you will remove
alcohol from anyone who starts to feel drunk”.
This is Anthony Evans in [1]City AM on Bank of England’s conduct of monetary policy. I think this is
excellent - the Bank of England should call in Chuck Norris.
1. http://www.cityam.com/forum/anchors-aweigh-king-has-let-uk-prices-rip

Britmouse (2011-11-18 15:35:34)
I’m no apologist for the BOE, but I think that analogy is poor. They have plainly allowed people to ”have a party”.
They have allowed CPI inflation go to 5 % - way above target - and then started expanding the monetary base even
further. It is generally very clear from their messaging that they set policy to target their forecast for CPI on a 2yr-ish
horizon. They even allowed that forecast to drift too high earlier in 2011, without tightening to correct that. So again,
they allowed the ”party” to go on. They are also very explicit that they only be reversing QE at a time in the future
when they need to be tightening policy. Their comms are pretty good on that front. Obviously the main problem is
that CPI inflation is disconnected from the level of nominal demand. It is not the right target. But I think you can
make a case that they are doing the right thing within their mandate. The latest BOE inflation report is filled with
references to how QE boosts nominal demand/spending. Several MPC members have written/commented on nominal
income targeting in the past: Charlie Bean, Martin Weale, and Ben Broadbent at least. There is some hope.
Adam Posen calls for more QE that s fine, but& « The Market Monetarist (2011-11-22 21:49:28)
[...] Evans seem to share my concerns about QE without a proper framework. See Anthony s comment here and [...]

Pedersen on Price Level Targeting (2011-11-18 16:45)
My good colleague Jens N. Pedersen has today successfully defended his master thesis at the Department
on Economics at the University of Copenhagen.
Jens [1]thesis should be of interest to Market Monetarists.
Here is a bit from the introduction of Jens thesis Price Level Targeting - Optimal anchoring of expectations in a New Keynesian model :
The recent experience of the Financial Crisis has highlighted the potential drawbacks of a policy targeting
the changes and not the level of the prices. When the zero lower bound on the nominal interest rate binds,
the inflation target presents a lower constraint on the real interest rate because inflation expectations are
anchored at the target. Following the crisis, a number of major central banks have been forced to keep the
policy rate close to zero and in the mean time use unconventional tools to keep monetary policy effective.
Price level targeting, however, presents the optimal way of anchoring expectations by increasing inflation
expectations in a deflationary environment and vice versa. This improves monetary policy in general and in a
zero interest rate environment, which keeps the conventional interest rate operating procedure effective. This
thesis attempts to study, how the central bank can optimally utilise the expectational channel, when setting
monetary policy, by announcing a price level target. The investigation will take on both a theoretical and
an empirical stand point. The theoretical part of the thesis revisits the arguments for and against adopting
price level targeting. The empirical part of the thesis attempts to evaluate the optimality of monetary policy
by inspecting the statistical properties of the price level.
I am grateful to Jens for always challenging some of my views on monetary policy and Jens is always
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an excellent sparring partner not only on monetary issues but also on such interesting subjects as sportometrics and fine dining.
So dear readers please have a look at Jens excellent thesis. And to Jens - Congratulations! It is welldeserved and you can truly be proud of your thesis.

1. http://marketmonetarist.files.wordpress.com/2011/11/pedersen_plt1.pdf

Capital controls are always wrong - also in Iceland (2011-11-19 08:49)
I have long had a interest in the Icelandic economy and my views on the Icelandic boom-bust are well know.
Iceland has come quite well through the crisis - and there is a moderate recovery underway in the economy and the debt situation has clearly been stabilised. However, there is one area where I continue to see
a serious problem and that this capital controls. In the wake of the crisis the IMF more or less forced the
Icelandic government to introduce draconian capital controls.
Now two Icelandic economists [1]Ragnar Arnason and [2]Jon Danielson have written a excellent [3]comment on the website Voxeu.org about the capital control. You should read the comment for yourself, but
here is a bit of the conclusion:
”Thus, in our view, the imposition of capital controls was both unnecessary and unjustified. Without them,
the exchange rate might have temporarily fallen even further in a worst case scenario, in which case a surgical
intervention in the form of a temporary tax on short capital outflows would have been a sufficient policy
response.
Instead, the IMF forced the Icelandic government to impose draconian capital controls of a type last seen
in developed economies in the 1950s, causing significant short-term and long-term economic damage. The
capital controls were initially touted as a temporary measure, but now three years after the event it looks
like they are there to stay, and as the domestic economy adapts to their presence, they will be increasingly
costly to abolish. After all, the last time Iceland imposed capital controls in the 1930s, they lasted until
1993.
The capital controls have resulted in an intrusive licensing regime, with government permission required
for foreign travel and those emigrating prevented from taking their assets with them. Both are direct violations of the civil rights of Icelandic citizens and Iceland s international commitments as a democratic
European country.
Our hope is that other countries facing a similar situation will have the good fortune of receiving better
advice from the IMF.”
Lets just say it as it is - I agree with every single word.
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1. http://www.voxeu.org/index.php?q=node/7270
2. http://www.voxeu.org/index.php?q=node/1117
3. http://www.voxeu.org/index.php?q=node/7275

Taylor fires at NGDP targeting - the Market Monetarists fire back (2011-11-20 20:22)
John Taylor has a [1]comment on NGDP targeting. Let’s just say he is not a fan of NGDP targeting.
Taylor’s comments have provoked the Market Monetarists bloggers to fire back at Taylor. See the comments from:
[2]Scott Sumner
[3]Nick Rowe
[4]Marcus Nunes
[5]Bill Woolsey
I don’t have a lot to add, but I would note that it seems like Taylor wrongly thinks that NGDP targeting is discretionary. I have already commented on that common misperception.
See my comment [6]”NGDP targeting is not a Keynesian business cycle policy”
PS To me actually the worst thing about the Taylor rule is that it has created the very damaging misconception that monetary policy is about controlling interest rates. Interest rates is NOT the price of money
- it is the price of credit.
1. http://johnbtaylorsblog.blogspot.com/2011/11/more-on-nominal-gdp-targeting.html
2. http://www.themoneyillusion.com/?p=11965
3.

http:

//worthwhile.typepad.com/worthwhile_canadian_initi/2011/11/instrument-rules-target-rules-and-learning.html
4. http://thefaintofheart.wordpress.com/2011/11/19/john-taylor-strikes-back-on-ngdpt/
5. http://monetaryfreedom-billwoolsey.blogspot.com/2011/11/taylor-on-nominal-gdp-targeting.html
6. http://marketmonetarist.com/2011/11/12/ngdp-targeting-is-not-a-keynesian-business-cycle-policy/

Selgin s Monetary Credo Please Dr. Taylor read it! « The Market Monetarist (2011-12-02 00:11:02)
[...] See my earlier overview of the Market Monetarist response to John Taylor s critique of NGDP targeting here. [...]
Benjamin Cole (2011-11-20 22:06:59)
I found Taylor’s critique to be feeble. If even a Taylor can muster only such weak arguments against Market Monetarism..... My guess is that taylor will come on board (perhaps using different terminology) if Romney becomes
President. Again, I say a peevish fixation with inflation, or interest rates, is only the facade of a monetary policy.
Like it or not, central bankers also have serious and primary responsibilities to economic growth. I can eat 5 percent
inflation and crap thunder, but I can’t eat without a job.

”Incredible Europeans” have learned nothing from history (2011-11-21 07:52)
The conservative Partido Popular won the general elections in Spain over the week and PP leader Mariano
Rajoy will now become Prime Minister in Spain. That makes it three - that is the number of new Prime
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Ministers in Southern European countries in a couple of weeks.
So the European crisis continues and as in 1931 this is to a large extent a political crisis and policy makers
seem unable to learn much from the past. Here is [1]Scott Sumner for you:
”The events of the last few years have caused me to radically revise my views of the Great Depression.
Not in terms of the causal factors, those have been amply confirmed. Falling NGDP does create domestic
and international financial turmoil no doubt about that. But I used to think people were stupid back in
the 1930s. Remember Hawtrey s famous Crying fire, fire, in Noah s flood ? I used to wonder how people
could have failed to see the real problem. I thought that progress in macroeconomic analysis made similar
policy errors unlikely today. I couldn t have been more wrong. We re just as stupid as they are.”
I am only quoting, but find it hard to disagree. One thing is to agree with with Scott Sumner (I am
used to that), but agreeing with [2]Paul Krugman is slightly less normal for me, but here he is (and I agree):
”I had some hopes for Mario Draghi; he has just [3]done his best to kill those hopes. In his view, it s
all about credibility, defined thusly:

Credibility implies that our monetary policy is successful in anchoring inflation expectations
over the medium and longer term. This is the major contribution we can make in support
of sustainable growth, employment creation and financial stability. And we are making this
contribution in full independence.
Unbelievable. Right now, the ECB has too much credibility on the inflation front; the spread between
German nominal and real interest rates, which is an implicit forecast of the inflation rate, is pointing to
[4]disastrously low medium-term inflation”.
Draghi also seems to suffer from a variation of the ”Gold Standard mentality”. Anybody who have studied
the Great Depression should find recent European events surreal. Day-by-day history repeats itself. It is
tragic.
If there is any European policy makers out there reading this - you should take a look at events of 1931 - try
not to repeat anymore of events from that tragic year. You could start reading my comment on [5]1931.
PS I wonder if Mariano Rajoy know how Spain avoided the Great Depression 80 years ago...(hint: Spain was
not on the gold standard).
PPS I have been thinking - FX policy is the responsibility of EU Finance Ministers rather than of the
ECB. You can draw your own conclusions.
PPPS Tyler Cown also has a [6]comment on the European crisis.
PPPPS Ambrose Evans-Pritchard has a [7]comment on Spain that is unlikely to cheer up anybody.
1. http://www.themoneyillusion.com/?p=11994
2. http://krugman.blogs.nytimes.com/2011/11/19/incredible-europeans/
3. http://www.ecb.int/press/key/date/2011/html/sp111118.en.html
4. http://krugman.blogs.nytimes.com/2011/11/01/repost-european-inflation-targets/
5. http://marketmonetarist.com/2011/11/15/the-tragic-year-1931/
6. http://marginalrevolution.com/marginalrevolution/2011/11/lessons-from-the-euro-crisis-part-ii.html
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7.

http://www.telegraph.co.uk/finance/financialcrisis/8903036/

Spain-the-fifth-victim-to-fall-in-Europes-arc-of-depression.html

Benjamin Cole (2011-11-21 18:35:42)
Inflationary booms do not fan tensions and hatreds. Deflationary depressions do. Egads, this is so simple. Have the
globe’s monetary authorities lost their minds?
Lars Christensen (2011-11-21 18:44:57)
BC, it is so incredible depressing what we are seeing in Europe right now. I don’t know whether the monetary authorities have lost their minds, but we are surely not heading in the right direction. There is absolutely nothing to be
positive about at the moment.
Luis H Arroyo (2011-11-21 21:28:49)
Mariano Rajoy is a honest person, but incapable of reasoning in economics. Sadly, his economists are all of the german
line, in spite that much of them have studied in US. The euro has not only implied an institutional change; it also has
suposed an profound change of mentality not sufficently apreciated out of europe. This change is the worse enemy
for economic & social welfare. That is why the fall of the euro would be a catastrophe: There will be no alternative
model in wich to articulate the reconstruction.
Luis H Arroyo (2011-11-21 21:33:28)
... Beside that, Rajoy is very proud of his membership in the government that introduced Spain in the euro. The euro
in Spain is a Taboo, no political party is capable of criticism against it. But for the PP party, it is a sacred cow.

Insufficient powers of (European) central banks (2011-11-21 18:40)
Here is [1]Ben Bernanke and Harold James (1991) on ”Insufficient powers of (European) central banks”:
”An important institutional feature of the interwar gold standard is that, for a majority of the important
continental European central banks, open market operations were not permitted or were severely restricted.
This limitation on central bank powers was usually the result of the stabilization programs of the early and
mid 1920s. By prohibiting central banks from holding or dealing in significant quantities of government
securities, and thus making monetization of deficits more difficult, the architects of the stabilizations hoped
to prevent future inflation. This forced the central banks to rely on discount policy (the terms at which
they would make loans to commercial banks) as the principal means of affecting the domestic money supply.
However, in a number of countries the major commercial banks borrowed very infrequently from the central
banks, implying that except in crisis periods the central bank’s control over the money supply might be quite
weak.”
I wonder whether Ben Bernanke is having the same unpleasant feeling of déjà vu as I am having and
what he plans to do about - because apparently nobody in Europe studied economic history.

1. http://www.nber.org/chapters/c11482.pdf
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Dear Mario and Ben - monetary policy is getting tighter and tighter by the minute
(2011-11-21 19:32)

On the first page of the Market Monetarist bible it says that we can observe whether monetary policy is
getting tighter or looser by watching the markets. From a US perspective US monetary policy is getting
tighter when the US dollar strengthens, stock prices drop, bond yields drop and commodity prices fall. Guess
what folks - monetary policy is getting a lot tighter today!
Is this what we need?

Marcus Nunes (2011-11-21 20:41:05)
Even krugman inferred as much, although, as usual, he had fiscal stimulus in his mind: ”But if you read the Bloomberg
piece carefully, what it actually says is that market players fear that the absence of a debt deal means no stimulus.
So the actual fear is not that spending won t be cut enough, it is that it will be cut too much
which actually makes
sense, and is consistent with the action in stock and bond markets”. http://krugman.blogs.nytimes.com/2011/11/21/fairy-tales/
Lars Christensen (2011-11-21 21:01:37)
Marcus, unfortunately especially European policy makers are not that insightful. Of course neither Christina Romer
or Paul Krugman is right about the need for fiscal easing, but fiscal tightening will certainly not save the world. We
both know that what we need is the proper monetary policies. Unfortunately we are a small minority.
Benjamin Cole (2011-11-22 05:58:34)
Sure, didn’t you see that the CPI, PPI and unit labor costs (USA) all went down in their latest readings? Now central
bankers can go in for the the kill and smite inflation forever! This is a gold opportunity to imitate Japan and be rid
of inflation forever. Prosperity can wait. For a few decades.

Tilford and Whyte on the euro crisis (2011-11-22 11:00)
Simon Tilford and Philip Whyte have written an essay - ”[1]Why stricter rules threaten the eurozone” - on
the euro crisis for the normally strongly pro-European Centre for European Reform. I far from agree with
everything in the report, but it is worth a read.
Here is the conclusion (for the lazy):
”When the euro was launched, critics worried that it was inherently unstable because it was institutionally
incomplete. A monetary union, they argued, could not work outside a fiscal (and hence a political) union.
Proponents of the euro, by contrast, believed that a currency union could survive without a fiscal union
provided it was held together by rules to which its member-states adhered. If, however, a rules-based system
proved insufficient to keep the monetary union together, many supporters assumed (as faithful disciples of
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Jean Monnet) that the resulting crisis would compel politicians to take steps towards greater fiscal union.

Initially, proponents of the euro seemed to have been vindicated. The euro enjoyed a remarkably uneventful
birth, and a superficially blissful childhood. But its adolescence has been more troubled, lending increasing
weight to the euro s critics. If anything, a shared currency outside a fiscal union has turned out to be even
less stable than the critics imagined. Common fiscal rules did not guarantee the stability of the system
not just (as North European politicians like to claim) because they were broken, but also because they were
inadequate. The eurozone now faces an existential crisis and EU politicians their Monnet moment . At
root, the eurozone s sovereign debt crisis is a crisis of politics and democracy. It is clear that the eurozone will
remain an unstable, crisis-prone arrangement unless critical steps are taken to place it on a more sustainable
institutional footing. But it is equally clear that European politicians have no democratic mandate in the
short term to take the steps required. The reason is that greater fiscal integration would turn the eurozone
into the very thing that politicians said it would never be: a transfer union , with joint debt issuance and
greater control from the centre over tax and spending policy in the member-states.

Eurozone leaders now face a choice between two unpalatable alternatives. Either they accept that the
eurozone is institutionally flawed and do what is necessary to turn it into a more stable arrangement. This
will require some of them to go beyond what their voters seem prepared to allow, and to accept that a
certain amount of rule-breaking is necessary in the short term if the eurozone is to survive intact. Or
they can stick to the fiction that confidence can be restored by the adoption (and enforcement) of tougher
rules. This option will condemn the eurozone to selfdefeating policies that hasten defaults, contagion and
eventual break-up. If the eurozone is to avoid the second of these scenarios, a certain number of things need
to happen. In the short term, the ECB must insulate Italy and Spain from contagion by announcing that it
will intervene to buy as much of their debt as necessary. In the longer term, however, the future of the euro
hinges on the participating economies agreeing at least four things: mutualising the issuance of their debt;
adopting a pan-European bank deposit insurance scheme; pursuing macroeconomic policies that encourage
growth, rather than stifle it (including symmetric action to narrow trade imbalances); and lowering residual
barriers to factor mobility.”
1. http://www.cer.org.uk/publications/archive/essay/2011/why-stricter-rules-threaten-eurozone

spiritofjubilee (2011-12-15 04:19:42)
Hi There Lars Christensen, Very interesting, The German team seems to be very confident for the Euro 2008 despite
they haven’t won any European Championship since 1996. Since the 2006 World Cup the team is still very optimistic
due to all the euphoria and excitement received. Up to this point the Germans have defeated the two Euro co-host
Austria and Switzerland and expect to continue their winning streak. All the Best In America: governments, businesses, individuals are now buried under a mountain of debt. A mountain of debt that will never be repaid. Who will
borrow when they can’t make the payments on the debt that they have already? The math alone calls for a system
reset, a debt jubilee. Investors are already losing... in a rigged monetary casino that rewards usury, speculation, and
currency manipulation while looting main street. There is a moral principle that debts should be honored. That
is, debts between businesses that buy and sell real products, not bundled ponzi schemes, debts between individuals,
between friends and businesses that know each other to be rational and moral, debts based on investments where
there is a rational expectation of return. There is also a moral principle that unjust debts should be cancelled, and
usury legislated against. Debts that are ’odious’, debts based on fraud, debts to dictators, debts arranged by oligarchs
without the consent of the general population (the 99 percent who have been left out of the equation), debts based
upon compound interest upon compound interest, that should have been written off long ago, the debts need to be
cancelled in a general jubilee. Think outside the box. It’s time for a jubilee.
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”Global Banking Glut and Loan Risk Premium” (2011-11-22 20:45)
David Levey has sent me a new paper by Princeton University economics professor Hyun Song Shin on
”[1]Global Banking Glut and Loan Risk Premium”. I have unfortunately not had the time to read the paper
yet, but it looks quite interesting and I would like to share it with my readers.
Here is the abstract:
”European global banks intermediating US dollar funds are important in influencing credit conditions in
the United States. US dollar-denominated assets of banks outside the US are comparable in size to the
total assets of the US commercial bank sector, but the large gross cross-border positions are masked by the
netting out of the gross assets and liabilities. As a consequence, current account imbalances do not reflect the
influence of gross capital flows on US financial conditions. This paper pieces together evidence from a global
flow of funds analysis, and develops a theoretical model linking global banks and US loan risk premiums. The
culprit for the easy credit conditions in the United States up to 2007 may have been the Global Banking
Glut rather than the Global Savings Glut ”
Overall, I think the global financial linkages are extremely important in understanding how the Great Recession has played out and Hyun Song Shin’s paper could help us understand these linkages. I am personally
very interested in the impact of the European banking sector’s demand for dollar.
—PS While the European crisis continues relentlessly it is hard to find anything positive of cheer you up.
However, my colleague Antero Atilla - who long ago has realised that I am obsessed with monetary policy
suggested a more fun youtube link today...have a look - [2]it is all about money!
PPS The European crisis, business traveling and a bad flu is likely to keep me a bit away from blogging in
the coming days.
1. http://www.imf.org/external/np/res/seminars/2011/arc/pdf/hss.pdf
2. http://www.youtube.com/watch?v=B6JAJVAGC9M

Adam Posen calls for more QE - that’s fine, but... (2011-11-22 21:49)
Adam Posen who sits on the Bank of England’s Monetary Policy Committee (MPC) has a [1]comment in on
New York Times’ website.
Adam Posen is known to favour aggressive quantitatively easing in the present situation and in his piece he
argues strongly that both the ECB and the Federal Reserve should follow the lead from the BoE and step
up aggressive QE.
Posen rightly criticize the Fed, the BoE and the ECB with being too reluctant to do the ”right thing”
and in many ways his comments resembles my own critique of policy makers as being [2]”Calvinist” in their
thinking.
Posen is also right in arguing that more definitely is needed in both Europe and the US in terms of easing
monetary conditions, but I have often argued that Market Monetarists are not in favour of discretionary
policies (See [3]here and [4]here). We want to see QE within a proper framework of NGDP level targeting
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and not discretionary monetary ”stunts”. The experience with both QE1 and QE2 in the US shows that unless is anchored within a proper framework then the impact on NGDP expectations are likely to be relatively
short-lived.
I think that there might be some disagreement among Market Monetarists here and I guess that for example Scott Sumner would be happy to take whatever we can get, while I personally is more skeptical. If
QE is done in an ad hoc fashion outside of a clearly defined policy framework then I fear it will undermine
the longer-term arguments for NGDP level targeting. Some are already arguing that QE did not work - I
think QE works very well if it is done within a proper framework, but how can we convince the skeptics?
That does of course not mean that I would vote against more QE if I for example was on the BoE’s MPC or
the FOMC (there is no chance that will ever happen...). And it is quite obvious that the ECB need to ease
monetary policy right now and rather aggressively - even within ECB’s present framework.
Anthony Evans seem to share my concerns about QE without a proper framework. See Anthony’s comment [5]here and [6]here.
See also [7]Marcus Nunes and [8]Scott Sumner on Adam Posen’s comment.
PS Theoretically I also disagree quite a bit with Posen as it seems like he think that the monetary transmission mechanism works primarily via lower bond yields. It’s basic MM knowledge that successful monetary
easing (increased NGDP expectations) will increase bond yields. See my previous comment the transmission
mechanism [9]here. Even though I am skeptical about Posen’s call for ad hoc monetary easing I in fact think
that monetary policy with the help of the [10]Chuck Norris Effect is much more powerful than Posen seems
to think.
1.

http:

//www.nytimes.com/2011/11/21/opinion/central-bankers-stop-dithering-do-something.html?_r=2&pagewanted=all
2. http://marketmonetarist.com/2011/10/20/calvinist-economics-the-sin-of-our-times/
3. http://marketmonetarist.com/2011/11/12/ngdp-targeting-is-not-a-keynesian-business-cycle-policy/
4.
http://marketmonetarist.com/2011/11/13/roth%E2%80%99s-monetary-and-fiscal-framework-for-economic-stability/
5. http://marketmonetarist.com/2011/11/18/british-style-binge-drinking-and-qe-all-we-need-is-chuck-norris/
6. http://www.cityam.com/forum/anchors-aweigh-king-has-let-uk-prices-rip
7. http://thefaintofheart.wordpress.com/2011/11/22/dithering/
8. http://www.themoneyillusion.com/?p=12026
9. http://marketmonetarist.com/2011/10/30/ben-volker-and-the-monetary-transmission-mechanism/
10. http://marketmonetarist.com/2011/11/03/the-chuck-norris-effect-swiss-lessons-and-a-not-so-crazy-idea/

Six central banks take action, but where is Chuck Norris? « The Market Monetarist (2011-11-30 22:30:17)
[...] and is at least helps curb the crisis at least in the short-term. See my earlier comments: Adam Posen calls for
more QE that s fine, but& , NGDP targeting is not a Keynesian business cycle policy and Roth s Monetary [...]
Wauw! We have a Market Monetarist at the Telegraph « The Market Monetarist (2011-12-02 08:40:44)
[...] have forgotten some basic lessons of economic history. As the Bank of England s Adam Posen put it, policy
defeatism has taken [...]
Scott Sumner (2011-11-22 23:42:34)
I agree that there is a risk of discrediting QE, if it is done outside an explicit policy framework. I also agree that lower
bond yields are not the transmission mechanism.
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Lars Christensen (2011-11-22 23:43:39)
Scott, we need for once to disagree on something, but luckily we don’t;-)
Lorenzo from Oz (2011-11-23 06:28:37)
Perhaps we need a bit of Socratic dialogue with the inflationphobics. Q: What has caused more damage; entrenched
inflation (the 1970s) or massive deflation (1929-32)? A: Deflation. But that is not what we face. Q: What has caused
more damage; entrenched inflation (the 1970s) or unexpected disinflation during a leveraging crunch (2008-?). A:
But inflation is evil. Q: Why is inflation bad? A: Because it distorts private decisions. Q: Does it do that making
basic parameters for judgement unreliable? A: Yes. Q: So it is about creating a clear and reliable framing for private
decisions? A: Yes. Q: So, a central bank should provide a reliable framework for private decisions? A: Yes. Q: So it is
about framing expectations in a credible way? A: Yes. Q: So, what is more important to people, expectations about
income or expectations about prices? A: [Some obfustication] Q: So, should not a central bank seek to credibly generate expectations about income? A. [Some more obfustication] Q: In a highly leveraged age with many wages set by
contracts operating across time and a range of ”sticky” prices, which is more important to people, expectations about
money income or ”real” income? A. [Even more obfustication] Q: So, would not a clear target about aggregate income
(aka NGDP aka Py) create a framework to anchor expectations in what people actually care about? A: [Meltdown]
Lorenzo´s Socratic dialogue on NGDP Targeting « The Market Monetarist (2011-11-23 09:26:12)
[...] Oz suggested the following Socratic dialogue on NGDP targeting in a comment to my previous post
it is so good it need to be [...]

I think

Lorenzo´s Socratic dialogue on NGDP Targeting (2011-11-23 09:26)
[1]Lorenzo from Oz suggested the following ”Socratic dialogue ”on NGDP targeting in a comment to my
[2]previous post - I think it is so good it need to be repeated:
Q: What has caused more damage; entrenched inflation (the 1970s) or massive deflation (1929-32)?
A: Deflation. But that is not what we face.
Q: What has caused more damage; entrenched inflation (the 1970s) or unexpected disinflation during a
leveraging crunch (2008-?).
A: But inflation is evil.
Q: Why is inflation bad?
A: Because it distorts private decisions.
Q: Does it do that making basic parameters for judgement unreliable?
A: Yes.
Q: So it is about creating a clear and reliable framing for private decisions?
A: Yes.
Q: So, a central bank should provide a reliable framework for private decisions?
A: Yes.
Q: So it is about framing expectations in a credible way?
A: Yes.
Q: So, what is more important to people, expectations about income or expectations about prices?
A: [Some obfustication]
Q: So, should not a central bank seek to credibly generate expectations about income?
A. [Some more obfustication]
Q: In a highly leveraged age with many wages set by contracts operating across time and a range of sticky
prices, which is more important to people, expectations about money income or real income?
A. [Even more obfustication]
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Q: So, would not a clear target about aggregate income (aka NGDP aka Py) create a framework to anchor
expectations in what people actually care about?
A: [Meltdown]
PS off to Vilnius, Lithuania today - nice city and nice people. I am among other things having a presentation about 1931 vs 2011 - and more important about whether 2012 will bring the same horrors as 1932
(My answer is - I fear so, but it is not too late to avoid).
1. http://lorenzo-thinkingoutaloud.blogspot.com/
2. http://marketmonetarist.com/2011/11/22/adam-posen-calls-for-more-qe-thats-fine-but/

the old lady of threadneedle street (2011-11-23 11:59:32)
Hi! Interesting ”virtual conversation” on nominal income targeting and some related issues. I just wanted to add that
not all deflations are of the same nature, nor require the same monetary policy reaction (if any!!!). I do not know
if I should, but here goes my (modest) contribution to this question, written for the Journal of the IEA in 2005:
http://papers.ssrn.com/sol3/papers.cfm?abstract id=857537 # # Comments very welcome!!! Just a brief comment
on NGDP targeting: as I see it, it is compatible with the use of a broad money indicator to conduct monetary policy,
though it also involves more information on productivity and other real economy indicators. Congratulations for
running this active blog on these topics! Juan Castañeda, Madrid
Alex Salter (2011-11-23 21:27:17)
The ’A’ sounds like Chairman Bernanke (who has Dr. Bernanke tied up in a closet, struggling to get free).
Thought (2011-11-23 21:27:53)
Please tell the Lithuanians that adoption of the Euro isn’t wise and encourage them to abandon the peg with the
Euro as well. Thanks.
Lorenzo from Oz (2011-11-24 00:05:24)
Thanks, Lars, much appreciated :) I get a lot from your blog, hope Vilnius is fun. Reading the various Market Monetarists is a terrific education in monetary economics. As someone who spent some years being employed as a ”policy
wonk” I find the refusal to consider the Australian experience just bizarre. We are the country where the ”Great
Moderation” has not ended. Indeed, since the Reserve Bank of Australia adopted an explicit target (1993), our ”Great
Moderation” was better than other countries even when it was a general phenomena. This despite having a relatively
small economy (about 1/12 the size of the US’s) with a large mining sector (9 % of GDP) which is highly volatile. It
is not that our central bankers are so much better, it is that the right framework allows ordinary competence to get
you through. Especially when fiscal policy clearly operates with one eye on monetary policy. Even more, since the
RBA’s explicit target is an average of inflation over the business cycle, that is very much like NGDP targeting, since
less growth in y means more growth in P and more growth in y means less growth in P.
Lorenzo from Oz (2011-11-24 00:09:25)
Also, monetary policy is not only very important, it is a great framework in which to [1]think about expectations.
1. http://lorenzo-thinkingoutaloud.blogspot.com/2011/11/on-stupidity-of-some-central-banks.html

Benjamin Cole (2011-11-24 19:41:21)
Q: Why is inflation bad? A: Because it distorts private decisions. This is the great evil of inflation? As a business or
consumer, a five percent rate of inflation turns me into a blind buyer? Even today, in the age of the Internet? Add
on: I may be a blind consumer, but it usually has little to do with price, but with quality. When I buy heath services,
a car, a house, electronic gadgetry, even a movie or restaurant meal, I am taking a gamble. I do not know the quality
of the service or good to be purchased. (Who hasn’t gone to a ”dud” movie, or had a lousy restaurant meal–let alone,
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can you really say your doctor is a good one?) No one is arguing for wild and varying inflation above 10 percent.
\Mild inflation under six percent does little harm and much good.

Schuler on money demand - and a bit of Lithuanian memories... (2011-11-24 12:36)
[1]Here is Kurt Schuler over at freebanking.org:
”During the financial crisis of 2008-09, many central banks expanded the monetary base. In some countries, the base remains high; in the United States, for instance it is roughly triple its pre-crisis level. Such
an expansion, unprecedented in peacetime, has convinced many observers that a bout of high inflation will
occur in the near future. That leads us to the lesson of the day:
To talk intelligently about the money supply, you must also consider the demand for money. Starting
from a situation where supply and demand are in balance, the supply can triple, but if demand quadruples,
money is tight. Similarly, the supply can fall in half, but if demand is only one-quarter its previous level,
money is loose.
In normal times, it is a fairly safe assumption that demand is roughly constant or changing predictably,
but in abnormal times, it is a dangerous assumption. No high inflation occurred in any country that expanded the monetary base rapidly during the financial crisis. Evidently, demand expanded along with supply.
In fact, Scott Sumner and other market monetarists think supply did not keep up with demand. Similarly,
nobody should be perplexed if a case arises where the monetary base is constant or even falling but inflation
is rising sharply. Absent a natural disaster or some other nonmonetary event, it is evidence that demand for
the monetary base is falling but supply is not keeping pace.”
Kurt is of course very right - the way to see whether monetary policy is tight or loose is to look at the
money supply relative to the money demand. Since, we can not observe the difference between the money
supply and the money demand directly Market Monetarists recommend to look at asset prices. We know
that tight money (stronger money demand growth than the money supply growth) leads to a drop in equity
prices, lower bond yields (due to lower inflation expectations), a stronger currency and for large economies
like the US or China lower commodity prices.
One thing Kurt did not mention - and I a bit puzzled about that as it is a very important argument
for Free Banking - is that in a world with Free Banking the total privatisation of the money supply means
that the money supply (ideally?) is perfectly elastic and that any increase in money demand is meet by
a equally large increase in the money supply. The same will be the case in a world with central banks
targeting the NGDP level. With a perfectly elastic money supply crisis like the Great Depression and the
Great Recession is likely to be much more unlikely.
PS I am writing this while I am in Lithuania - a country where Kurt’s (and George Selgin’s) work played a
key role nearly 20 years ago in the introduction of the country’s currency board system. See more on this
[2]here.
1. http://www.freebanking.org/2011/11/24/pay-attention-to-demand/
2. http://www.cato.org/pub_display.php?pub_id=1023

Alex Salter (2011-11-24 18:29:12)
Ideally, yes. Realistically, since the perfect competition model is just as unrealistic when applied to banks as to any
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other firm, we’d expect just short of perfect elasticity. Taking a comparative institutions approach, this is fine. It’s
the best of all feasible worlds, after all, and we shouldn’t make the perfect the enemy of the good.
Luis H Arroyo (2011-11-25 20:35:04)
Good post, very useful, Lars, I have some doubt about the discussion on the alternate objectives to MP I´m not so
sure that NGDP´s objetive would be sufficient as to avoid a crisis like the current. I know that is the opinion of
Market Monetarist but I think that the increase in money demand was in 2008 so high that the only rule of NGDP
”
seems to me very short. Another thing is that Bernanke was too late to low interest rates and to open the doors
to QE, But I don´t see NGDP as completly effective in critical conditions. I see all of the objectives in discussion
insufficient. On the other hand, in normal circunstances, I tihnk that any of them can work. II mean that if the
NGDP rule was sufficient, and would have applied before, the Great Recession would have not happened. That is
waht I cannot understand.
Creditism and the Great Recession | Historinhas (2011-11-25 16:55:46)
[...] Lars Christensen put up a post in which he linked to a post by Kurt Shuler who writes: During the financial crisis
[...]

November 1932: Hitler, FDR and European central bankers (2011-11-26 10:13)
The headline of most stock markets reports yesterday said something like [1]”Stocks: Worst Thanksgiving
Drop Since 32”. That made me think - what really happened in November 1932?
As is the case this time around European worries dominated the financial headlines back in November
1932. The first of two key events of November 1932 was the [2]German federal elections on November 6 1932.
We all know the outcome - Hitler’s National Socialist Germans Workers’ Party (NSDAP) won a landslide
victory and got 33.1 % of the vote. As the Communist Party won 16.9 % the totalitarian parties commanded
a firm majority - what at the time was called the ”negative majority”. This eventually led to the formation
of Hitler’s first cabinet in January 1933.
The second key event of November 1932 of course was the US presidential elections. Two days after the
German in elections Franklin D. Roosevelt won the US presidential elections defeating incumbent president
Herbert Hoover on November 8 1932. FDR of course in 1933 took the US of the gold standard, but also
introduced the catastrophic National Industrial Recovery Act (NIRA).
Going through the New York Times articles of November 1932 I found a short article on the gold standard in which it said the following:
”Governors of Europe’s central banks who met today (November 13 1932) at the Bank of International
Settlements expressed the unanimous opinion that the gold standard was the only basis on which the world
economic situation could be bettered”
Obviously we today’s know that the failed gold standard was the key reason for the Great Depression
and especially European central bankers’ desperate attempt to save the failed monetary regime created the
environment in which Hitler and his nazi party was able to win the German elections in November 1932.
What would have happened for example if Germany had been given proper debt relief, the European central
banks had given up the gold standard and the French central bank had stopped the hoarding of gold?
Had I been a Marxist I would had been extremely depressed today because then I would had believed
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in historical determinism. Fortunately I think we can learn from history and avoid repeating past mistakes.
I hope today’s European central bankers share this view and will learn a bit from the events of November
1932.
If European central bankers this time around decide not to learn from events of 1932 then they might
be interested in learning about the dissolution of the Austro-Hungarian currency union in 1919. Then they
just have to read this excellent [3]paper by Peter Garber and Michael Spencer.
1.

http://www.bloomberg.com/news/2011-11-25/

u-s-stock-futures-decline-as-s-p-500-index-is-poised-for-seven-day-slump.html
2. http://en.wikipedia.org/wiki/German_federal_election,_November_1932
3. http://www.princeton.edu/~ies/IES_Essays/E191.pdf

Ambrose Evans-Pritchard comments on Market Monetarism (2011-11-28 07:12)
The excellent British commentator Ambrose Evans-Pritchard at the Daily Telegraph has a [1]comment on
the Euro crisis. I am happy to say that Ambrose comments positively on Market Monetarism. Here is a part
of Ambrose’s comments:
”A pioneering school of market monetarists - perhaps the most creative in the current policy fog - says
the Fed should reflate the world through a different mechanism, preferably with the Bank of Japan and a
coalition of the willing.
Their strategy is to target nominal GDP (NGDP) growth in the United States and other aligned powers, restoring it to pre-crisis trend levels. The idea comes from Irving Fisher s compensated dollar plan in
the 1930s.
The school is not Keynesian. They are inspired by interwar economists Ralph Hawtrey and Sweden s Gustav
Cassel, as well as monetarist guru Milton Friedman. Anybody who has studied the Great Depression should
find recent European events surreal. Day-by-day history repeats itself. It is tragic, said Lars Christensen
from Danske Bank, author of a book on Friedman.
It is possible that a dramatic shift toward monetary stimulus could rescue the euro, said Scott Sumner, a professor at Bentley University and the group s eminence grise. Instead, EU authorities are repeating
the errors of the Slump by obsessing over inflation when (forward-looking) deflation is already the greater
threat.
I used to think people were stupid back in the 1930s. Remember Hawtrey s famous Crying fire, fire,
in Noah s flood ? I used to wonder how people could have failed to see the real problem. I thought that
progress in macroeconomic analysis made similar policy errors unlikely today. I couldn t have been more
wrong. We re just as stupid, he said.”
So Market Monetarism is now being noticed in the US and in the UK - I wonder when continental Europe will wake up.
—–
Update: Scott Sumner also comments on Ambrose [2]here - and in he has a related post to the euro crisis
[3]here.
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1.

http://www.telegraph.co.uk/finance/comment/ambroseevans_pritchard/8918784/

Should-the-Fed-save-Europe-from-disaster.html
2. http://www.themoneyillusion.com/?p=12118
3. http://www.themoneyillusion.com/?p=12122

Sumner and Glasner on the euro crisis « The Market Monetarist (2011-11-28 22:05:52)
[...] also my comment on Ambrose Evans-Pritchard. Share this:TwitterFacebookLike this:LikeBe the first to like this
post. Leave a Comment by Lars [...]
Alex Salter (2011-11-28 17:41:42)
The political economy/public choice story is that German bankers have a lot to gain from the crisis, since they actually
have some capital which they can trade for increased political influence in the EU going forward.

David Friedman on the price of money (2011-11-28 20:17)
I always considered David Friedman to be very special. I have read all his books and I seldom find myself
disagreeing with him (we even have a odd interest in Iceland in common). However, I have a slightly controversial interpretation of David Friedman s thinking I think his views really is a reflection of what Milton
Friedman really would have liked to say if he had been truly free to express his views. Milton Friedman was
the one who with his writings both turned me into a monetarist and a libertarian, but David Friedman s
views in many ways are probably closer to what I think about most things. David Friedman as his father of
course also is a fantastic writer and thinker.
David s thinking in my view is the best illustration of what I in my [1]book on his father called the pragmatic
revolutionary. His views might on the surface not be all that radical, but once you understand the logic of
his thinking you yourself become a radical. David is the best example of this and I hope I am as well.
David, however, has been carefully not writing or speaking too much about monetary issues
speciality. However, his latest [2]post on his blog is exactly about that.

his dad s

David comments on a very import topic the general misunderstanding that interest rates is the price
of money. This is a key monetarist insight that Market Monetarists often also would put forward. Unfortunately David s comments in Tim Congdon s new book [3] Money in a Free Society . David seems to
think that Tim does not understand that money is the price of money. Contrary to this I think that Tim
is very much aware that it is a fallacy to say to low interest rates is the same as easy money. I think the
misunderstanding is due to Tim s discussion of the institutional difference between UK and US monetary
policies in the 1980s, but I don t want to be the judge on that. Therefore, I will just concentrate on David s
argument, while I don t think Tim should be held accountable for a fallacy that he obviously don t believe
in.
Here is David:
It is said that interest rate is ”the price of money.”
This is a very common error, and one that is not only wrong but dangerously wrong&If the price of
an apple is fifty cents, that means that if I give a seller fifty cents he will give me an apple in exchange. If the
interest rate is five percent and that is the price of money, I ought to be able to buy money for five cents on
the dollar. I doubt & anyone else, will be willing to sell it to me at that price&The price of money is what
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you have to give up to get it the inverse of the price level. If the price of an apple is fifty cents, the price of
a dollar is two apples. The interest rate is the rent on money, measured in money. A change in the price of
money affects both the money you are renting and the money you are paying as rent, leaving the ratio of the
two unchanged&Suppose that at midnight tonight every dollar bill in the world twins, along with a similar
change in the accounting entries for bank deposits, other forms of money, and all obligations denominated
in money. By morning, there is twice as much money as before and nothing else has changed&I would
ask Congdon (it should be Mr. X!) whether, under those circumstances, he would expect the interest rate
to drop. If his answer is yes, my next question is whether he would expect a much more extreme drop if
we relabeled pennies as dollars and dollars as hundred dollar bills, thus increasing the money supply, measured in ”dollars,” a hundredfold&The reason the description of the interest rate as the price of money is
not only wrong but dangerously wrong is that it implies a simple relation between money and the interest
rate in the extreme (but not uncommon) version, the belief that interest rates are set by central banks,
with high interest rates the result of a tight monetary policy&A central bank can create money and lend it
out, increasing the supply of loans (which reduces the interest rate) and increasing the money supply. That
is the one element of truth to the relationship. But what is affecting the interest rate is not the amount of
money but the amount of loans; the government could get the same effect by collecting more in taxes than
it spends and lending out the difference&The interest rate is a market price the price paid for the use of
capital and the central bank controls it only in the same sense in which the government can control the
price of wheat by choosing to buy or sell some of it. The central bank does not have an unlimited amount
of capital from money creation to lend and so has only a limited ability to shift interest rates from what
they would otherwise be. Furthermore, a continued expansion of the money supply creates the expectation
of future price rises, which pushes the nominal interest rate up, not down.
I wish more people would understand this, but most of all I would hope that David would write much
more about monetary theory.
For those interested I have a discussion of the price for money and interest rates in my [4]paper on Market
Monetarism.
——
Update: I was a bit too fast - I did not read David’s none-economic books like [5]Harald and [6]Salamander.

1. http://www.djoef-forlag.dk/vare/8757408122
2. http://daviddfriedman.blogspot.com/
3. http://www.amazon.com/Money-Free-Society-Friedman-Capitalism/dp/1594035245
4. http://thefaintofheart.files.wordpress.com/2011/09/market-monetarism-13092011.pdf
5. http://www.amazon.com/Harald-David-M-Friedman/dp/B000VYI1RY/ref=ntt_at_ep_dpt_7
6. http://www.amazon.com/Salamander-ebook/dp/B004TBD3Z0/ref=ntt_at_ep_dpt_1

Lars Christensen (2011-11-28 22:58:27)
Alex, you guys art GMU are indeed very lucky!
Alex Salter (2011-11-28 22:20:58)
Dr. Friedman makes an important and spot-on point. We at GMU are fortunate to have him here, if only for a little
while longer.
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Sumner and Glasner on the euro crisis (2011-11-28 22:05)
Recently the Market Monetarist bloggers have come out with a number of comments on the euro crisis. It’s
a joy reading them - despite the tragic background.
Here is a bit of brilliant comments. Lets start with [1]Scott Sumner:
”Many people seem to be under the illusion that Germany is a rich country. It isn t. It s a thrifty country. German per capita income (PPP) is more than 20 % below US levels, below the level of Alabama and
Arkansas. If you consider those states to be rich, then by all means go on calling Germany a rich country.
The Germans know they aren t rich, and they certainly aren t going to be willing to throw away their hard
earned money on another failed EU experiment. That s not to say the current debt crisis won t end up
costing the German taxpayers. That s now almost unavoidable, given the inevitable Greek default. But they
should not and will not commit to an open-ended fiscal union, i.e. to taxation without representation.
Scott as usual it is right on the nail...further comments are not needed.
But it is not really about whether Alabama...eh Germany... is rich enough to bail out the rest of Europe. The question is why some (all?) euro zone are in trouble. [2]David Glasner has the answer:
”...the main cause of the debt crisis is that incomes are not growing fast enough to generate enough free
cash flow to pay off the fixed nominal obligations incurred by the insolvent, nearly insolvent, or potentially
insolvent Eurozone countries. Even worse, stagnating incomes impose added borrowing requirements on
governments to cover expanding fiscal deficits. When a private borrower, having borrowed in expectation
of increased future income, becomes insolvent, regaining solvency just by reducing expenditures is rarely
possible. So if the borrower s income doesn t increase, the options are usually default and bankruptcy or a
negotiated write down of the borrower s indebtedness to creditors. A community or a country is even less
likely than an individual to regain solvency through austerity, because the reduced spending of one person
diminishes the incomes earned by others (the paradox of thrift), meaning that austerity may impair the
income-earning, and, hence, the debt-repaying, capacity of the community as a whole.”
See also my comment on [3]Ambrose Evans-Pritchard.
1. http://www.themoneyillusion.com/?p=12122
2. http://uneasymoney.com/2011/11/27/what-are-they-thinking/
3. http://marketmonetarist.com/2011/11/28/ambrose-evans-pritchard-comments-on-market-monetarism/

Ramesh Ponnuru: For Fed NGDP Could Spell More Economic Stability (2011-11-29 23:56)
Senior editor at National Review and Bloomberg View columnist Ramesh Ponnuru is well-known for his
Market Monetarist views Now he is out with a new [1]comment NGDP targeting.
For those not familiar with NGDP targeting Ponnuru has a good explanation:
”Nominal GDP (NGDP) is simply the size of the economy measured in dollars, with no adjustment
for inflation. In a year when the inflation rate is 2 percent and the economy grows by 2 percent in real
terms, NGDP rises 4 percent. The NGDP targeters say that the Fed should aim to keep this growth
rate steady. Christina Romer, the former chairman of President Barack Obama s Council of Economic
Advisers, suggested in the New York Times recently that NGDP should grow at 4.5 percent a year. If the
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Fed overshoots one year, it should undershoot the next, and vice- versa, so that long-term NGDP growth
stays on target...Like the more familiar concept of inflation targeting, NGDP targeting seeks to stabilize
expectations about the future path of the economy, making it easier for people to make long-term plans.
Keeping nominal spending, and thus nominal income, on a relatively predictable path is especially important
because most debts, such as mortgages, are contracted in nominal terms. If nominal incomes swing wildly,
so does the ability to service those debts.”
Ponnuru highlights some of the advantages with NGDP targeting compared to inflation targeting:
”The chief advantage of targeting NGDP, rather than inflation, is that it distinguishes between shocks to
supply and shocks to demand. With either approach, the central bank should respond to a sudden drop in
the velocity of money by expanding the [2]money supply. If people are holding on to money balances at a
higher rate than usual – because of a financial panic, just to pick a random example – both inflation and
NGDP would fall below target and the Fed would have to loosen money in response.
But the two approaches counsel opposite responses to a negative supply shock, such as a disruption
in oil markets. That shock would tend to increase prices and reduce real economic growth, thus changing
the composition of NGDP growth but not its amount. With an NGDP target, the Fed would accordingly
leave its policy unchanged. With a strict inflation target, on the other hand, the Fed would tighten money
– and thus the real economy would take a bigger hit from the supply shock.
A positive supply shock, such as an improvement in productivity, would also elicit different responses. Under
an NGDP target, the rate of inflation would decrease and real growth would increase. A strict inflation
target would force the Fed to loosen money and thus risk creating bubbles.
In other words, inflation targeting makes the boom-and-bust cycle worse following supply shocks,
while NGDP targeting doesn t.
From the standpoint of macroeconomic stability, then, NGDP targeting is superior because it allows
inflation to accelerate and slow to counteract fluctuations in productivity. It moves the money supply only
in response to changes in the demand for money balances, and not to supply shocks that mimic the effect
of these changes on prices but call for a different monetary response.”
Ponnuru finally reminds the reader that NGDP targeting in the US basically would be a return to
the familiar and successful monetary policy of the ”Great Moderation”:
”A major obstacle for NGDP targeters is that our idea is novel even to most well-informed followers
of economic-policy debates. But we do have some experience with it. Josh Hendrickson, an assistant
professor of economics at the [3]University of Mississippi, has shown that from 1984 to 2007 the Fed
acted, for the most part, as though it were trying to keep NGDP growing at a stable rate. Whether by
design or accident, it did so – and the result has come to be called the great moderation because of the
gentleness of business cycles in that period. We should target NGDP again, and this time reap the benefits
of predictability by saying so.”
The paper Ponnuru is mentioning is Josh’s excellent 2010-paper [4]”An Overhaul of Federal Reserve
Doctrine: Nominal Income and the Great Moderation” - read it before your neighbour!
HT David Levey
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1. http://www.bloomberg.com/news/2011-11-29/for-fed-ngdp-could-spell-more-economic-stability-ramesh-ponnuru.
html
2. http://topics.bloomberg.com/money-supply/
3. http://topics.bloomberg.com/university-of-mississippi/
4. http://mpra.ub.uni-muenchen.de/20346/1/MPRA_paper_20346.pdf

The Vitali Klitschko effect and ”speculative attacks” (2011-11-30 00:41)
Here is Hungarian central bank governor [1]Andras Simor:
As for speculative attacks, I keep saying that [Ukrainian heavy weight champion boxer] Vitali Klitschko
doesn t get smacked on the street corner but the scrawny, bespectacled kid who is exempt from physical
education classes does get beaten up, because they reckon he won t hit back
Recently the Hungarian forint has been ”smacked”. Mr. Simor seems to indicate that the forint is no
”Klitschko currency” - or rather that the reason for the sell-off in the forint is bad Hungarian fundamentals.
Hence, what Mr. Simor is saying is that there is no such thing as a ”speculative attack”. Currencies
does not just weaken out of the blue - there is always a reason and conspiracy theories rarely can explain
market movements. Luckily for Hungary the country has a central bank governor who understand economics
and markets.
The question is, however, who is the strongest - [2]Chuck Norris or Vitali Klitschko? So while the Chuck
Norris effect is saying that ”You don t have to print more money to ease monetary policy if you are a credible
central bank with a credible target” the Vitali Klitschko effect says that ”a central bank can only be credible
if it has the proper firepower”.

1.

http://blogs.wsj.com/emergingeurope/2011/11/29/

hungary-not-vitali-klitschko-but-punching-bag-central-bank-head-says/?mod=wsj_share_facebook
2. http://marketmonetarist.com/2011/11/03/the-chuck-norris-effect-swiss-lessons-and-a-not-so-crazy-idea/

This is how deep the European crisis is (2011-11-30 10:18)
Polish foreign minister Radoslaw Sikorski (yesterday in the Financial Times):
”You know full well that nobody else can do it. I will probably be the first Polish foreign minister in
history to say so, but here it is: I fear German power less than I fear German inactivity. You have become
Europe’s indispensable nation.”
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Six central banks take action, but where is Chuck Norris? (2011-11-30 16:01)
Today, the Federal Reserve, the ECB, Bank of Canada, Bank of England, Bank of Japan and the Swiss
National Bank announced a coordinated action to lower the pricing on the existing temporary US dollar
liquidity swap arrangements by 50bp.
This is especially important the European financial sector, which remains underfunded in US dollars and as
such the move from the central banks easing strains in the European financial markets.
Judging from the initial market reaction this is rightly taken to be monetary easing - especially easing
of US monetary policy - stock prices rose, the dollar weakened and commodities prices spiked.
Monetary policy, however, works primarily through expectations and since the six central banks who took
action today have said nothing about what they want to achieve in terms of monetary policy targets we are
unlikely to have a strong and long lasting impact of this. What we are missing here is the [1]Chuck Norris
effect. The central banks need to announce a target - for example that they want to increase NGDP in the
euro zone by 10 or 15 %.
I have already discussed a [2]”crazy idea” to for the major global central banks to take action to ease
monetary policy with a coordinated ”devaluation” of the dollar, the euro, the yen etc. against a basket of
commodities. Today’s action from the six central banks show that it can be done. Monetary policy is very
powerful - so why not use it?
——
Update 1: Scott Sumner also has a [3]comment on the global monetary action.
Update 2: I have in a number of previous post argued against discretionary monetary ”stimulus” and argued
that NGDP targeting is not about ”fine tuning”. In that regard Market Monetarists should be skeptical about
today’s monetary easing even though it is helpful in demonstrating the power of monetary policy and is at
least helps curb the crisis - at least in the short-term. See my earlier comments: [4]”Adam Posen calls for
more QE that s fine, but&”, [5]”NGDP targeting is not a Keynesian business cycle policy” and [6]”Roth s
Monetary and Fiscal Framework for Economic Stability”
1. http://marketmonetarist.com/2011/11/03/the-chuck-norris-effect-swiss-lessons-and-a-not-so-crazy-idea/
2. http://marketmonetarist.com/2011/11/10/repeating-a-not-so-crazy-idea-or-if-chuck-norris-was-ecb-chief/
3. http://www.themoneyillusion.com/?p=12142
4. http://marketmonetarist.com/2011/11/22/adam-posen-calls-for-more-qe-thats-fine-but/
5. http://marketmonetarist.com/2011/11/12/ngdp-targeting-is-not-a-keynesian-business-cycle-policy/
6.
http://marketmonetarist.com/2011/11/13/roth%E2%80%99s-monetary-and-fiscal-framework-for-economic-stability/

Benjamin Cole (2011-11-30 19:16:00)
Time for aggressive and sustained monetary stimulus. Also, somehow we need to change the premise that central
bankers only screw up if there is inflation. Central Bankers fail when there is not prosperity.
Alex Salter (2011-11-30 19:58:28)
Monetary disequilibrium persists only because Chuck Norris allows it to persist.
Luis H Arroyo (2011-11-30 20:18:13)
The movement is important because the reaction of markets proves that is the right direction. That doesn´t meant
that there will be a follow up, but at least they have proved that money matters. Perhaps this didn´t be its intention!
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Marcus Nunes (2011-11-30 20:31:04)
It´s more of the same ”cosmetic” action, taken ad hoc when the situation gets dire. Everything is ”rolled back” as
soon as the presure eases!
Luis H Arroyo (2011-11-30 20:33:35)
Well, I´m afraid Marcus you are right...
David Pearson (2011-11-30 21:52:05)
Lars, I completely agree with targeting a commodity basket. The Fed has shown time and again that it can drive
commodity prices, including gold. One way to carry this out is for the Fed and ECB to buy gold-backed or CRB
index-linked bonds issued by the Italian and Spanish governments. The gold collateral would help reduce the political backlash from such a move. The only problem is that commodity price hikes disproportionately impact levered,
middle-income U.S. households and reduces their expectations of future real wage growth. It remains to be seen
whether this ”wage shock” has a net positive impact on real spending.
Lars Christensen (2011-11-30 22:08:27)
Friend, you are all right. Ben you are right - this is ”needed” and Luis you are equally right that this proves that
monetary policy is very powerful. But, but David and Marcus - I am with you on this. We need a clear framework.
I think my ”crazy idea” would indeed work (even though I am not a big fan of internationally coordinated monetary
policy). In terms of the idea of targeting commodity prices I happy acknowledge that I stole the idea from Irving
Fisher. This is a NGDP targeting version of Fisher’s Compensated dollar plan. Would it be a problem for the US
middle-income households? Well, I don’t know - they would have higher job security, their wealth in the form of equities and property would probably increase dramatically. I think they would be pretty happy, but most importantly
If the Fed introduced a commodity-FX-based NGDP targeting regime it would give much more stability in the US
economy and equally important would stabilise the global financial market a great deal - and probably drastically
reduce global currency volatility.
Peter (2011-11-30 16:22:11)
How can Europe be underfunded in USD when we have a free market and free prices in USD and Euro? Why can’t
they borrow Euro and exchange them for USD and then buy some derivatives if they need insurance against changes
in the exchange rate?
David Pearson (2011-12-01 17:00:23)
BTW, the job of shadow banks was to channel funds from wealthy households to middle class households. This channel
is not functioning normally, which complicates the asset price strategy. Further, with corporate profits at peak and
the WACC quite low, it is difficult to believe in a large ”Tobin’s Q” effect.
David Pearson (2011-12-01 16:57:14)
Lars, I read yesterday that the top 1 % of households earn 50 % of capital gains income. Also, the top 10 % own
about 70 % of financial assets. A policy that relies on asset price gains to make up for real wage shocks may not work
in the U.S. economy today. If the Fed is going to raise asset prices, it better be housing.

Exchange rate based NGDP targeting for small-open economies (2011-11-30 23:37)
The debate about NGDP targeting is mostly focused on US monetary policy and the focus of most of the
Market Monetarist bloggers is on the US economy and on US monetary policy. That is not in anyway
surprising, but this is of little help to policy makers in small-open economies and I have long argued that
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Market Monetarists also need to address the issue of monetary policy in small-open economies.
In my view NGDP level targeting is exactly as relevant to small-open economies as for the US or the
euro zone. However, it terms of the implementation of NGDP level targeting in small open economies that
might be easier said than done.
A major problem for small-open economies is that their financial markets typically are less developed than
for example the US financial markets and equally important exchange rates moves is having a much bigger
impact on the overall economic performance and especially on the short-term volatility in prices, inflation
and NGDP. I therefore think that there is scope for thinking about what I would call exchange rate based
NGDP targeting in small open economies.
What I suggest here is something that needs a lot more theoretical and empirical work, but overall my
idea is to combine Irving Fisher s compensated dollar plan (CDP) with NGDP level targeting.
Fisher s idea was to stabilise the price level by devaluing or revaluing the currency dependent on whether the
actual price level was higher or lower than the targeted price level. Hence, if the price level was 1 % below
the target price level in period t-1 then the currency should devalued by 1 % in period t. The Swedish central
bank operated a scheme similar to this quite successfully in the 1930s. In Fisher s scheme the reference
currency was the dollar versus gold prices. In my scheme it would clearly be a possibility to manage the
currency against some commodity price like gold prices or a basket of commodity prices (for example the
CRB index). Alternatively the currency of the small open economy could be managed vis-à-vis a basket of
currencies reflecting for example a trade-weighted basket of currencies.
Unlike Fisher s scheme the central bank s target would not be the price level, but rather a NGDP path
level and unlike the CDP it should be a forward and not a backward looking scheme. Hence, the central
bank could for example once every quarter announce an appreciation/depreciation path for the currency over
the coming 2-3 years. So if NGDP was lower than the target level then the central bank would announce a
lower (weaker) path for the currency than otherwise would have been the case.
For Emerging Markets where productivity growth typical is higher than in developed markets the so-called
Balassa-Samuelson effect would say that the real effective exchange rate of the Emerging Market economy
should gradually appreciate, but if NGDP where to fall below the target level then the central bank would
choose to slowdown the future path for the exchange rate appreciation relative to the trend rate of appreciation.
I believe that exchange rate based NGDP level targeting could provide a worthwhile alternative to floating
exchange (with inflation or NGDP targeting) or rigid pegged exchange rate policies. That said, my idea
need to be examined much closer and it would be interesting to see how the rule would perform in standard
macroeconomic models under different assumptions.
Finally it should be noted that the there are some clear similarities to a number for the proposal for NGDP
growth targeting Bennett McCallum has suggested over the years.

Lars Christensen (2011-12-01 07:58:23)
Hishamh, I would certainly agree that my idea to some extent is similar to what MAS has been doing - at least
operationally. However, this the operational part of it - what I suggest is similar to MAS’s so-called basket-band-crawl
in terms of how to implement the policy. However, MAS do not target NGDP, but rather seems to follow some kind
of Taylor function and/or a inflation target.
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hishamh (2011-12-01 05:00:33)
Isn’t this more or less exactly what Singapore has been doing? The Monetary Authority of Singapore announces an exchange rate trading band (purportedly aimed at an unannounced basket of currencies) and appreciation/depreciation
path as their chosen monetary policy instrument. I’m not all that familiar with the mechanism, but it sounds close
to what you’re proposing. The big difference may be on whether policy is forward looking or not.
hishamh (2011-12-02 04:01:00)
Yeesh, I was so taken by the operational idea, that I forgot what the end goal was. Yeah, they don’t seem to target
nominal income, which is pretty evident from the volatility of Singapore’s economic growth.
The Compensated dollar and monetary policy in small open economies « The Market Monetarist (2011-12-26 14:31:02)
[...] suiting for small open economies and Emerging Markets. I have in an earlier post spelled out the proposal so I
am repeating myself here, but I think the idea is worth [...]
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Market Monetarism comes to Hong Kong (2011-12-01 22:36)
Dr. Yue Chim Richard Wong Professor at the University of Hong Kong has an excellent comment on Market
Monetarism on his great blog. Dr. Wong is a specialist among other things on the Hong Kong property
market and a well-known economics commentator in Hong Kong.
In his comment [1]”Easy Money, Tight Money, and Market Monetarism” he explains the background for
Market Monetarism and explain the key theoretical insights and policy recommendations from Market Monetarism. It is an excellent introduction to Market Monetarism - to some extent a parallel description to my
own [2]working paper on the foundation for Market Monetarism.
Dr. Wong has some interesting observations about the main Market Monetarist thinkers/bloggers:
The Market Monetarist blogger are ”(a)n assorted group of economists, mostly of the free market persuasion, (who) have joined Sumner in developing and elaborating the subtle logic behind NGDP targeting
and they continue to debate the new Keynesians and old Monetarists...”
Dr. Wong continues: ”The amazing fact about the group is that most of the members are relatively junior in the economics profession and are concentrated in the teaching universities. For me this was an
absolutely delightful finding. I have always wondered if the pressure to publish research in ever more specialized and compartmentalized fields in the major research universities is an unqualified healthy outcome
for academia.”
This I think is a very interesting observation. Scott Sumner spend more than 20 years teaching without
anybody in the economics profession really noticing his important research (I did!). But once he started
blogging he became the main force behind the creation of a new economic school. A school I am proud to
belong to - Market Monetarism.
There is no doubt that Dr. Wong is highly sympathetic to Market Monetarism and in that regard I don’t
think it is a coincidence that Wong has his PhD from the University of Chicago as is the case for Scott
Sumner. To me the link to the University of Chicago is key to the intellectual development of Market Mon208

etarism. It is, however, not today’s University of Chicago, but the 1960s and 1970s when Milton Friedman
still was a professor at the University. Friedman retired in 1977. The economic and monetary theory that
Friedman was teaching at the University of Chicago was policy oriented and ”practical”. Contrary to the
focus at most universities where students spending most of their time with advanced mathematically models
with little or no relevance to the real world - and if the models are relevant the students and professors alike
often don’t realise it themselves and the policy conclusions are often not spread to a wider audience.
Scott Sumner, David Beckworth and the other Market Monetarist bloggers have made monetary theory
accessible to policy makers, market participants, commentators and journalists. This in my view is the real
achievement of Market Monetarism and I am happy to say that Dr. Wong now is helping spreading the
word.
PS Dr. Wong write comments in both English and Chinese. He writes a weekly political economy column for [3]the Hong Kong Economic Journal.
1. http://www.wangyujian.com/?p=1246&lang=en
2. http://thefaintofheart.files.wordpress.com/2011/09/market-monetarism-13092011.pdf
3. http://www.hkej.com/template/landing11/jsp/main.jsp

Enjoy your reading | Historinhas (2011-12-01 23:12:17)
[...] MM movement has definitely crossed the date line . Lars Christensen links us to Dr. Yue Chim Richard Wong
Professor at the University of Hong Kong. His intro: Almost [...]

Selgin’s Monetary Credo - Please Dr. Taylor read it! (2011-12-01 23:31)
Ok, there is no reason to hide it - I love George Selgin or at least his thinking on monetary theory. George
of course is the source to go to on Free Banking theory and history (ok, Larry White is also pretty cool...)
and he is of course an expert and a true pioneer on nominal income targeting. His work on the so-called
[1]Productivity Norm should be standard reading for anybody with the slightest interest in monetary theory.
And now George is out with a [2]comment on NGDP targeting. It is primarily a response to John Taylor’s
recent [3]critique of NGDP targeting.
Here is Selgin:
”Thus Professor Taylor complains that, ”if an inflation shock takes the price level and thus NGDP
above the target NGDP path, then the Fed will have to take sharp tightening action which would cause
real GDP to fall much more than with inflation targetting.” Now, first of all, while it is apparently sound
”Economics One” to begin a chain of reasoning by imagining an ”inflation shock,” it is crappy Economics 101
(or pick your own preferred intro class number), because a (positive) P or inflation ”shock” must itself be
the consequence of an underlying ”shock” to either the demand for or the supply of goods. The implications
of the ”inflation shock” will differ, moreover, according to its underlying cause. If an adverse supply shock
is to blame, then the positive ”inflation shock” has as its counterpart a negative output shock. If, on the
other hand, the ”inflation shock” is caused by an increase in aggregate demand, then it will tend to involve
an increase in real output. Try it by sketching AS and AD schedules on a paper napkin, and you will see
what I mean.”
Damn, I would not like to be on the receiving end of a critique from Dr. Selgin! But he is of
course ever so right...inflation is alway and everywhere a monetary phenomenon (as is recessions) and the
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problem with the economics of John Taylor and other New Keynesians (yes guys, he is a New Keynesian!) is
that they see inflation fluctuations as basically non-monetary shocks or at least think that monetary policy
should be used to ”counteract” non-monetary shocks.
John Taylor and other New Keynesians therefore see monetary policy as responding either with rules
(as Taylor prefers) or with discretionary monetary policy to ”shocks”. However, fluctuations in nominal
GDP, the price level and inflation are monetary phenonoma. Therefore, monetary policy do not need to
”respond” to ”shocks”. Monetary policy should not create the shocks in the first place and that is the
purpose of NGDP targeting. As I have [4]earlier tired to explain - NGDP is not a form of monetary ”fine
tuning”. It is in fact the direct opposite.
Or say George explains: ”We shall have no real progress in monetary policy until monetary economists
realize that, although it is true that unsound monetary policy tends to contribute to undesirable and
unnecessary fluctuations in prices and output, it does not follow that the soundest conceivable policy is
one that eliminates such fluctuations altogether. The goal of monetary policy ought, rather, to be that of
avoiding unnatural fluctuations in output–that is, departures of output from its full-information level–while
refraining from interfering with fluctuations that are ”natural.” That means having a single mandate only,
where that mandate calls for the central bank to keep spending stable, and then tolerate as optimal, if it
does not actually welcome, those changes in P and y that occur despite that stability”
Any Market Monetarist (in fact anybody with interest in monetary theory and policy) should remember these words. So lets repeat them (in a shorter version) and let us call it Selgin’s Monetary Credo:
”The goal of monetary policy ought to be that of avoiding unnatural fluctuations in output...while
refraining from interfering with fluctuations that are ”natural.” That means having a single mandate only,
where that mandate calls for the central bank to keep spending stable, and then tolerate as optimal, if it
does not actually welcome, those changes in P and y that occur despite that stability”
So one more time - the goal of monetary policy is NOT to fine tune the economic development, but
to avoid creating ”unnatural” fluctuations in nominal spending and prices.
I have often been critical about the call for ”monetary stimulus” from some Market Monetarists as it
has lead many to think that we are in favour of activist monetary policies. We are not in favour of activist
policies, we are in favour of ”Selgin’s monetary credo”!
—–
See my earlier overview of the Market Monetarist response to John Taylor’s critique of NGDP targeting [5]here.
—–
Marcus Nunes also has a [6]comment on Selgin as do [7]Scott Sumner.
1. http://mises.org/books/less_than_zero_selgin.pdf
2. http://www.freebanking.org/2011/12/01/wide-off-the-mark-or-nonsense-about-ngdp-targeting/
3. http://johnbtaylorsblog.blogspot.com/2011/11/more-on-nominal-gdp-targeting.html
4. http://marketmonetarist.com/2011/11/12/ngdp-targeting-is-not-a-keynesian-business-cycle-policy/
5. http://marketmonetarist.com/2011/11/20/taylor-fires-at-ngdp-targeting-the-market-monetarists-fire-back/
6. http://thefaintofheart.wordpress.com/2011/12/01/enjoy-your-reading/
7. http://www.themoneyillusion.com/?p=12164
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Lorenzo from Oz (2011-12-03 01:00:29)
David Pearson: not quite, there are some problems with that picture of ”no gains”. See [1]here and [2]here.
1. http://super-economy.blogspot.com/2011/11/middle-class-income-stagnation-is-myth.html
2. http://super-economy.blogspot.com/2011/11/missing-productivity-puzzle.html

Alex Salter (2011-12-02 02:52:56)
We should take care to use the word ”nominal” rather than ”unnatural” in regards to fluctuations; the latter word has
unintended normative connotations.
David Pearson (2011-12-02 16:31:34)
Lars, There is one problem with Selgin’s credo. Imagine that an economy grows above trend for many years, mostly
due to pull-forward consumption by high consumption propensity borrowers. Following this period, an adjustment to
the ”actual” trend spending path must occur. MM’s would see this as an ”unnatural” fluctuation in economic output
and try to prevent it from happening. Real wages in the U.S. have been stagnant for a decade or more. That income
trend has been masked by out-sized capital gains, 50 % of which were reaped by the top 1 %. Which is the actual
income trend for the economy? Take away the cap gains, and you get a very different answer.
Quasi-Real indexing indexing for Market Monetarists « The Market Monetarist (2011-12-03 14:54:36)
[...] This is exactly what Market Monetarist are saying and this discussion gives an excellent input to for example
the discussion of the Taylor rule versus NGDP targeting. [...]
Monetary policy can t fix all problems « The Market Monetarist (2011-12-22 23:09:47)
[...] Rather we believe in Selgin s Monetary Credo: [...]

Wauw! We have a Market Monetarist at the Telegraph (2011-12-02 08:40)
Here is Ambrose Evans-Pritchard at the [1]Daily Telegraph:
”A near universal view has emerged that Europe’s crisis can only be solved by governments and fiscal policy, with varying views over the proper dosage of pain. I beg to differ. This is a monetary
crisis, caused by a jejune central bank that aborted a fragile recovery by raising rates earlier this year,
allowed the money supply to collapse at vertiginous rates in southern Europe, and caused a completely
unnecessary recession
and a deep one judging by the collapse in the PMI new manufacturing orders
in November...Needless to say, drastic fiscal austerity is making matters a lot worse. You cannot push
two-thirds of the eurozone into synchronized fiscal and monetary contraction without consequences.”
Do I need to say I agree? I do of course - even though I am less worried about the fiscal austerity
than Ambrose.
Ambrose continues:
”The eurozone economy is in imminent danger of crashing into deflation, bringing down the whole
interlocking edifice of sovereign debt and distressed lenders. And bear in mind that Europe’s bank nexus
including the UK, Swiss, Scandies
is ¬31 trillion. Big stuff.
This crisis can be stopped very easily by monetary policy, working through the old-fashion FisherHawtrey-Friedman method of open-market operations to expand the quantity of money, ideally to keep
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nominal GDP growth on an even keel.”
We already know that Ambrose is reading the Market Monetarist blogs - now we know he also understands and agrees (I kind of had an idea about that already...did he for example read this [2]comment).
Back to Ambrose:
”This does not solve the 30pc intra-EMU currency misalignment between North and South, of course, but it
quite literally ”solves” the solvency crisis for Italy and Spain. They would not be insolvent if the ECB had
not driven them into depression by letting their money supply implode.
Yes, I know there are lots of central bankers who say or think monetary policy cannot achieve these
miracles. They are wrong. Of course it can. A whole generation of policy-makers have been side-tracked
into cul-de-sacs like (Bernanke) creditism, or German religious theories of ”expansionary fiscal contractions”.
(By the way, I learned in Ireland last week that the country’s 1980s experience used as the poster child for
that credo is based on false data. It does not validate the theory at all).
They have forgotten some basic lessons of economic history.
Posen put it, [4]policy defeatism has taken over.

As the Bank of England’s [3]Adam

I have no idea whether ECB chief Mario Draghi really believes the mantra he is constrained to utter
by his masters. It hardly matters. But his insistence that this crisis must be solved by governments alone
”a new fiscal compact” as he called it today
is a derelection of duty.”
I have nothing to add. Lets just conclude that we have a Market Monetarist at the Daily Telegraph
and it is a joy to read his comments.
—–
If you want to read some of my comments on the topic covered by Ambrose see below.
On ”monetary policy defeatism”:
[5]Adam Posen calls for more QE that s fine, but&
[6]Gustav Cassel foresaw the Great Depression
[7] Our Monetary ills Laid to Puritanism
[8]Calvinist economics the sin of our times
Fisher (and bit on Friedman):
[9]Repeating a (not so) crazy idea or if Chuck Norris was ECB chief
[10]The Chuck Norris effect, Swiss lessons and a (not so) crazy idea
[11]Irving Fisher and the New Normal
[12]The Fisher-Friedman-Sumner-Svensson axis
—–
Update: David Beckworth also has a [13]comment on Ambrose.

1.

http://blogs.telegraph.co.uk/finance/ambroseevans-pritchard/100013558/

you-are-all-wrong-printing-money-can-halt-europes-crisis/
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2. http://marketmonetarist.com/2011/11/14/the-fisher-friedman-sumner-svensson-axis/
3. http://marketmonetarist.com/2011/11/22/adam-posen-calls-for-more-qe-thats-fine-but/
4. http://marketmonetarist.com/2011/10/21/our-monetary-ills-laid-to-puritanism/
5. http://marketmonetarist.com/2011/11/22/adam-posen-calls-for-more-qe-thats-fine-but/
6. http://marketmonetarist.com/2011/11/09/gustav-cassel-foresaw-the-great-depression/
7. http://marketmonetarist.com/2011/10/21/our-monetary-ills-laid-to-puritanism/
8. http://marketmonetarist.com/2011/10/20/calvinist-economics-the-sin-of-our-times/
9. http://marketmonetarist.com/2011/11/10/repeating-a-not-so-crazy-idea-or-if-chuck-norris-was-ecb-chief/
10. http://marketmonetarist.com/2011/11/03/the-chuck-norris-effect-swiss-lessons-and-a-not-so-crazy-idea/
11. http://marketmonetarist.com/2011/11/13/irving-fisher-and-the-new-normal/
12. http://marketmonetarist.com/2011/11/14/the-fisher-friedman-sumner-svensson-axis/
13. http://macromarketmusings.blogspot.com/2011/12/eurozone-crisis-is-monetary-crisis-not.html

Benjamin Cole (2011-12-02 18:40:05)
Go Market Monetarists!!!!
Ambrose Evans-Pritchard once again endorses Market Monetarism « The Market Monetarist (2012-01-03 11:17:25)
[...] also my earlier post on Ambrose s [...]

Quasi-Real indexing

indexing for Market Monetarists (2011-12-03 14:54)

This morning when I was looking for something else on the internet I by coincidence came across Dr. David
Eagle s [1]website. Dr. Eagle is an Associate Professor of Finance at the Eastern Washington University.
I regret to say that I had never heard of David Eagle before and I have never seen any of his research before and I had never heard about an idea that he has developed with [2]Dr. Dale L. Domian a
Professor of Finance in the School of Administrative Studies at York University. The idea is what Eagle
and Domian call Quasi-Real Indexing (QRI).
I am quite delighted, however, that I have now come across Eagle s and Domian s research and I am
happy to share some of it with my readers. I think their work on QRI will be of interest Market Monetarists
and QRI could be a interesting and useful supplement to NGDP targeting.
The idea behind QRI is that normal inflation indexing of wage contacts, bonds etc. is imperfect as
it does not differentiate between the causes of inflation. Hence, it is crucial whether inflation is caused
by demand or supply shocks. A parallel discussion to this is George Selgin s discussion of the so-called
[3]productivity norm, which also argues that one should differentiate between the causes of inflation (or
deflation).
Here is Eagle and Domian (from the abstract in a recent working paper: [4] Immunizing our Economies
against Recessions - A Microfoundations Investigation )
We find that, instead of using derivatives or expensive fiscal stimuli, we can achieve recession protection
through indexing wages, mortgages, bonds, etc., to changes in nominal GDP but not to aggregate-supplycaused inflation. This type of indexing we call, quasi-real indexing.
Hence, the idea is to shield economic agents from swings in nominal GDP. This can be done as
Market Monetarists argue with NGDP targeting (something Eagle and Domian agrees on and support), but
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also with QRI.
Here is a bit more on QRI (from another paper [5] Unsticking those Sticky Wages To Mitigate Recessions Without Expensive Fiscal Stimuli ):
The conventional form of inflation indexing, also known as cost of living adjustments (COLAs), is
based on price changes no matter what the cause& there are two and only two determinants of inflation:
(1) aggregate demand as measured by nominal GDP, and (2) aggregate supply as measured by real GDP.
QRI is linked to only one of these causes – nominal GDP, but not to real GDP. Because QRI is based on
a cause, not the price level itself. QRI is proactive; if the price level is sticky as most economists believes,
then QRI can respond to changes in nominal GDP prior to the price level being affected by those changes.
I think this makes quite a bit of sense - and it is pretty much how Market Monetarists think.
Everything Eagle and Domian write on the topic of QRI seems to be a bit of a gold mine for Market Monetarists thinking and their modelling could be helpful in the further theoretical development of
Market Monetarism. See here for example:
Many economists may criticize QRI because it only responds to aggregate-demand-caused inflation
and not to aggregate-supply-caused inflation. They may cite the almost universally accepted goal in
monetary policy and macroeconomic policy of minimizing an objective function involving inflation (or
the price level) and output gap (or unemployment or output). In fact, this objective function has been
institutionalized into the legislative mandate for the Federal Reserve... However, that objective function,
which is an ad hoc assumption of economists, has blind economists from what microfoundations says should
be the objective of monetary and macroeconomic policy. Later in this paper, we present Pareto-efficiency
arguments why we should only adjust for aggregate-demand-caused inflation and not for aggregate-supply
caused inflation. At this point in the paper, realize that at one time medical science considered all cholesterol
as bad; now they consider there to be both good cholesterol and bad cholesterol. Up to now, economists
have considered any inflation above the targeted inflation rate to be bad inflation. Our view, supported
by microfoundations involving Pareto efficiency is that unexpected aggregate-demand-caused inflation (or
deflation) is bad but aggregate-supply-caused inflation (or deflation) is necessarily for the economy to
efficiently handle the lower (or higher) supply.
This is exactly what Market Monetarist are saying
and this discussion gives an excellent input to
for example the [6]discussion of the Taylor rule versus NGDP targeting.
There are many aspects of QRI and as I state above I have only become familiar with the topic today so I will not go in to it all in this post. However, as I see it the (for now) small literature seems very
interesting and the QRI could sheet a lot of light on the advantages of NGDP targeting and it also seems like
QRI could be helpful in crisis resolution in both Europe and the US. In that regard Eagle s and Domian s
papers on QRI linked bonds seem especially of interest.
I sincerely hope that my fellow Market Monetarist bloggers will have a look at Eagle s and Domian s
interesting work on QRI and finally I would like to quote an appeal from David Eagle s website posted on
February 26 2009:
I write this internet note with the hope that it gets to someone with influence. That someone
could be a state or other local legislator struggling with how to cut their budget. That someone could be
an administrator with a federal government trying to find some way to help their economy get through the
current financial debacle. That someone could be working in a bank with the task of figuring out a way
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to refinance mortgages to avoid foreclosures and make it more affordable for homeowners to stay in their
houses. That someone could work for a firm who is struggling to meet payroll in this time of lower demand
for their product. That someone could even be President Obama as he struggles with many of these issues
on the macroeconomic level. All these people are looking for ways to either better deal with the current
recession or help others better deal with the current recession. I write this note, because I have a solution,
a cheap solution, although the solution involves a major change in how businesses, governments, workers,
lenders, and borrowers deal with each other. The solution is quasi-real indexing, a type of inflation indexing
Dale Domian and I have designed.(Many of you will be skeptical and will ask, ”What does inflation
indexing have to do with the current recession?” A quick economic lesson will answer this question for you.
Remember the debate between the Keynesian economists and the classical economists in the 1930s during
the Great Depression. The classical economists criticized Keynesian economics by arguing that in the long
run, prices and wages will adjust to return real output to its normal level. In response, John Maynard
Keynes said, ”In the long run, we all are dead!” The essence of Keynesian economics is that prices and
wages are sticky, especially in the downward direction. Inflation indexing can then be very relevant if that
indexing causes prices and wages to adjust very quickly.
However, the current recession makes this indexing really relevant. If most contracts were quasi-real
indexed, then the current financial crisis would not be having such a negative effect on the overall economy.
Why is the financial crisis having such a negative effect on the economy? Because the financial crisis has caused nominal aggregate spending to decline. This can be explained relatively simply with one
equation, N=PY, where N is the level of nominal aggregate spending, P is the general price level, and Y
is real GDP. When N decreases, either P or Y must decrease. Prior to Keynesian economics, the classical
economists thought that the decline in N would be felt by a decline in P, with no effect on Y. However, in
the 1930s during the Great Depression, John M. Keynes challenged that premise, by arguing that in the
short run, prices and wages would be sticky, which means that a drop in N will lead to a drop in Y. Even
Milton Friedman and the Monetarists would not argue with this statement, but Friedman put the blame
for the drop in N during the Great Depression on an over 30 % decrease in the money supply between 1929
and 1933.
The important lesson to learn from the above paragraph is that a drop in nominal aggregate spending (N), as is occurring today, impacts the real output (Y) because prices and wages do not adjust much
in the short run. This is where quasi-real indexing can help. If wages and some prices were quasi-real
indexed, they will immediately respond to changes in nominal aggregate spending, one of the major causes of
inflation. This is one of the advantages of quasi-real indexing over traditional inflation indexing – quasi-real
indexing responds almost immediately to changes in nominal aggregate spending, rather than waiting for
the price effects to occur.
A second advantage of quasi-real indexing is that it does not filter out the inflation caused by aggregatesupply shocks. Why is this advantage? Realize that 30 years ago, medical professionals thought that all
cholesterol was bad. Now, they have come to recognize that some cholesterol is good while other is bad. Our
research indicates that aggregate-supply-caused inflation is actually good; only aggregate-demand-caused
inflation is bad. Quasi-real indexation filters out the bad inflation while leaving the good inflation intact.
When all wages, prices, mortgages, bonds, and other contracts are quasi-real indexed; the economy becomes
immune to fluctuations to nominal aggregate spending. In this sense quasi-real indexation immunizes
an economy against recessions caused by drops in nominal aggregate spending. It also protects workers,
employers, lenders, and borrowers from the uncertainties caused by unexpected changes in nominal aggregate
spending. Hence, quasi-real indexation improves the economic efficiency of an economy.
One concern in the current economy that is contributing to the financial crisis are mortgages.

An
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objective of the Obama administration is to help households refinance their mortgages in such a way to
make them more affordable for people to stay in their homes and avoid foreclosure. Quasi-real mortgages
can do just that. Realize that quasi-real mortgages are a lot like Price-Level-Adjusted Mortgages (PLAMs),
except quasi-real mortgages do not have the defect of increasing monthly mortgage payments when
aggregate-supply-caused inflation occurs. The initial payment on both quasi-real mortgages and PLAMs is
significantly lower than with a fixed-nominal-rate, fixed payment mortgage. The literature on mortgages
calls this effect the ”tilt” effect. For example, the initial payment on a 7.2 %, fixed-rate, fixed-payment
30-year, $200,000 mortgage is $1357.58. However, the initial payment on a 3.6 %, quasi-real 30-year,
$200,000 mortgage is $909.29, which is over 30 % less than under a traditional mortgage.
Wages are difficult to reduce in a recession, but they really should come down for economic efficiency. One reason why workers may be reluctant to give in to wage cuts is because of their fixed obligations
like mortgages, although if they refinanced with a quasi-real mortgage, that would be less of an issue. A
second reason why workers may be reluctant to give in to wage cuts is because once their wage is cut, they
may think it will be difficult to get their wage raised when the economy returns to normal. That is part
of the reason that quasi-real indexing would work so well; quasi-real indexing would automatically increase
wages when the economy (nominal aggregate spending) recovers. Also, if nominal aggregate spending
increases too much, leading to high inflation, the quasi-real indexing will take care of that, usually before
the inflation took place.
Furthermore, employers may try to bring down wages down or make other cuts so that they are prepared for even bleaker times. However, quasi-real indexing of wages would do those reductions automaticly
when nominal aggregate spending falls, so there would be no need for employers to bring down the wages
below where they otherwise should be. Also, employees may be more willing to accept these wage cuts in
return for quasi-real indexing being there to protect them in the future when the economy rebounds.
In the past, I have been frustrated with the publication barriers put up by economic journals, which
have prevented me from getting my ideas exposed. With this note, I am bypassing those journals (although
Dale and I will still try to publish in those journals). I hope that someone in Cyberland will find our message
and investigate and try to contact us. Dale and I are currently writing more papers to help communicate
these very important ideas. However, our previous papers were written at a very high theoretical level; we
are now trying to bring these papers down to earth, making them more readable to more people. When we
get those papers in more polished forms, I will try to make them available on this web site.
Well Dr. Eagle
now I done a bit to spread your idea, which I find intriguing and I am sure my
fellow Market Monetarist bloggers will take up the idea as well and discuss it. I don t think QRI will take us
out of this recession we probably need NGDP level targeting for that but I am pretty sure that the QRI
literature will help us understand the present crisis better and could be very helpful in the crisis resolution.
PS When I read about Dr.
2009.

Eagle’s frustrations I am reminded of how [7]Scott Sumner felt back in

—Eagle’s and Domian’s papers on QRI and NGDP targeting:
[8]Immunizing our Economies against Recessions – A Microfoundations Investigation(
[9]Unsticking those Sticky Wages To Mitigate Recessions Without Expensive Fiscal Stimuli(
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[10]Nominal Income Targeting for a Speedier Economic Recovery
([11]Quasi-Real-Indexed Mortgages to the Rescue
[12]Using Quasi-Real Contracts to Help Mitigate Aggregate-Demand-Caused Recessions and Inflations
[13]Quasi-real Government Bonds – Inflation Indexing With Safety
1. http://www.cbpa.ewu.edu/~deagle/
2. http://people.laps.yorku.ca/people.nsf/researcherprofile?readform&shortname=ddomian
3. http://mises.org/books/less_than_zero_selgin.pdf
4. http://www.cbpa.ewu.edu/~deagle/WEAI2011/TheoryPaper.doc
5. http://www.cbpa.ewu.edu/~deagle/WEAI2011/Unsticking.doc
6. http://marketmonetarist.com/2011/12/01/selgins-monetary-credo-please-dr-taylor-read-it/
7. http://www.themoneyillusion.com/?page_id=3443
8. http://www.cbpa.ewu.edu/~deagle/WEAI2011/TheoryPaper.doc
9. http://www.cbpa.ewu.edu/~deagle/WEAI2011/Unsticking.doc
10. http://www.cbpa.ewu.edu/~deagle/WEAI2011/NGDPtargeting.doc
11. http://www.cbpa.ewu.edu/~deagle/WEAI2011/QRIMs.doc
12. http://www.cbpa.ewu.edu/~deagle/banking/WEAI_quasi_paper2009.doc
13. http://www.cbpa.ewu.edu/~deagle/banking/Paper497B.doc

Integral (2011-12-03 21:37:37)
Excellent find Lars. You have certainly given me quite a bit of reading for the weekend! I find the micro-perspective
interesting and intriguing. Most Market Monetarists focus on how the Fed should set policy; Eagle and Domian are
focused, it seems, on the firm-level decision-making process and then aggregating up. It’s a new approach and one
that has merit.
Lars Christensen (2011-12-03 21:42:43)
Thanks Integral...this was exactly my thinking. I think the micro-perspective has a lot of merit. As I said it remind
me of how George Selgin is thinking of the world. I hope to do more posts on their research going forward and I would
also be happy to hear from anybody who find more gems in Eagle’s and Domian’s research. Their paper in Nominal
Income Targeting is also excellent and hope to do a post on that soon.
David Eagle on Nominal Income Targeting for a Speedier Economic Recovery « The Market Monetarist (2011-12-03
22:57:15)
[...] hope that Eagle and Domian will continue to pursue research in this area (and the related area of Quasi-Real
Indexing) and I hope that the future will lead to exchange of ideas between Eagle and Domian and the Market [...]
Carl Lumma (2011-12-07 21:46:33)
I agree it provides a good micro justification for NGDP targeting. I also agree Glasner’s paper provides a good explanation for why markets like inflation right now. But note that the spread beta was negative in 2003, so it is more
than just a policy tool for right now. (There has been a lot of debate over whether inflation was too high at the end of
the Greenspan era; now we know that it was.) In addition to the advantages I mention above (including that it does
not have a free parameter like NGDP targeting), SPX/TIPS is a rich source of real time data that happens to already
exist. There is no waiting a quarter for NGDP (or NGDI) estimates to arrive, only to be revised later. There is no
new futures market (Sumner) to establish. The stock and TIPS markets have high volumes, regulatory frameworks
in place, etc. I am not sure why market monetarists have so far mostly ignored the SPX/TIPS beta as a potential
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policy target. I’ll go on. Falling short of an NGDP growth rate or level is bad. Overshooting is not so bad. There is a
discontinuity. It is probably less severe than the discontinuity between inflation and deflation, but it is similar. There
is no such discontinuity at the SPX/TIPS beta zero line. The central bank can over- or under-shoot slightly without
causing the sky to fall.
A method to decompose supply and demand inflation « The Market Monetarist (2011-12-17 17:12:35)
[...] of both supply shocks and changes in monetary policy. However, inspired by David Eagle s work on Quasi-Real
Indexing (QRI) I will here suggest a method to decompose monetary policy induced changes in consumer prices [...]
A simple housing rescue package QRI Mortgages and NGDP targeting « The Market Monetarist (2011-12-03 16:54:36)
[...] Previous PostQuasi-Real indexing indexing for Market Monetarists Leave a [...]
David Eagle s framework and the micro-foundation of Market Monetarism « The Market Monetarist (2011-12-04
15:59:10)
[...] my other posts on David Eagle and Dale Domian: Quasi-Real indexing indexing for Market Monetarists A
simple housing rescue package QRI Mortgages and NGDP targeting David Eagle on Nominal [...]
Lars Christensen (2011-12-07 14:56:44)
Carl, I agree - as you will from my later post - We don’t needed to worry about indexing if we have NGDP targeting.
My point is that Eagle’s and Domian’s work provides an excellent microfoundation for NGDP targeting. I think the
SPX/TIPS beta is an excellent market measure of the mess we are in. It is by the way very simliar to the work David
Glasner has done on why ”the Stock Market loves inflation”.
Guest post: Why I Support NGDP Targeting (by David Eagle) « The Market Monetarist (2012-01-05 16:51:03)
[...] have already written a number of posts on David s research and even tried to elaborate on his research specifically
in terms of [...]
Carl Lumma (2011-12-07 09:09:50)
[my reply on the facebook NGDP level targeting group] Yes, of course Eagle and Domian are right. But it is rather
like telling everyone to change their schedules in the winter. It proved more practical to simply move the clocks by
one hour (daylight saving time). Of course it does point out one of the two flaws in NGDP targeting. As Selgin
noted, NGDP targeting behaves better than inflation targeting during a supply shock. But it still cannot distinguish
the two types of inflation as Dr Eagle would want. (The other flaw is that the ’magic number’ of which trend line or
growth rate to target is a free parameter. And once chosen, it becomes a self-fulfilling prophecy that might suppress
potentially favorable fundamental changes in the productivity of society, such as that experienced by China in recent
decades.) The solution to both these problems – without resorting to the impractical advice that we should change
the way all contracts are negotiated – is of course the TIPS/SPX beta: http://inframarginaldivergence.blogspot.com/2011/09/when-bad-men-com bine-good-must.html (second graph) It simply tells us when inflation is bad and
when it is good. The policy rule is simple: target the beta at zero.
Lars Christensen (2011-12-07 22:34:12)
Carl, I must admit that I am intrigued by this idea of the TIPS/SPX beta. It make fully sense and I would like to
explore it even further in a future blog post. Market Monetarism afterall mean that money matters AND markets
matter. I don’t think any of the Market Monetarist bloggers have been ignoring TIPS/SPX beta on purpose - I rather
think that we was unaware of the idea in the form you formulate it. That said, I have writen numerous posts on how
to use market data for the conduct of monetary policy. I will mention two examples. First, my argument that the
McCallum rule could (should!) be reformulated with the used of market estimate NGDP (where I suggest using both
SPX and TIPS in the estimate of future NGDP) and second my post on Keleher’s and Johnson’s book ”Monetary
Policy, A Market Price Approach”. A search ”McCallum” and on ”Keleher” should give you my previous posts on
these topics.
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Lars Christensen (2011-12-07 23:15:01)
Carl, see also here http://marketmonetarist.com/2011/10/30/daylight-saving-time-and-ngdp -targeting/
Carl Lumma (2011-12-07 23:20:49)
Dear Lars, I’ve read every post on this wonderful blog since you started it (likewise Money Illusion) and there’s no
doubt I subconsciously recalled your Oct. 30 post when I wrote my comment above!
Carl Lumma (2011-12-07 23:25:34)
Oh, I didn’t mean to say they did it on purpose... ok, maybe I am a bit put out that Scott seemed to dismiss it when
I first brought it up http://www.themoneyillusion.com/?p=11096 #comment-85765 :) As you can probably tell, I’m
only a computer programmer who reads about economics in his spare time. I think it would be wonderful if you did
a post exploring the TIPS/SPX beta!
TheMoneyIllusion » David Eagle on NGDP targeting (2012-01-09 22:50:55)
[...] Lars Christensen has had a number of posts discussing David Eagle s work on NGDP targeting. Eagle teaches
at Eastern Washington University, and had some of the same problems I had in getting journals to accept unconventional ideas: In the past, I have been frustrated with the publication barriers put up by economic journals, which
have prevented me from getting my ideas exposed. With this note, I am bypassing those journals (although Dale
[Domian] and I will still try to publish in those journals). I hope that someone in Cyberland will find our message
and investigate and try to contact us. Dale and I are currently writing more papers to help communicate these very
important ideas. However, our previous papers were written at a very high theoretical level; we are now trying to
bring these papers down to earth, making them more readable to more people. When we get those papers in more
polished forms, I will try to make them available on this web site. [...]

A simple housing rescue package - QRI Mortgages and NGDP targeting (2011-12-03 16:52)
This is from [1]Eagle’s and Domian’s paper [2]”Quasi-Real-Indexed Mortgages to the Rescue”:
”With the U.S. Federal Government owning so many mortgages through its bailout of Fannie Mae and
Freddie Mac, there may be a unique opportunity for the government to provide a principal break to mortgage holders in return for converting the mortgages to QRIMs. Based on a old January 2009 estimate, the
principal reduction would be about 7.8 %. With a principal reduction of 7.8 % and QRIM payments being 22
% below traditional mortgage payments, we are talking about approximately 30 % reduction in the monthly
mortgage payments relative to the traditional mortgage payment.
Some readers might consider this a government give away. However, if the central bank was trying to
target nominal aggregate demand (nominal income targeting), then the fact that nominal GDP is 7.8 %
below its target means that the central bank will be trying in the future to get nominal GDP back up to its
nominal GDP target. To do so, the central bank will need to increase nominal GDP 7.8 % in addition to
the long-run growth rate in real GDP and the targeted inflation rate of 2.5 %. Thus, if the central bank
was committed to a nominal-GDP target, then if the central bank meets its target eventually, then nominal
GDP will recover which means that through quasi-indexing, the principal will also recover.”
I am certainly no expert on the US housing market, but to me this seems like a great idea for a US housing
rescue package.
——–
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Note:
QRIMs are Quasi-Real-Indexed Mortgages which ”index mortgage payments to one and only one of the
two causes of inflation. That cause is aggregate-demand-caused inflation. QRIMs share an advantage of
its cousin Price-Level-Adjusted Mortgages (PLAMs) in that the initial mortgage payments are smaller than
with conventional mortgages making the mortgages more affordable.”
1. http://marketmonetarist.com/2011/12/03/quasi-real-indexing-indexing-for-market-monetarists/
2. http://www.cbpa.ewu.edu/~deagle/WEAI2011/QRIMs.doc

David Eagle s framework and the micro-foundation of Market Monetarism « The Market Monetarist (2011-12-04
15:59:13)
[...] posts on David Eagle and Dale Domian: Quasi-Real indexing indexing for Market Monetarists A simple housing
rescue package QRI Mortgages and NGDP targeting David Eagle on Nominal Income Targeting for a Speedier
Economic Recovery Share [...]
Carl Lumma (2011-12-07 09:23:25)
I suppose a principal reduction program would be better than nothing, but there is always the risk of unintended
consequences or even operational failure when attempting such a specific intervention. Why not let monetary policy
do the work in a continuous, predictable, and agnostic fashion? It would deliver benefits not only to home owners, but
also by reducing the real return on the many large cash-equivalent investments amassed by corporations like Apple (
$60B last I checked), spurring them to put funds to more productive use. And of course, monetary policy can benefit
from the Chuck Norris effect. Fiscal policy hasn’t exactly inspired such reactions of late.

Jacques Delors: ”Euro doomed from start” (2011-12-03 18:00)
”The euro project was flawed from the start and the current generation of European leaders has failed to
address its fundamental problems, Jacques Delors, the architect of the single currency, declares today” - this
according to [1]an interview in the Daily Telegraph.
This is from the Telegraph:
”Jacques Delors, the former president of the European Commission, claims that errors made when the euro
was created had effectively doomed the single currency to the current debt crisis. He also accuses today s
leaders of doing too little, too late, to support the single currency.

The 86-year-old Frenchman s intervention comes the day after France and Germany took another step towards the creation of a full fiscal union within the European Union and David Cameron insisted that
Britain must remain a major player in Europe. Mr Delors, who led the commission from 1985 to 1995,
played a central role in the process that led to the creation of the euro in 1999. In his first British newspaper
interview for almost a decade, he says that the debt crisis reflects a threat to Europe s global role and even
basic Western democratic values.

Mr Delors claims that the current crisis stems from a fault in execution by the political leaders who oversaw
the euro in its early days. Leaders chose to turn a blind eye to the fundamental weaknesses and imbalances
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of member states economies, he says.

The finance ministers did not want to see anything disagreeable which they would be forced to deal with,
he says.

The euro came into existence without strong central powers to stop members running up unsustainable debts,
an omission that led to the current crisis. Now that the excessive borrowing of countries such as Greece and
Italy has brought the eurozone to the brink of disaster, Mr Delors insists that all European countries must
share the blame for the crisis. Everyone must examine their consciences, he says.”
HT ”Enzo the Kenzo”

——
Update: Scott Sumner as an excellent [2]comment on who is to blame for the euro crisis. Scott’s conclusion:
The ”victims” (Greece, Spain, Italy) are to blame themselves for overly loose fiscal policies, but ”Enough
blaming the victims. Now let s start blaming some villains. If the ECB keeps NGDP growing at 4 % after
2008, it s likely that Greece would be the only country in crisis right now. The others would certainly still
have structural issues worth addressing, but nowhere near as severe as the problems they current face.”
1. http://www.telegraph.co.uk/finance/financialcrisis/8932647/Euro-doomed-from-start-says-Jacques-Delors.html
2. http://www.themoneyillusion.com/?p=12194

Benjamin Cole (2011-12-04 00:04:04)
Right-o.
Lorenzo from Oz (2011-12-04 02:57:47)
And we should remember [1]why things are better Downunder.
1. http://lorenzo-thinkingoutaloud.blogspot.com/2011/12/doing-it-better-downunder.html

Niklas Blanchard (2011-12-04 21:21:22)
Interestingly, Bernard Lietaer, another architect of the Euro feels the same way...indeed, he believes that the core of
our current monetary arrangements in all modern cultures is unsustainable. I wrote a post a long time ago outling a
biological model of a sustainable ecosystem, and then applied the concept to economics, with the conclusion that the
mechanics of our money system causes fragility, which then became the basis of my ”too brittle to sustain” hypothesis
of financial panics.

David Eagle on

Nominal Income Targeting for a Speedier Economic Recovery

(2011-12-03 22:57)

I am continuing my mini-review of the research done by Dale Domian and David Eagle. The next paper in
the series is a truly excellent paper on an empirical investigation of the impact of different monetary policy
targets (inflation targeting, Price Level Targeting and Nominal Income Targeting) on the speed of recovery
in the US economy.
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Here is the abstract of the paper [1] Nominal Income Targeting for a Speedier Economic Recovery :
Using panelled time-series event studies of U.S. recessions since 1948, this paper studies the speed at
which the unemployment rate recovers from a recession. This paper identifies recessions (such as the 1990s
and 2001 recessions) as ones consistent with inflation targeting, whereas other recessions are more consistent
with nominal-income targeting. We then find that the unemployment recovery time is significantly faster for
those recessions consistent with nominal-income targeting than for those recessions consistent with inflation
targeting. We then discuss the theoretical superiority of nominal income targeting from a Pareto-efficient
micro foundations standpoint. Also, by studying the time path of nominal aggregate spending, we find definite empirical evidence of the let bygones be bygones property of inflation targeting.
The paper is extremely innovative in its method. The characteristics of the three types of targeting are
used to identify what type of targeting the Federal Reserve (implicitly) has used during different recessions
since World War II.
It is then shown that in those recessions the Fed has targeted nominal income the recovery was speedier
than in those periods when the Fed targeted inflation.
The very innovative methods in my view clearly should inspire Market Monetarists to adopt these methods
in future research to test and demonstrate the merits of Nominal Income Targeting.
Furthermore, David Eagle demonstrates in a numbers of his papers that Nominal Income Targeting (NGDP
targeting) is Pareto optimal. Hence, contrary to most Market Monetarists who focus on the macroeconomic
advantages of NGDP Targeting Dr. Eagle demonstrates the microeconomic advantages and has a clear welfare perspective on NGDP Targeting. I think this is a tremendous strength in his (and Domian s) research.
Eagle s and Domian s research in many ways remind me of George Selgin s argument for the so-called [2]Productivity Norm.
I certainly hope that Eagle and Domian will continue to pursue research in this area (and the related
area of [3]Quasi-Real Indexing) and I hope that the future will lead to exchange of ideas between Eagle and
Domian and the Market Monetarists. Maybe one day they might even join the club .
1. http://www.cbpa.ewu.edu/~deagle/WEAI2011/NGDPtargeting.doc
2. http://mises.org/books/less_than_zero_selgin.pdf
3. http://marketmonetarist.com/2011/12/03/quasi-real-indexing-indexing-for-market-monetarists/

David Eagle s framework and the micro-foundation of Market Monetarism « The Market Monetarist (2011-12-04
15:59:14)
[...] for Market Monetarists A simple housing rescue package QRI Mortgages and NGDP targeting David Eagle on
Nominal Income Targeting for a Speedier Economic Recovery Share this:TwitterFacebookLike this:LikeBe the first
to like this post. Leave a Comment by Lars [...]
David Eagle on Nominal Income Targeting for a Speedier Economic Recovery « Economics Info (2011-12-04 15:00:51)
[...] Source [...]
Friedman should have supported NGDP targeting, but never did « The Market Monetarist (2011-12-07 20:10:09)
[...] I found yet another gold nugget in David Eagle s research: [...]
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Guest post: Why we need the European Central Bank as Lender and Owner of Last
Resort (2011-12-04 10:27)
THIS IS A GUEST POST By [1]Arash Molavi Vasséi
[2]Why we need the European Central Bank as Lender and Owner of Last Resort
This post summarizes a [3]short policy note where I argue that the only feasible as well as incentive-compatible
solution to the current sovereign debt crisis in the Eurozone involves the European Central Bank (ECB)

• as a Lender of Last Resort to the Eurozone’s core countries like France, Austria, Finland, and The
Netherlands, and
• as the Owner of Last Resort to the European banking system, thereby setting the stage for haircuts
on the debt of potentially insolvent peripheral Member States like Greece, Italy, Spain, and Portugal.
The arguments for a credible commitment of the ECB to an unlimited swap line, promising to swap central
bank liabilities for sovereign bonds with the aim to reduce liquidity premia, are well-known. So I won t
repeat them here. I will rather focus on the second part of my argument, on the ECB as an Owner of Last
Resort. As far as I am aware of, the idea is new. I guess the idea is fundamentally flawed in a way that
I cannot see. This is the reason I wrote it down and why I thank Lars for making it available to a wider
audience. Note, however, that I am full aware that the implementation of the idea is neither politically
feasible, not is it legal (see the conclusion). My arguments are just concerned with economic admissibility.
The ECB as Owner of Last Resort
There are few economist who would deny that a haircut on sovereign debt is an incentive-compatible
solution; the extremely serious downside is the risk of a breakdown of the European banking sector and
global contagion.
But there is a solution. First, the European Banking Authority (EBA) should come up with serious
stress tests, that is, predicting the impact of realistic haircuts on peripheral sovereign debt and of a
Europe-wide recession on each Systemically Important Financial Institution (SIFI) in Europe. In a next
step, the ECB should step in as the Owner of Last Resort and recapitalize each such SIFI according to
the EBA’s projections. In contrast to its role as Lender of Last Resort, the ECB would swap central bank
liabilities for preferred stocks, i.e., senior equity securities that carry no voting rights and, thus, prohibits
the ECB from getting involved in the SIFI’s business models.
There are clear advantages of the ECB engaging as the Owner of Last Resort:
1. The most important reason why the ECB should engage in the recapitalization of the European
banking sector is the same as usual: it can create unlimited amounts of central bank liabilities and, thus,
unlimited amounts of premium-quality capital. The ECB as an Owner of Last Resort thereby avoids the
vicious circle that any other realistic recapitalization scheme would trigger: if Member States like France and
Germany are supposed to finance heavy haircuts on peripheral sovereign debt, their own solvency could be
endangered, respectively; this would suggest even higher default probabilities and potentially higher haircuts
on sovereign debt. In turn, Member States would have to get involved in a second recapitalization-scheme,
which would endanger their solvency and credit ratings even further; the feedback loop would continue until
the entire Eurozone eventually collapses.
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The same is true for any other limited fund like the EFSF, which is eventually backed by France
and Germany (IMF-financed recapitalization would in addition endanger U.S. ratings; neither the Obama
administration, nor the Republican presidential candidates show any interest in increasing IMF-funds; also
China refuses to support the EFSF). By contrast, the ECB cannot become insolvent. That such a situation
is considered in its constitutions is only due to the fact that it is designed by lawyers, obviously unaware of
the basics of central banking: what makes a central bank so special is that the unit of account in a at system
is defined in terms of its liabilities, and that its liabilities are the used to redeem contracts. The monopoly
producer of the means of final settlement just cannot get bankrupt, for bankruptcy happens if you lack the
means to settle your obligations. Unconstrained by its constitution, any central bank can shield its equity
capital against losses.
2. The approach is incentive compatible: it rescues banks, but punishes their owners. Given the increased quantity of SIFI-stocks, the share of profits generated by such financial entities that could be
distributed to the private sector diminishes. In short, recapitalization is a blow to the return on capital
invested, reducing the value of each stock in circulation as well as the value of newly issued stocks. This is
why banks hate it, and why they negotiate insufficient haircuts. Thus, recapitalization by the ECB must be
mandatory to avoid resistance by the SIFI’s managements - who are obliged by law to protect the interests
of private shareholders.
3. The approach avoids deleveraging processes that otherwise will accompany the revision of the the
EU’s Capital Requirement Directive (CRD IV), which implements Basel III (in fact, CRD IV goes beyond
Basel III). By cutting well-established credit lines to profitable companies, banks increase their capital ratio,
respectively, by reducing the denominator. By contrast, the ECB as Owner of Last Resort would increase
the numerator, leaving no rationale to deleverage. The consolidated balance sheet of the European banking
system would lengthen instead. This ensures that (1) bank lending to the so-called real economy” and (2)
the transmission mechanisms of monetary policy remain intact.
4. Finally, and closely related to point 3, the ECB as Owner of Last Resort would back the possibility to implement significantly higher capital requirement over a horizon of ten to fifteen years. Research
shows that high capital requirements are not detrimental to economic growth (See for example [4]here).
Instead, they ensure that systemically relevant institutions climb down the Efficient Frontier” such that a
lower return on capital invested is compensated by reduced risk. Ask yourself: Of all possible investments
possibilities, why should systemically relevant institutions be the hotbed of relatively less risk averse or even
risk-loving investors? All it needs is that the ECB injects more capital than projected by the EBA such as
to ensure capital ratios around twenty or even thirty percent. In the aftermath of the crisis, the ECB would
sell its preferred stocks during a period of ten to fifteen years, while commercial banks are prohibited to buy
back these papers.
Conclusions
To contain the crisis, the ECB should act as a Lender of Last Resort, that is, it should credibly
commit itself to an unlimited swap line as described above. However, to resolve the crisis the ECB should
also act as an Owner of Last Resort with respect to the European banking sector and, thereby, set the stage
for haircuts on the debt of potentially insolvent peripheral members of the Eurozone.
Of course, there is little hope that Germany will ever support such unconventional measures. It already brought France and Italy into line: they all announced not to seek for ECB intervention to rescue
the Eurozone from a deepening sovereign debt crisis. But the problems with my proposal root deeper: it
seems not only politically infeasible, but is clearly illegal. As an adherent to the Rule of Law, I feel highly
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uncomfortable with my own suggestions. Yet, I am not aware of an economically admissible solution to the
sovereign debt crisis in the Eurozone that also conforms to law, including those measures I am opposed to.
Given that the current legal framework does not support any feasible solution, and given that we do not
have the time to adjust the legal framework, we will break the law anyway. Actually, we broke it already.
Perhaps is this the major lesson of the political project to impose a common currency on a nonoptimal currency area: any attempt to implement a political vision in contradiction to economic regularities
is not only doomed to fail, but also undermines the fundamental ingredient to a free and prosperous society:
the Rule of Law.
—–
Note:
I am grateful to Arash for this very insightful comment on crisis resolution for the euro zone. We are facing
an extremely challenging situation in Europe at the moment and if we do not move swiftly to resolve the
crisis we could be heading for a disastrous outcome. I therefore welcome any discussion of this is issue and
I would happily accept guest posts from other economists with an input to how to solve the crisis (please
mail me at lacsen@gmail.com)
Finally I should say that I think that Arash’s ideas are very helpful in the terms of solving this crisis. That does not mean I agree with everything, but on the other hand there is certainly a lot of what
Arash is saying that I agree 100 % with. Furthermore, there is no doubt that the concept of Owner of Last
Resort is theoretically very interesting and in my view the idea deserves more attention by other researchers.
Lars Christensen
1. https://economics.uni-hohenheim.de/71294.html
2. https://economics.uni-hohenheim.de/fileadmin/einrichtungen/economics/mitarbeiter/molavi_ecb_nov2011.pdf
3. https://economics.uni-hohenheim.de/fileadmin/einrichtungen/economics/mitarbeiter/molavi_ecb_nov2011.pdf
4. https://gsbapps.stanford.edu/researchpapers/library/RP2065R1&86.pdf

Arash (2011-12-11 18:14:42)
I know it’s late to continue the discussion. I used the time to revise my paper, also because David’s comments made
me think. I still disagree with him, but I tried to be more explicit why IMHO Eurobond-financed purchases are not
equivalent to OLR-purchases (p. 6). I agree that the term LOLR meant something very different. I have no problem
to name it differently; this is just about semantics; I took over the currently circulating phrase. I have no idea what
this means: ”the EU as a whole is not budget constrained Of course it is. On nominal level, it is constrained by the
ECB; On the real level, by resources and productivity.
David Pearson (2011-12-05 16:39:46)
Arash, The question is not what should be done but who should do it. I tried to point out that, no matter the asset
purchased, a risk-asset purchase by the ECB is either 1) equivalent to a Eurobond-financed purchase of that same
asset; or 2) equivalent to a Euro-bill financed purchase of that asset with the ECB supplying the funds. Thus, by
arguing that the ECB carry out the action, you are basically saying, ”the EU is unwilling to be the fiscal agent for
Europe, and I propose the ECB take that role.” BTW, the EU as a whole is not ”budget constrained”. As far as
the LOLR function is concerned, I believe it is different than what you claim. A central bank can perform LOLR
because of its unique attributes (irredeemable liabilities, infinite supply of reserves). Both attributes allow this particular ”bank” to supply liquidity to other banks when they are facing redemptions. The principal goal of proposed
ECB purchases of bank preference shares and ECB financing of maturing Italian bonds is not to supply liquidity to
the banking system. Instead, these measures are intended to reduce the credit risk premia of European debt, and
reduce the corporate WACC of European banks. As Mervyn King recently said, this supposed ”LOLR” function is
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(to paraphrase), ”millions of miles away from the intended one.” Lastly, let me add that central bank purchases of risk
assets do not extinguish credit and term premia. They instead pass both on to taxpayers in the form of a contingent
tax liability. To argue that the ”unlimited funds” of the ECB makes it ”unique” absorbing risk asset losses is to confuse
its supply of financing with its capital. The capital comes from the taxpayers, not from thin air.
Anthony Migchels (2012-01-05 19:59:53)
This is all wrong on two counts: 1. The ECB is one of the main culprits in allowing it to happen in the first place.
Any institution overseeing a multi trillion failure should face closure. Not more power. 2. If the ECB backs up the
Euro itself, this implies closer European integration. This is against the wishes of the Europeans. In fact: there
is every reason to believe that the Eurocrats are using this crisis to get just that. A federalized Europe, including Fiscal Union is their dream. It is the nightmare of 400 million Europeans. Which is rather more significant.
http://realcurrencies.wordpress.com/the-euro-crisis/
Luis H Arroyo (2011-12-04 12:16:05)
Lars, I find thos article fascinating, very good. A very global analysis of the problem. I like the last sentence: Perhaps
is this the major lesson of the political project to impose a common currency on a non-optimal currency area: any
attempt to implement a political vision in contradiction to economic regularities (some may say in contradiction to
\economics laws”) is not only doomed to fail, but also undermines the fundamental ingredient to a free and prosperous
society: the Rule of Law. Terrible
David Pearson (2011-12-04 20:48:11)
Lars, Central banks have two unique attributes: they have irredeemable liabilities, and they have a monopoly over the
supply of bank reserves. The litmus test for ”monetary policy” should be, does the proposed action rely exclusively
on these unique attributes? Being an ”Owner of Last Resort” does not: it could just as easily be accomplished by the
fiscal agent. What Vassei is really saying is, ”the fiscal agent does not have the will or resources to recapitalize banks,
so therefore the central bank should usurp this role.”
Lars Christensen (2011-12-04 21:03:18)
David, you might surely have a point there, but I will leave it Arash to answer this question. The great think about
guest posts is that you don’t have to take responsibility for everything the guest blogger is writing-) That said, as I
see it nobody has come up with any great solution - and even though significant monetary easing from the ECB in
my view could do a lot to solve this crisis I am not sure that that would be enough.
Arash (2011-12-04 23:43:49)
@ David, yes, I say exactly what you have summarized above. But why is it that fiscal authorities may not have
enough funds (may become insolvent), whereas there is no doubt that the ECB always has the necessary fire power?
This is something to do with the specific nature of central banks you and I describe above. I am not claiming that
the ECB should act as OLR in all possible circumstances. You seem to suggest that fiscal authorities could do the
job as well. In fair weather they can. Currently, however, I cannot see how fiscal authorities in Europe could mobilize
sufficient funds to recapitalize the banking sector without risking a downgrade. Do you?
David Pearson (2011-12-05 01:48:15)
Arash, I recognize the ratings downgrade dynamic is a problem. I don’t think the ECB is a solution, however. There
are two possible outcomes. First, the ECB could swap Italian bonds in exchange for Excess Reserves. The effect of
this action would be a contingent tax liability for European tax payers exactly the same as a Eurobond-financed EU
purchase of Italian bonds. The question of whether the EU or the ECB should create this contingent tax liability is a
political, not an economic one. Second, the ECB purchases might create demand for bank reserves, in which case it
would raise the price level – a favorable development for MM’s. However, this action could also be exactly replicated
by: 1) the EU buying Italian bonds; and 2) the ECB financing the purchase by buying Eurobills issued by the EU.
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Again, the question of whether the ECB should purchase the bonds directly is a political, not an economic one. In
short, every argument for the ECB to engage in a fiscal action is an argument for the ECB to supplant the EU as a
fiscal agent for Europe. This argument may have its merits, but they should be categorized as political merits rather
than being passed off as economic ones.
Lars Christensen (2011-12-05 10:26:22)
From Arash: what you describe in your example (i.e. ECB swapping Italian bonds in exchange Excess Reserves) is
about the ECB’s LOLR-function, not its OLR-function. I’m quite clear in my paper that the ECB should contain the
debt crisis by acting that way ... but not with respect to Italian bonds, but with respect to bonds of the Eurozone’s
core economies. Anyway. Generally, there is a clear difference between the ECB and fiscal authorities when it comes
to acting as a LOLR. In contrast to any other agency, the central bank can create unlimited funds. As I argue in
my paper, there is only one reason why we should expect the ECB to engage in actual bond purchases: to establish
credibility that it will in fact make use of its unlimited fire power, if necessary. Relatively limited purchases will suffice
to eliminate unwarranted equilibria. No other government entity can act like that, simply because all such entities are
budget constrained (or, equivalently, must somehow ”earn” or ”receive” central bank liabilities by means other than
creating it ”out of thin air”) and rule over limited funds. Thus, it is not a matter of politics alone. When it comes to
the OLR-function, there may be a risk to the taxpayer (even though the ECB could absorb any of its losses). But in
contrast to Eurobonds, the OLR-approach seems to be incentive compatible. That’s an important ”but”, don’t you
think? Best, Arash

David

Eagle s

framework

and

the

micro-foundation

of

Market

Monetarism

(2011-12-04 15:59)

Over the last couple of days I have done a couple of posts on the work of David Eagle (and Dale Domian).
I guess that there still are a few posts that could be written on this topic. This is the next one.
Even though David Eagle s work has been focusing on what he and Dale Domian have termed Quasi-Real
Indexing I believe that his work is highly relevant for Market Monetarists. In this post I will try to draw
up some lessons we can learn from David Eagle s work and how it could be relevant to formulating a more
consistent micro-foundation for Market Monetarism.
There are a no recessions in a world without money
The starting point in most of Eagle s research is an Arrow-Debreu model of the world. Similarly the
starting point for Market Monetarists like Nick Rowe and Bill Woolsey is Say’s Law that supply creates
its own demand. (See for example Nick on Say’s Law [1]here).
This starting point is a world without money and both in the A-D model and under Say s Law
there can not be recessions in the sense of general glut in the product and labour markets.
However, once money and sticky prices and wages are introduced
both by Market Monetarists and
by David Eagle - then we can have recessions. Hence, for Market Monetarists and David Eagle recessions
are always and everywhere a monetary phenomenon.
N=PY

the simple way to illustrate some MM positions

In a number of his papers David Eagle introduces a simplified version of the equation of exchange
where he re-writes MV=PY to N=PY. Hence, Eagle sees MV not some two variables, but rather as one
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variable - nominal spending (N), which is under the control the central bank. This is in fact quite similar
to Market Monetarists thinking. While old monetarists traditional have assumed that V is constant (or is
stationary ) Market Monetarists acknowledges that this position no longer can be empirically supported.
That is the reason why Market Monetarists have focused on the right hand side of the equation of exchange
rather than on the left hand side like old monetarists like Milton Friedman used to do.
I, however, think that Eagle s simplified equation of exchange has some merit in terms of clarifying
some key Market Monetarist positions.
First of all N=PY gets us from micro to macro. Hence, PY is not one price and one output, but
numerous prices and outputs. If N is kept constant that is basically the Arrow-Debreu world. That
illustrates the point that we need changes in N to get recessions.
Second, N=PY can be a rearranged to P=N/Y. Hence, inflation is the outcome of the relationship
between nominal spending (N) and real GDP (Y). In terms of causality this also illustrates (but it does not
necessary prove) another key Market Monetarist point, which often has been put forward by especially Scott
Sumner that nominal income (N) causes P and Y and not the other way around (See [2]here and [3]here).
This is contrary to the New Keynesian formulation of the Phillips curve, where excessive growth in real
GDP relative to trend GDP increases price pressures .
Third, P=N/Y also illustrates that there are two sources of price changes
nominal spending (N)
and supply shocks. This lead us to another key Market Monetarist position also stressed strongly by David
Eagle that there is good and bad inflation/deflation. This is a point stressed often by David Beckworth
(See [4]here and [5]here). David Eagle of course uses this insight to argue that normal inflation indexing
is sub-optimal to what he has termed Quasi-Real Indexing (QRI). This of course is similar to why Market
Monetarists prefer NGDP targeting to Price Level Targeting (and inflation targeting).
The welfare economic arguments for NGDP targeting
In an Arrow-Debreu world the allocation is Pareto optimal and with fully flexible prices and wages
changes in N will have no impact on allocation and an increase or a drop in N will have no impact on
economic welfare. However, if we introduce sticky prices and wages in the model then unexpected changes
in N will reduce welfare in the traditional neo-classical sense. Hence, to ensure Pareto optimality we have
two options.
1) The monetary institutional set-up should ensure a stable and predictable N. We can do that with
a central bank that targets the NGDP level or with a Free Banking set-up (that ensures a stable N in
a perfect competition Free Banking system). Hence, while Market Monetarists mostly argue in favour of
NGDP from a macroeconomic perspective David Eagle s framework also gives a strong welfare theoretical
argument for NGDP targeting.
2) (Full) Quasi-Real Indexing (QRI) will also ensure a Pareto optimal outcome
even with stick
prices and wages and changes in N. David Eagle and Dale Domian have argued that QRI could be used to
immunise the economy from recessions. Market Monetarists (other than myself) have so far as I know
now directly addressed the usefulness of QRI.
Remaining with in the simplified version of the equation of exchange (N=PY) NGDP targeting focuses on left hand side of the equation, which can be determined by monetary policy, while QRI is focused
on the right hand side of the equation. Obviously with one of the two in place the other would not be
needed.
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In my view the main problem with QRI is that the right hand side of the equation is not just one
price and one output but millions of prices and outputs and the price system plays a extremely important
role in the allocation of resources in the economy. It is therefore also impossible to expect some kind of
centralised QRI (god forbid anybody would get such an idea&). I am pretty sure that my fellow Market
Monetarist bloggers feel the same way. That said, I think that QRI can useful in understanding why the
drop in nominal spending (N) has had such a negative impact on RGDP in the US and other places.
Furthermore, as I stressed in an earlier post QRI might be useful in housing funding reform in the
US as suggested by David Eagle. Furthermore, it is obviously QRI based government bonds could be used
in the conduct of NGDP targeting as in line with what Scott Sumner for example has suggested and as in
fact also suggested by David Eagle.
David Eagle should inspire Market Monetarists
In conclusion I think that David Eagle s and Dale Damion s on work on both NGDP targeting and
QRI will be a useful input to the further development of the Market Monetarist paradigm and I especially
think it will be helpful in a more precise description of the micro-foundation of Market Monetarism.
PS David Eagle has also done work on interest rates targeting and is highly critical of Michael Woodford s
New Keynesian perspective on monetary policy. This research is relatively technical and not easily
assessable, but should surely be of interest to Market Monetarists as well.
—See my other posts on David Eagle and Dale Domian:
[6]Quasi-Real indexing indexing for Market Monetarists
[7]A simple housing rescue package QRI Mortgages and NGDP targeting
[8]David Eagle on Nominal Income Targeting for a Speedier Economic Recovery
1.

http://worthwhile.typepad.com/worthwhile_canadian_initi/2009/09/

why-says-law-is-almost-right-but-still-wrong-and-why-money-is-weird.html
2. http://www.themoneyillusion.com/?p=11607
3. http://marketmonetarist.com/2011/11/08/sumner-glasner-machlup-and-the-definition-of-inflation/
4. http://www.cato.org/pubs/journal/cj28n3/cj28n3-1.pdf
5. http://macromarketmusings.blogspot.com/2010/07/daniel-gross-on-types-of-deflation.html
6. http://marketmonetarist.com/2011/12/03/quasi-real-indexing-indexing-for-market-monetarists/
7. http://marketmonetarist.com/2011/12/03/a-simple-housing-rescue-package-qri-mortgages-and-ngdp-targeting/
8.

http:

//marketmonetarist.com/2011/12/03/david-eagle-on-nominal-income-targeting-for-a-speedier-economic-recovery/

Lars Christensen (2011-12-04 19:14:19)
Hahaha Alex...that Straw works fine with me. To me the point is that without money we have to produce to consume
and to supply to demand. And yes, that does not hold in a world with money in disequilibrium - then the disequilibrium ”spills-over” to the real world. The same of course the case in a Walrasian/A-D world.
Alex Salter (2011-12-04 19:26:54)
Even with money you have to ”produce to consume and supply to demand.” That’s true in any economy, regardless of
whether the division of labor has progressed to a point conducive to the emergence of a medium of exchange. Stating
Say’s Law as ”supply creates its own demand” is saying ”Supply for X creates demand for X” which implies that the
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economy must always be at its full employment level of output. Keynes was correct in noting that this isn’t the case,
but he attacked a straw man in the sense that Say’s Law really said something else entirely. The main implication
of Say’s Law is that underconsumptionist theories of recession are flawed; it’s not that too much was produced, but
that the wrong stuff was produced. If we get Say’s Law ”wrong,” i.e. if we accept Keynes’s interpretation, then we’re
going to miss this key insight and conclude (incorrectly) that the way to fix recessions is to consume more. Say’s
Law properly understood suggests the necessity of a realignment of the structure of production towards underlying
consumer demand.
Alex Salter (2011-12-04 18:45:39)
No! No, no, no! Houston, we have a problem! Say’s Law is NOT ”that supply creates its own demand”. This is
Keynes’s straw man all over again. Say’s Law states that the supply of X is dependent on demand for goods and
services !X (not-X). In other words, because I must first produce before I consume, the degree to which I supply
goods and services on the market is a function of how much of other goods and services, specifically those which I
myself do not produce, I demand for my own consumption. Mathematically, it means the excess demands of the n
goods/services markets is equal to zero. If you include money, that changes to n+1 markets, meaning Say’s Law is
not true if (and some would say only if) the money market is out of equilibrium.
Lars Christensen (2011-12-04 19:36:31)
Alex, I totally agree on that. I was however not trying to make a point about Say’s Law as such, but rather that both
Say’s Law and the A-D world is the same thing in the sense that there is not a general glut in labour and product
markets. So whether your starting point is a A-D world or Say’s Law you basically think the same thing in terms of
NOT being Keynesian.
Richard A. (2011-12-04 19:48:38)
Of course, N=PY can be rewritten as GDPn = P x GDPr. N=PY can be differentiated dN = d(PY) dN = Y x
dP + P x dY divide by N=PY to get dN/N = dP/P + dY/Y which means for small percentage changes N % = P
% + Y % or GDPn % = P % + GDPr % which leads to the dynamic aggregate demand-aggregate supply model:
http://www.youtube.com/watch?v=vRIK4AXlUK4
Lars Christensen (2011-12-04 20:06:53)
Richard, yes that is pretty clear, but I am not entirely sure what your point is.
The Integral Reviews: Paper 1 Koenig (2011) « The Market Monetarist (2011-12-27 21:58:43)
[...] also makes a theoretical point that will resonate well with Lars discussion of David Eagle s work. Recall that
Eagle views NGDP targeting as the optimal way to prevent the monetary [...]

National stereotyping is not an explanation for boom-bust

it is mostly about luck

(2011-12-05 21:57)

A couple ofweeks ago I visited Lithuania and around a month ago I was in Ireland. Both countries have been
through boom and bust and both countries are still not out of the crisis. Tomorrow I fly to another crisis hit
place - Dubai. This has reminded me about an issue that have been on mind my mind for some time. Can
national stereotyping explain why countries are hit by crisis? My clear answer is no and that should be the
answer of most intelligent people. However, surprisingly often both mainstream media and many economists
would hint (or say directly) that national characteristics can explain why X or Z country has been hit by
crisis.
How often have we not heard that Greeks are lazy or Icelanders are natural risk takers etc. In Michael
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Lewis otherwise excellent new book Boomerang he often uses cultural explanations for why for example
Iceland got hit by crisis in 2008. I am not completely neutral on the Icelandic case and I am one of the
sources and I was quoted on the story in Michael s book, but I must say that the Icelandic crisis has very
little to do with the national character of Icelanders. Yes, there are specific Icelandic issues that can help
explain why things ended so badly in Iceland for example that it is a very small country, which probably
meant that regulators and local investors did not have enough knowledge to fully understand the risks, but
this has nothing to do with Icelandic culture or the national character. Hence, I believe that these national
stereotypes have very little explanatory power.
In my view there is another more important, but less fanciful explanation for most crisis and that is the
simple one that some nations are simply more lucky or unlucky than others. Hence, even for countries where
the institutional set-up is good and the incentives to do the right thing accidents do happen. And the other
way around - even countries with highly irresponsible policies can escape crisis if they are lucky.
A good example of this is Norway and Iceland. Icelandic and Norwegian culture in many ways similar
and the two countries share a Viking-history , but today many would talk about irresponsible Icelanders
and about the prudent Norwegians. What s the difference? Well, Norway has oil and Norway had banking
crisis not very different than the Icelandic crisis in the early 1990s so bankers and regulators were probably more aware of the risks than was the case in Norway. This is basically about luck about natural resource
and the timing of banking deregulation.
Another example is Lithuania and Bulgaria. Both countries are Emerging European economies with fixed exchange rate policies and both countries have gone through boom-bust. Furthermore, both countries policy
response to the crisis has been more or less the same. The fixed exchange rate policies have been maintained and fiscal austerity measures have been implemented. There are of course differences, but overall
the two cases are pretty similar, but the strength of the recovery in the two economies has been very
different. Lithuanian has grown surprisingly strong in 2011 (probably around 6 % y/y GDP growth), while
there basically not been a recovery in Bulgaria. Why this difference? My explanation is that it is mostly
about geographical luck . Lithuania s main trading partners are the Nordic countries, Germany, Russia
and Poland all countries that have seen relatively strong recoveries. At the same time Scandinavian banks
dominate the Lithuanian banking sector. On the other hand Bulgaria is neighbouring crisis-hit Greece and
the Greek banks (and Italian banks) play a key role in the Bulgarian banking sector and trade links to Greek
are significant.
It is not only when it comes to failure that national stereotyping is often used. The same comes to the
success stories. Today we all the time hear about how fantastic the Chinese are and how fantastic Chinese
economic management is. This despite of the fact that China by any normal standards is a relatively
underdeveloped country in terms of wealth and welfare. On a GDP per capita basis China is far from a
rich country. Similarly if anybody bother to remember back in the 1980s everybody were talking about a
special Japanese management model and that soon the Japan would dominate the world politically, militarily
and economically because the Japanese were culturally superior to Western Europe and the US. Whatever
happened to that idea??
So culture and national stereotypes tells us very little about economic success and failure. Bad policies
and luck is normally the best explanation. It is just much less colourful and luck does not really sell books
or newspapers.
PS talking about luck back in 2006 Lithuania failed to be allowed into the euro zone because the inflation rate was 0.1 %-point too high. Was that luck?
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—See also my previous post on luck: ”[1]Never underestimate the importance of luck”
See also Scott Sumner’s related comment on [2]”Bad luck and bad decisions”
1. http://marketmonetarist.com/2011/10/15/never-underestimate-the-importance-of-luck/
2. http://www.themoneyillusion.com/?p=12194

Fiscal union = same rating for all euro countries? (2011-12-05 22:34)
I don’t know the answer to the the question in the headline, but here is from the [1]Financial Times:
”Standard and Poor s has warned Germany and the five other triple-A members of the euro zone that
they risk having their top-notch ratings downgraded as a result of deepening economic and political turmoil
in the single currency bloc.
It warned all six governments that their ratings could be lowered to AA+ if the credit-watch review failed
to convince its experts. Markets have been braced for a potential downgrade of France but few expected
Germany s top rating to be called into question.The US ratings agency is poised to announce later on Monday
that it is putting Germany, France, the Netherlands, Austria, Finland, and Luxembourg on credit-watch
negative , meaning there is a one-in-two chance of a downgrade within 90 days.
With regard to Germany, S &P said it was worried about the potential impact ... of what we view as
deepening political, financial, and monetary problems with the European economic and monetary union.
The agency is moving as euro zone governments make further progress towards a comprehensive deal to
contain the region s sovereign debate crisis ahead of a crucial EU summit on December 9. Berlin and Paris
want the euro zone to sign up to tougher fiscal rules to calm investors worries.
S &P told the six governments it would conclude its review as soon as possible after the summit. It
told governments: It is our opinion that the lack of progress the European policy makers have so far made
in controlling the spread of the financial crisis may reflect structural weaknesses in the decision-making process within the euro zone and European Union.”

1. http://www.cnbc.com/id/45556697

The thinking of a Great Moderation economist (2011-12-06 10:44)
Imagine you are born as a macroeconomists in the US or Europe around 1990. You are told that you
are not allowed to study history and all you your thinking should be based on (apparent) correlations you
observe from now on and going forward. What would you then think of the world?
First, you all you would see swings in economic activity and unemployment as basically being a result
of swings in inventories and moderate supply shocks when oil prices drop or increase due to geo-political
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uncertainty in the Middle East. What is basically white noise in economic activity in a longer perspective
(going back for example a 100 years) you will perceive as business cycles.
Second, inflation is anchored around 2 % and you know that inflation normally tend to move back to
this rate, but you really don t care why that is the case. You will tell people that globalisation is the
reason inflation remains low. But you also think that when inflation diverges from the 2 % rate it is because
geo-political uncertainty pushes oil prices up. Sometimes you will also refer to a rudimentary version of the
Phillips curve where inflationary pressures increase when GDP growth is above what you define as trendgrowth around 2-3 %. But basically you don t spend much time on the inflation process and even though
you know that central banks target inflation you don t really think of inflation as a monetary phenomenon.
Third, monetary policy is a focal point when you talk about economic policy. You will say things like
the Federal Reserve is increase interest rates because growth is strong . For you think monetary policy is
about controlling the level of interest rates. You never look at money supply numbers and have no real idea
about how monetary policy is conduct (and you really don t see why you should care). Central banks just
cut or hike interest rates and central bankers have the same model as you so they move interest rates up
or down according to a Taylor rule. And if somebody would to ask you about the monetary transmission
mechanism you would have no clue about what they are talking about. But then you would explain that
the central bank sets interest rates thereby control the price of money (this is here the Market Monetarist
will be screaming!) and that this impact the investment and private consumption.
Forth, your world is basically stationary
GDP growth moves up and down 1-2 %-point relative to
trend growth of 2 %. The same with inflation inflation would more or less move around 2 % +/- 1 %-point.
Given this and the Taylor rule it follows that interest rates will be moving up and down around what you will
call the natural interest rate (you don t know anything about Wicksell and you don t care what determine
the natural interest rate). So sometimes interest rates moves up to 5-6 % and sometime down to 2-3 %.
What you off course does not realise is that what you are doing has nothing to do with macroeconomics.
You are basically just observing white noise and trying to make sense of it and your economic analysis is
basically empirical observations. You never heard of the Lucas critique so you don t realise that observed
empirical regularities is strictly dependent on what monetary policy regime you are in and you don t realise
that nominal GDP (NGDP) is growing closely around a 5 % growth path and that mean that macroeconomics basically has disappeared. Everything is now really just about microeconomics.
And then disaster hits you right in the face! Nominal GDP collapses (you think it is a financial crisis).
You are desperate because now the world is no longer stationary . All you models are not working anymore. What is happening? You are starting to make theories as you go alone (most of them without any
foundation in logic analysis crackpots have a field day). Now interest rates hit 0 %. Your Taylor rule is
telling you that central banks should cut interest rates to -7 %. They can t do that so that mean we are all
doomed.
Then enters the Market Monetarists&they tell you that interest rates is not the price of money, that we are
not doomed and central bank can ease monetary policy even with interest rates at zero if we just implement
NGDP level targeting. You look at them and shake your head. They must be crazy. Haven t they studied
history?? They indeed have, but their history book started in 1929 and not in 1990.

The biggest cost of nominal stability is ignorance « The Market Monetarist (2012-01-08 09:26:24)
[...] have touched on this topic in a couple of earlier posts. First, I have talked about the Great Moderation economist
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who grew up in the Great Moderation era and as a consequence totally disregards the [...]
Luis H Arroyo (2011-12-06 19:12:18)
Excelent parody, Lars. But I disagree just in a point: It was really a financial crisis. All that imply very strong moves
in assets prices... dificult to stop. By that I mean that perhaps a very loose MP could get stop it, but not inmediatly.
I think that financial crisis exist, not all is money.
Lars Christensen (2011-12-07 20:17:17)
Luis, I surely do agree that there was a financial crisis and that it is an important part of the crisis. In the case
of Europe we can not solve everything by just introducing NGDP targeting (even though it would be very helpful
indeed). What I meant to argue is that many economists that ”grew up” in the Great Moderation really does not
understand the importance of a stable growth rate in NGDP and had NGDP been kept stable by monetary policy
then we would not have been in this crisis. Benjamin, I am not sure that you are right. Market Monetarists are
arguing that expectations are extremely important in the transmission mechanism. Therefore we can not say that the
Fed should pring xzy dollar to get us out of the crisis. Instead we should state as we do that the Fed can pull us out
of this crisis by announcing a clear NGDP targeting and announce that it would print as much money as need to get
to this target.
Luis H Arroyo (2011-12-07 19:50:44)
Well, rereading this post and the Arash´s one, I find that this is a good example on waht I said before: the financial
crisis exists, and it we can not subsume it in an general monetary problem. What I like of Arash´s position is that he
recognises the existence of a financial problem -and a big one. sure, the source of its solution is central bank and an
expansion of money, but not in a generalised manner.
Luis H Arroyo (2011-12-09 01:25:56)
Lars, i agree, except for ”had NGDP been kept stable by monetary policy then we would not have been in this crisis.”
I would like it, but I think Greenspan was right when he said, Too much stability too much time, at the end leads
to an excess of confidence. I mean that I´m not sure that had NGDP been stable, there would be not house bubble.
For instance, was the dot com bubble by a excesive NGDP growth? The answer is important, because the Monetary
policy must (or not) be coupled with a financial stability policy. If I´ve undestood well Svensson, Monetary policy is
not sufficient to cover both targets, real and financial stability markets. but if all concern is only monetary... I don´t
believe it.
Benjamin Cole (2011-12-08 21:21:34)
Lars- I see your point, but I am suggesting that the Fed announce it targets, and that it would buy $100 billion
in assets a month until it hit its targets. The concrete nature of the QE would give the markets confidence and a
talking point. Wipe out IOR too. The more-abstract nature of ”we will hit out announced targets” sounds a little too
”pie-in-the-sky.”
Benjamin Cole (2011-12-07 06:49:52)
Perhaps we in the Market Monetarism movement should lay out a course of action... Such as (in the USA), the
Fed buying $100 billion a month in bonds or assets not to a dollar amount target (such as $600 billion), but to a
NGDP target, and wiping out IOR...and for the ECB a similar action. Perhaps if we lay out some concrete steps and
targets....talking point, and get the argument into our court again...we may be losing traction here....
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Friedman should have supported NGDP targeting, but never did (2011-12-07 20:09)
I found yet another gold nugget in David Eagle s [1]research:
In 2005 at the WEAI conference in San Francisco, Milton Friedman participated in panel where he strongly
endorsed IT. After the panel presentations, an economist from the audience asked Friedman how he thought
the Federal Reserve should respond to a broad-based 10 % drop in real GDP. After spending some time
trying think about what could possibility cause such a drop, Friedman responded by saying that the Federal
Reserve should respond with a 10 % drop in the money supply. However, immediately thereafter, Friedman
inserted, If you ask a foolish question, you get a foolish answer.
Eagle continues:
We disagree with Friedman concerning the foolishness of considering unexpected deviations in real GDP
because that is when NIT (NGDP targeting) diverges from PLT (Price Level Targeting). Only by considering such unexpected real deviations can we see the differences in central bank responses under IT (Inflation
targeting) or PLT from NIT (which we consider to be the equivalent of Friedman s k percent rule). According
to the new equation of exchange, N=PY, if Y unexpectedly increased while N (Nominal spending) remained
as expected, the price level would unexpectedly fall. Under NIT, the central bank would be content to do
nothing since N is on target. However, under PLT, the central bank would try to interject funds into the
monetary system to try to raise N to match the increase in Y in order to return P to its targeted level.
Similarly, if Y unexpectedly decreased while N remained as expected, the price level would unexpectedly
increase. Under NIT, the central bank would be content to do nothing since N is on target. However, under
PLT, the central bank would try to withdraw funds to try to cause N to fall to match the decline in Y in
order that the price level not change.
Hence, shortly before his dead Friedman indirectly said that he was not in favour of NGDP targeting.
In my view that is not overly surprising. At that time official inflation targeting had been a success around
the world for more than a decade and Friedman undoubtedly saw it as an vindication of his view that central
banks should follow rules. So as always Friedman was the pragmatic revolutionary he simply support the
successfully (at that time) version of a monetary rule, but I think that was on purely pragmatic reasons.
Furthermore, one have to remember that at that time the primary monetary mistakes in recent history was
too loose monetary policy rather than too tight monetary policy so from a pragmatic perspective it made
sense to support inflation targeting.
As I have earlier argued Milton Friedman also acknowledged that velocity was no longer stable and that
probably moved him from the left hand side to the right hand side of equation of exchange. By the way that
shows that John Taylor s use of Friedman to criticizing NGDP targeting by stating that Friedman argued
that rules should be instrument rules really does not live up to what Friedman came believe in the final
years of his life. Yes, Friedman endorsed inflation targeting, but NOT the Taylor rule (See David Glasner’s
excellent critique of John Taylor views [2]here). Furthermore, acknowledging that he did not think that
velocity was stable (anymore) really makes it hard to use Friedman as an argument against NGDP targeting.
BUT, BUT Friedman nonetheless to the end of his life preferred inflation targeting more than anything else.
Would that have change if he had live to see the Great Recession? I really don t know and does it really matter? I still consider myself a Friedmanite and to me the best pupil of Friedman around is Scott
Sumner!
——
See also my earlier post on related topics:
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[3]Friedman provided a theory for NGDP targeting
[4]Friedman s thermostat and why he obviously would support a NGDP target
1.

http:

//marketmonetarist.com/2011/12/03/david-eagle-on-nominal-income-targeting-for-a-speedier-economic-recovery/
2. http://uneasymoney.com/2011/12/03/john-taylors-obsession-with-rules/
3. http://marketmonetarist.com/2011/11/06/friedman-provided-a-theory-for-ngdp-targeting/
4.

http://marketmonetarist.com/2011/11/05/friedman%e2%80%

99s-thermostat-and-why-he-obviously-would-support-a-ngdp-target/

JTapp (2011-12-07 20:59:11)
I thought Selgin has argued that at the end of his life, Friedman supported freezing the monetary base and having
a system of free banking– which is shown to theoretically bring about the same equilibrium that NGDP targeting
would. I also thought (in the book Money Mischief) Friedman advocated TIPS spread targeting, which would be a
target of inflation expectations, not backward-looking inflation targeting as we have it today. Am I wrong?
Lars Christensen (2011-12-07 21:27:38)
JTapp, you are certainly correct about both observations and that really shows that Friedman really did not have a
consistent view on what to target or how to do it throughout his long life. Maybe we can just conclude that Friedman
favoured a nominal anchor and distrusted both politicians and central bankers - so he wanted to limit central bankers
discretionary powers. Friedman’s changing views on what kind of rules he prefered is actually similar to Hayek in the
sense that Hayek also was unable to stick to the same rule.
W. Peden (2011-12-08 02:34:47)
Good post. JTapp, that’s a good point on the TIPS spread targeting idea. I think that targeting the TIPS spread is
about as close as you can have to market monetarism without actually having NGDP targeting.

Dubai, Iceland, Baltics

can David Eagle explain the bubbles? (2011-12-11 21:00)

It s Sunday night in Copenhagen and I have just returned from a trip to Dubai. I should really write a long
post about Dubai, but I will keep it short.
Dubai really reminded me of Iceland
in the sense that both places should NOT really have seen
the bubbles we saw. Both Dubai and Iceland had a property market boom, but one can hardly say that
there is any serious supply constrains in either Dubai or Iceland. Both Dubai and Iceland seem simply to
be unreal
or at least that was the case in the boom years.
To me it is pretty clear that we had a bubble in both places and the bubbles have now busted. But
why did we have bubbles in Iceland and Dubai? Well, the easy answer is easy money, but I think that that
explanation is too simple. And was it local monetary policy or was it US monetary policy that was too
easy?
Fundamentally I think that moral hazard played a large role in both Iceland and Dubai
and guess
what, both Iceland and Dubai have been bailed out by better off cousins in the case of Iceland primarily
by the other Nordic governments and in the case of Dubai by the big bother in the UEA - Abu Dhabi.
But then why did we not have bubbles in other places where the risk of moral hazard was equally big?
Again I like to stress that one should never underestimate the importance of luck or the opposite and this
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is probably also the explanation this time around.
However, Dubai made me think that Market Monetarists really need to take the issues of it bubbles
serious. Market Monetarists disagree on this issue. Scott Sumner tends downplay the risk of bubbles or
rather that monetary policy cannot do much to avoid bubbles (other than target NGDP). David Beckworth
on the other hand has done interesting work with George Selgin on why overly loose monetary policy might
lead to misallocation. My own position is that I used to think that it mostly was easy monetary policy
that was to blame and that is what led me in my day-job to warn against boom-bust in Iceland and
Central and Eastern Europe in 2006-7. I have since come to think that moral hazard also play a role in
this, but I am now returning to the monetary issue. However, while I think overly easy monetary policy led
to misallocation in Iceland and Dubai and I am not really sure that that is the case in the US as NGDP
never really increased above it’s Great Moderation trend prior to the outbreak of the Great Recession in
2008. That might, however, be due to measurement problems and other measures nominal spending seem
to indicate that monetary policy indeed was too loose prior to 2008.
So what kind of model can explain the kind of bubbles we saw in for example the Baltic economies
in 2004-8? And here I return to David Eagle an economist whose work has not been fully appreciated,
but I have been trying to change that recently.
David s starting point is an Arrow-Debreu (A-D) model in which he analyse the impact of changes
in nominal spending on the economy and on allocation. Furthermore, David uses his model(s) to analyse
how different monetary policy rules
NGDP targeting, Price level targeting and inflation targeting
influence allocation (including lending).
David mostly has used his theoretical set-up to look at the impact of negative shocks to NGDP, but
my thesis is that David s model set-up might be useful in analysing what went wrong in Iceland and Dubai
and In Central and Eastern Europe and Southern Europe for that matter. It should be noted that NGDP
outgrew its prior trends in the ”boom” years - contrary to the situation in the US.
I have not looked at this formally, but here is the idea. We have an A-D model, we introduce sticky
prices and wages and a central bank with an inflation target (as Iceland have). Most of the economies that
have had boom-bust have seen some kind of structural reforms that have led to positive supply shocks for
example banking reform in Iceland and a general opening of the economies in Central and Eastern Europe
or believe it or not euro membership for countries like Spain and Greece.
What happens in Eagle s set-up? I have not done the math, but here is my intuition. A positive
supply put downward pressure on prices and with the central bank targeting inflation the central bank will
ease monetary policy as inflation is inching down. In Eagle s model this will lead an (in-optimal?) increase
in lending. This increase in lending will last as long as the positive supply shocks continues. However, once
the shocks come to an end then the process is reversed and this is when the bubble burst (yes, yes this
is somewhat beyond that scope of David s model, but bare with me&). This by the way is very similar to
what George Selgin and David Beckworth have suggested for the US economy, but I think this discussion
is much more relevant for Dubai, Iceland and the Baltic States (or the the PIIGS for that matter) than for
the US.
Again, I have not gone through this formally with David Eagle s model set-up, but I think it could
be a useful starting point to get a better understanding of the boom-bust in Iceland, Dubai and other places.
That said I want also to stress the extent of the present global crisis is not a result of bubbles bursting
(that might however been the crisis started), but rather too tight monetary policy is to blame for the crisis.
David Eagle s framework can also easily explain this.
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——
PS I should really write something about the euro crisis, but lets just remind people that I think
that we are in 1931. By the way the UK left the gold standard in 1931 and the Scandinavian countries
followed the lead from the UK. Germany, France, Austria and other continental European countries stayed
on the gold standard. We all remember how that story ended. Oddly enough the monetary faultline is more
or less the same this time around. Why should we expect a different outcome this time around?
Carl Lumma (2011-12-11 23:09:03)
I’d define a bubble in some asset as a rapid rise in price without a corresponding rise in real value. Now, as Sumner
points out, nobody know the real value of a tulip bulb... but after the price collapses, it seems a bit obtuse to claim
the real value of tulips changed so suddenly. At the macro level this amounts to stagflation... a circumstance NGDP
targeting does not prevent. Scott says the central bank always prefers as much real growth as possible inside the
NGDP target. That’s good for them, but please get back to me after a couple years of 5 % inflation and 0 % real
growth. If only there were a way to tell when more inflation would lead to more real growth, or not. . . . Back
at the micro level, good progress has been made by econophysicists towards spotting bubbles. See Didier Sornette’s
group http://www.er.ethz.ch/fco/index They have even tried their hand at predicting bubbles. I have not followed
their results, but it seems they’ve just started a new blog on the subject: http://fcofbe.blogspot.com (They seal their
predictions with a cryptographic hash and then reveal the password after the prediction date.)
Brett (2011-12-11 21:51:06)
”To fight this recession the Fed needs more than a snapback; it needs soaring household spending to offset moribund
business investment. And to do that, as Paul McCulley of Pimco put it, Alan Greenspan needs to create a housing
bubble to replace the Nasdaq bubble.” Paul Krugman, 2002 http://www.nytimes.com/2002/08/02/opinion/dubya-sdouble-dip.html Keynesians, making life uncertain for the world since 1936
A positive supply put downward pressure on prices and with the central bank targeting inflation the central bank will
ease monetary policy « Economics Info (2011-12-13 07:02:48)
[...] Source [...]

”Monetary Policy, Financial Stability, and the Distribution of Risk” (2011-12-11 21:35)
I have recently been giving a lot of attention to the work of David Eagle and his Arrow-Debreu based analysis of monetary policy rules. This is because I think David’s work provides a microfoundation for Market
Monetarism and adds new dimensions to the discussion about NGDP targeting - particularly in regard to
financial stability.
I have now come across a paper that is using a similar model as David’s model. However, this might
be a slightly more interesting for the conspiratorial types as this paper is written by a Federal Reserve
economist - Evan F. Koeing of the Federal Reserve Bank of Dallas.
Here is that abstract of Koeing’s paper [1]”Monetary Policy, Financial Stability, and the Distribution of
Risk”:
”In an economy in which debt obligations are fixed in nominal terms, but there are otherwise no nominal rigidities, a monetary policy that targets inflation inefficiently concentrates risk, tending to increase the
financial distress that accompanies adverse real shocks. Nominal- income targeting spreads risk more evenly
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across borrowers and lenders, reproducing the equilibrium that one would observe if there were perfect capital
markets. Empirically, inflation surprises have no independent influence on measures of financial strain once
one controls for shocks to nominal GDP.”
This paper obviously is highly relevant and as the euro crisis just keeps getting worse day-by-day we can
always hope that some influential European policy makers read this paper.
After all the euro crisis is mostly a monetary crisis rather than a fiscal crisis - which David Beckworth
forcefully demonstrates in a recent [2]comment.
HT Arash Molavi Vasséi
1. http://www.dallasfed.org/research/papers/2011/wp1111.pdf
2. http://macromarketmusings.blogspot.com/2011/12/evidence-for-monetary-view-of-eurozone.html

Marcus Nunes (2011-12-11 22:18:07)
Lars David shows the setting for the EZ. I went one further and compared it to the US. The results are ”observationally equivalent” despite the very different settings! http://thefaintofheart.wordpress.com/2011/12/10/no-way-out-theeuro- is-doomed/
Lars Christensen (2011-12-11 22:36:38)
Marcus, I fully agree - the overall situation is quite similar in the US and the EZ. It seems however that the Fed is after all - closer to do to the ”right thing” than the ECB.
Marcus Nunes (2011-12-11 23:00:31)
As it should since it´s much less constrained. The US doesn´t face ”treaty shackles” or ”German stinginess”.
Is Jawboning All The Fed Has Left? Goldman s Take On The FOMC Minutes (2011-12-12 23:15:11)
[...] Monetary Policy, Financial Stability, and the Distribution of Risk [...]
The Integral Reviews: Paper 1 Koenig (2011) « The Market Monetarist (2011-12-27 22:35:15)
[...] Financial Stability, and the Distribution of Risk . I recently also wrote a short (too short) comment on the paper
so I am happy to see Integral elaborating on the paper, which I believe is a very [...]

”The Wages of Destruction” (2011-12-12 07:00)
It is always nice to open the mailbox and see a new book in the mail. The latest arrival at the Christensen
household is ”[1]The Wages of Destruction” by Adam Tooze on ”The Making and Breaking of the Nazi Economy”.
I have not read it yet, but my feeling is that is will be an interesting read. Most of the reviews of the
book I have seen are very positive.
Here is from Richard Tilly’s [2]review of the book:
”The narrative follows a broad chronology. Part one, covering the early 1930s, examines the country s
recovery from the Depression, the reorganization of its economy, and the beginnings of rearmament. Perhaps the most striking feature of these years was the extent to which Germany was driven to reorganize its
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international economic relations in response to the hegemony of its main creditor, the United States. In part
two, The War in Europe, Tooze describes the Four Year Plan of 1936 1939 to mobilize the economy for
war, culminating in Germany s successful campaigns against Poland and France. Tooze points out that these
triumphs were the result less of superior economic preparedness and more advanced technology than of luck
and skillful military leadership. The net gains to Germany s war economy from these victories were meager,
and it could even be said in retrospect, since they accelerated Anglo-American cooperation, that they had
a negative impact. Part three describes the economic costs and benefits to Nazi Germany of widening the
conflict by invading the Soviet Union in June and declaring war on the United States in December of 1941.
These hostile acts, Tooze reminds us, reflected both economic considerations a desire to gain access to
Russia s oil and grain reserves and racist ideology as home to millions of Jews, the Soviet Union was the
object of future Germanization, and the United States was considered to be the headquarters of world
Jewry.”
If any of my readers have read the book I would be interested in hearing what you think? And can we
draw any lessons from the book? Does it tell us anything about today’s euro crisis?
1. http://www.amazon.com/Wages-Destruction-Making-Breaking-Economy/dp/067003826
2. http://www.hbs.edu/bhr/archives/bookreviews/82/rtilly.pdf

Lorenzo from Oz (2011-12-15 01:18:01)
Tooze’s book is terrific, I reviewed it [1]here.
1. http://lorenzo-thinkingoutaloud.blogspot.com/2009/03/wages-of-destruction.html

Lorenzo on Tooze and a bit on 1931 « The Market Monetarist (2011-12-15 07:21:51)
[...] other day I was asking for comments on Adam Tooze s book Wages of Destruction . Now our good friend
Lorenzo [...]

The best insight on the euro crisis - you will find in Texas (2011-12-12 12:00)
European policy makers still seem to be far from finding a solution to the euro crisis. However, there are
solutions. The best solutions in my views does not come from Europe, but rather from our friend David
Beckworth at the Texas State University. Here is his [1]interview with Stephen Evans on BBC Radio (around
8 minutes into the program).
1. http://uweb.txstate.edu/~db52/bizdaily_20111208-0931a.mp3

Benjamin Cole (2011-12-12 18:37:49)
I wish Beckworth could take the seat on the Dallas Fed held by that dunce Richard Fisher.
Lars Christensen (2011-12-12 21:07:50)
Benjamin, I have higher ambitions for David than that. Nonetheless I think his insight into the euro crisis is second
to none and I hope he will get a lot more coverage in the European media in the near future.

How much QE is needed with a NGDP target? (2011-12-13 14:17)
Today I got an interesting question:
monetary policy? .
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does NGDP targeting equate to more quantitative easing (QE) of

The simple answer is that it all depends on Chuck Norris, or rather on the [1]Chuck Norris effect. I have
earlier defined the Chuck Norris effect in the following way:
You don t have to print more money to ease monetary policy if you are a credible central bank with a
credible target.
Let s say we have a central bank for example the Federal Reserve that tomorrow announces a target
for the level of nominal GDP (NGDP) 15 % higher than the present level and that it will hit that target
within 24 months.
The clever reader would of course ask how you can achieve that target with interest rates at near zero.
Well, through quantitative easing, of course by printing money. Or rather by increasing the supply of
money more than the demand for money.
So the relevant measure is not the supply of money, but rather the supply of money relative to demand
for the dollar. The demand for money of course is extremely dependent on the expectation of the future
value of money.
So let s assume that the announcement of the +15 % NGDP level target is credible what would happen? This announcement would effectively mean that the central bank would try to reduce the purchasing
power of the money it issues, which effectively of course would equate to burning households and companies
cash holdings. If we know that the value of cash we have today will be worth less tomorrow we would course
do everything to get rid of that cash that goes for households, banks, companies and institutions.
This is key for how the [2]transmission mechanism works under credible NGDP level targeting. The expectation of a 15 % increase in NGDP would cause de-hoarding of cash, which is the same as to say that
private consumption and investments would increase, banks would increase lending (ease credit conditions)
and the currency would weaken, which would spur exports. This would automatically lead to an increase in
NGDP.
Hence, if the Chuck Norris effect is strong enough then the central bank could achieve its NGDP target
without undertaking any QE at all.
In the real world it is unlikely that any central bank will be able to raise NGDP by 15 % without actually
increasing money supply. After all, the problem in the present crisis is exactly that the major central banks
of the world are lacking credibility about their targets otherwise for example market expectations in the
eurozone would not be below 2 %. Therefore, to get the needed credibility the central bank would probably
need to announce clearly that it would undertake unlimited amounts of QE if needed to achieve its +15
% NGDP target level and probably also define through which channel the increase in the money supply
would occur for example, through the buying of foreign currency (which in our view would probably be
the most effective as you would circumvent the crisis-hit banking sector), or through buying or government
or corporate bonds, etc.
However, if this were done it is likely that the goal of lifting NGDP by 15 % could be achieved by printing
significantly less extra money than if it simply implemented QE without a clear target of what it wants
to achieve. So once again, the central banks need to call in Chuck Norris. It s all about the anchoring of
expectations and you will only achieve this by announcing a credit NGDP and credible strategy of how to
achieve it.
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1. http://marketmonetarist.com/2011/11/03/the-chuck-norris-effect-swiss-lessons-and-a-not-so-crazy-idea/
2. http://marketmonetarist.com/2011/10/30/ben-volker-and-the-monetary-transmission-mechanism/

Martin (2011-12-13 14:53:24)
I made a comment on Scott’s blog a while ago, that following the Chuck Norris logic in - I believe Nick Rowe’s example
based on yours - the Central Bank would be selling assets to accommodate the demand. I think therefore that QE
should be conditional on certain variables reaching certain values within a certain time fame. Otherwise the target
would lack credibility, because the market participants would - correctly - expect you not to make good on your threat
as their decision to buy would get you to sell. What the central bank should do and in essence does through the Chuck
Norris effect is write a put option on that part of asset prices that is dependent on NGDP. On a side-note, I found
your example of and focus on Chuck Norris to be very stimulating when thinking about other problems in economic
policy.
Benjamin Cole (2011-12-13 19:06:23)
My Market Monetarism Plan for USA: 1. $100 billion a month in QE until NGDP targets are met 2. A decrease
in IOR, perhaps to zero. 3. This plan announced publicly. 4. Support for less taxes and regulation on businesses,
shorten unemployment comp. Why the concrete number of $100 billion? So the public would know the Fed is serious,
and has a target they must hit every month. After all, the public may not believe that waving a wand and chanting
”NGDP” will work. They may believe the Fed will lessen efforts pending some election or other events.
Lars Christensen (2011-12-13 22:52:04)
Martin, you got a very good point. In reality the Fed - or any other central bank - could write a put option on some
financial asset, which is strongly linked to NGDP - for example S &P500 or on the (inverse of) dollar FX rate. That
would give a very strong commitment and would automatically be credible.
Joseph Ward (2011-12-14 02:23:59)
well last time I checked central bankers were not movie star ninjas. the fed has relatively solid central bank credibility,
and I don’t think that we could pull this off. or rather, I’d be amazed if we did.
Lars Christensen (2011-12-14 08:44:23)
Joseph, How do you define credibility? To me a central bank is credible if the markets (and the general public) expect
the central bank to hit the targets it have. The problem of course for the Fed is that the Fed does not have a target.
That make it pretty hard to say whether it is credible or not. Another way of saying whether a central bank is credible
or not is to look at the predictability of nominal variables: money suppy, velocity, nominal wages, prices, inflation,
NGDP, the exchange rates etc. I am pretty sure that if you estimate of example simple AR-models for these variable
you will see the error-term in the models has exploded since 2008. I must, however, say I am guessing here. but I
am pretty sure I am right - maybe a econometrician outthere would try to estimate it? In the case of the ECB the
collapse in credibility is pretty clear. The ECB has a two-pillar policy - targeting directly or indirectly M3 growth and
inflation. Judging from market expectation for medium term inflation the credibility is not good - in fact it has never
been this bad. Inflation expectations are well-below the 2 % inflation target. In terms of M3 the ECB has normally
targeted a reference rate around 4.5 % y/y. The actual growth rate on M3 is much below this ”target”. HOWEVER, if
the central banks were indeed so credible then the market should fully believe any nominal target they would announce
they would meet. So if the Fed is 100 % credible and announce that it will increase NGDP by 15 % over the coming
two years then there should be no problem meeting this target - without printing more money. What would happen
is the money-velocity would jump, which with an unchange money supply would increase NGDP. During the Great
Moderation there was a very high degree of negative correlation between M and V growth. This indicates in view that
markets expected the Fed to meet a NGDP and monetary policy became endogenous - pretty much in the same way as
in a Selgin-White Free Banking model. See here: http://marketmonetarist.com/2011/10/31/the-inverse-relationshipbetw een-central-banks-credibility-and-credibility-of-monetarism/
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How much QE is needed with a NGDP target? « Economics Info (2011-12-14 09:01:07)
[...] Source [...]

Defining central bank credibility (2011-12-14 09:30)
In a comment to my previous post on QE and NGDP targeting [1]Joseph Ward argues that the Federal
Reserve has relatively solid central bank credibility . The question is of course how to define central bank
credibility.
To me a central bank is credible if the markets (and the general public) expect the central bank to hit
the targets it have. The problem of course for the Fed is that it does not have a target. That makes it pretty
hard to say whether it is credible or not.
Another way of saying whether a central bank is credible or not is to look at the predictability of nominal variables: money suppy, velocity, nominal wages, prices, inflation, NGDP, the exchange rates etc. I am
pretty sure that if you estimate of example simple AR-models for these variables you will see the error-term
in the models has exploded since 2008. I must, however, say I am guessing here. but I am pretty sure I am
right maybe an econometrician out there would try to estimate it?
In the case of the ECB the collapse in credibility is pretty clear. The ECB used to have a two-pillar policy
targeting directly or indirectly M3 growth and inflation. Judging from market expectations for medium term
inflation the credibility is not good in fact it has never been this bad. Medium-term inflation expectations
are well-below the 2 % inflation target. In terms of M3 the ECB has normally targeted a reference rate
around 4.5 % y/y. The actual growth rate on M3 is much below this target .
HOWEVER, if the central banks were indeed so credible then the markets should fully believe any nominal
target they would announce. So if the Fed is 100 % credible and announce that it will increase NGDP by 15
% over the coming two years then there should be no problem meeting this target without printing more
money. What would happen is the money-velocity would jump, which with an unchanged money supply
would increase NGDP.
During the Great Moderation there was a very high degree of negative correlation between M and V growth
in the US. This indicates in my view that markets expected the Fed to meet a NGDP target and in that
sense monetary policy became endogenous pretty much in the same way as in a Selgin-White Free Banking
model.
1. http://makingofaneconomist.blogspot.com/

Benjamin Cole (2011-12-14 19:36:34)
Excellent post. Yeah–and also, you can’t eat credibility.
Alex Salter (2011-12-14 23:40:38)
Yup. A credible group of central bankers can make an announcement and watch the market do the work for them.
David Pearson (2011-12-15 00:04:06)
Lars, Credibility depends in part on having a reliable mechanism for supplying money. As you say, in the presence of
such a mechanism, not much money need be supplied: velocity can do the work. However, I disagree with the mechanism you imply in your previous post. QE does not supply ”money”; it supplies reserves which are either demanded by
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banks or ”Excess”. Excess reserves are a short term asset of the banking system, and not a means of payment. Thus,
under the initial condition where banks do not demand reserves, a central bank has no credible means of supplying
money. Sure, it can threaten to supply lots of money in the future, when banks start to demand additional reserves,
but it has no way of convincing actors that that future will arrive. The above is a bit overstated. I do think a central
bank can create demand for additional reserves when none exists. It can do so by appearing to act irresponsibly with
respect to future inflation. One way to do this is to signal by making very strong commitments such as, ”we don’t care
if long term inflation rises to 5 %, we will not act to contain it.” Unfortunately, such statements are not conducive to
the long term goal of 2 % inflation. There is a trade-off between velocity and price stability, and MM’s seem reluctant
to acknowledge this cost.
the old lady of threadneedle street (2011-12-14 11:55:19)
Very interesting post indeed! I just have a brief comment: the ECB has not targeted M3. From 1999 to 2003, it
announced a reference (but not a target) value for M3 growth compatible with medium/long term price stability. This
is why many economists (me among them) made a critique on the lack of a proper and well-defined rule that made
the ECB predictable (and thus transparent and credible). After 2003 the ECB stopped announcing that reference
value and thus the monetary rule has watered down even more (and hence, its transparency). In essence, the ECB
did not follow the Bundesbank’s traditional monetary targeting strategy, nor the inflation targeting startegy of the
BoEngland. I agree that the Federal Reserve is the most discretional of all the leading central banks. Congratulations
for the blog, that I follow with interest! Juan Castañeda

Lorenzo on Tooze - and a bit on 1931 (2011-12-15 07:04)
The other day I was asking for [1]comments on Adam Tooze’s book [2]”Wages of Destruction”. Now our good
friend ”Lorenzo from Oz” has answered my call. It turns out that he already back in 2009 wrote a [3]review
on the book on his excellent blog Thinking Out Aloud.
Here is Lorenzo’s wrap-up:
”Tooze s book is genuinely revelatory. The purposiveness of Nazi policy, the fears and aspirations that
drove it, the limitations it laboured under are all made clear. Hitler was, from first to last, a wilful gambler
who knew himself to be such. He was also a consummate political game player who attracted and used
people of genuine talent for a purpose that was horrific. That the Nazi economy was a loot economy was not
happenstance but the nature of the beast. Genghis Khan with a telephone indeed.”
So far every single review of this book I have read has been positive - I am still hoping to find some
time to read it - until then I highly recommend that you all have a look at Lorenzo’s review of the book.
PS I continue to think that we can learn a lot about the present crisis by studying history. Yesterday I spend
some time in the company the Danish central bank governor Niels Bernstein and Polish central bank governor
Marek Belka. Dr. Belka brought up the year of 1931. Dr. Belka of course spend time at the University of
Chicago in 1980s so he full well understand monetary policy and monetary history. I hope that Dr. Belka
will educate his European colleagues about monetary history (he yesterday also referenced Friedman’s and
Schwartz’s [4]”Monetary History”). See what I earlier have written on the [5]”Tagic year 1931”.
1. http://marketmonetarist.com/2011/12/12/the-wages-of-destruction/
2.

http://www.amazon.com/Wages-Destruction-Making-Breaking-Economy/dp/0143113208/ref=sr_1_1?ie=UTF8&qid=

1323925464&sr=8-1
3. http://lorenzo-thinkingoutaloud.blogspot.com/2009/03/wages-of-destruction.html
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4.

http://www.amazon.com/Monetary-History-United-States-1867-1960/dp/0691003548/ref=sr_1_1?ie=UTF8&qid=

1323926395&sr=8-1
5. http://marketmonetarist.com/2011/11/15/the-tragic-year-1931/

Jakob (2011-12-15 13:28:54)
Dr. Belka does indeed seem to be an intelligent guy. I was however dissapointed that during his interview on DR2
Deadline yesterday evening, of all the reasons he suggested for Polands recent success he did not mention the fact that
the zloty devalued heavily after 2008. Of course it would probably have been politically problematic of him to do so,
but I still thinks it leaves out an important part of the story.
Lorenzo from Oz (2011-12-15 17:11:17)
Thanks for the plug :)

Gold prices are telling us that monetary policy is too tight - or maybe not
(2011-12-16 08:20)

Over the last week commodity prices has dropped quite a bit - and especially the much watched gold price
has been quite a bit under pressure.
A lot of the alarmists who seem to be suffering from permanent inflation paranoia have pointed to gold
prices as a good (the best?) indicator for further inflation. Now gold prices are dropping sharply (in fact
much in the same manner as prior to the collapse of Lehman Brothers in 2008). So shouldn’t the inflation
alarmists now come out as deflation alarmists? Of course they should - at least if they want to be consistent.
While I certainly agree that market prices - including that of commodity prices - give us a lot of information about the stance of monetary policy (remember money matters and markets matter) I would also
argue never just to look at one market price. So if a numbers of market indicators of monetary policy is
pointing in the same direction then we can safely conclude that monetary policy is becoming tighter or looser,
but one or two more or less random prices will not tell us that.
All prices - including the price of gold - is determined by supply and demand. By (just) observing the
drop in gold prices we can not say whether it is driven by a shift in demand for gold or a shift in the supply
of gold. Furthermore, if it indeed is driven by a drop in demand we can not say that this is a result of a drop
in only the demand for gold or a general drop in overall demand (monetary tightening).
So while there is no doubt that the move in gold prices is telling us something and surely indicating that
monetary conditions might be tightening further I would like to warn against drawing to clear conclusions
from this drop in gold prices.
I hope the inflation alarmists will think in the same way once and if gold prices again start to rise.
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rhmurphy (2011-12-16 08:30:17)
WHOLEHEARTEDLY agree - http://increasingmu.wordpress.com/2011/06/27/gas-prices-are-falling- there-must-be-deflation/ I really really want mises.org to construct a price index that can conceivably show that there is deflation
when other times they insist there is hyperinflation. It’s confirmation bias run rampant.
Lars Christensen (2011-12-16 08:42:53)
Thanks RH... You are absolutely right - it seems like some (Rothbardian) Austrians are seeing inflation everywhere
where it is not. However, even worse some central bankers seem to think in the same way. The ECB apparently
continue to think that there are inflationary risks in the euro zone.
David Pearson (2011-12-16 18:10:32)
Lars, I agree: gold (and other commodities) are signaling deflation. The line corridor deflationary and inflationary
outcomes narrows during a systemic banking crisis. Do nothing and risk deflation (the current risk). Do enough and
jeopardize price stability. Austrians have been wrong because central banks – the ECB, Fed and BOJ all – have been
reluctant to do enough. For the same reason, we are stuck in a sub-par recovery that repeatedly threatens to tip into
de-levering and deflation. BTW, when I say ”do enough”, I mean threaten safe-asset hoarders with a considerable
inflation penalty, just as FDR did. The modest, temporary increase in inflation proposed by MM’s is not such a
penalty.
David Pearson (2011-12-16 18:11:42)
Sorry – I meant to write, ”the corridor between deflationary and inflationary outcomes narrows during a systemic
banking crisis.”
Lars Christensen (2011-12-16 18:20:03)
David, I fully agree. The central banks have not done ”enough” - or rather they have failed to undo the damage done.
To me it is really not about creating inflation in the sense it is about undoing the deflationary trends. So I certainly
agree with you.
David Pearson (2011-12-16 18:58:51)
Lars, The reason ”undoing the deflationary trends,” is insufficient has to do with the asymmetric payoffs from ”safe”
assets that are becoming ”unsafe”. If I hold on to these, I earn at best a small return; if I sell them, I can avoid a
large loss. Faced with this payoff structure, I would rather sell the asset and hoard the truly safe ones. The resulting
de-levering leads to deflation. The only ways to reverse this outcome are to 1) guarantee unsafe assets (a fiscal actions
that exposes the central bank to large losses); or 2) impose a large inflation penalty on safe asset hoarding. A small
inflation penalty will not change the dynamic.
Browsing Catharsis 12.17.11 « Increasing Marginal Utility (2011-12-18 00:30:29)
[...] The hypocrisy of citing gold prices as evidence of inflation. [...]

Guest post: J Accuse Mr. Ben Bernanke-San (2011-12-16 20:19)
Benjamin Cole is well-known commentator on the Market Monetarist blogs. Benjamin’s perspective is not
that of an academic or a nerdy commercial bank economist, but rather the voice of the practically oriented
advocate of Market Monetarist monetary policies.
I greatly admire Benjamin for his always frank advocacy for monetary easing to pull the US economy out of this crisis. I often also disagree with Benjamin, but my blog is open to free and frank discussion
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of monetary policy issues. I have therefore invited Benjamin to share his views on US monetary policy and
to outline his monetary plan for revival of the US economy.
Benjamin’s advocacy brings memories of the 1980s where the US right had a pro-growth agenda
that spurred optimism not only in the US, but around the world. I am grateful to Benjamin for his
contribution to my blog and hope my readers will enjoy it.
Benjamin, the floor is yours...
Lars Christensen
Guest post: J Accuse Mr. Ben Bernanke-San
By Benjamin Cole
Regime Uncertainty? The business class of the United States needs a clear picture of where the
Federal Reserve Board plans to go, and assurance that the Fed is will brook no obstacle or political
interference in its journey.
Moreover, the Fed must define our future not only in terms of policies, but clear targets. Lastly, the
Fed must eschew any regime that places prosperity below other related goals. The Fed s obligations are
catholic, enduring and immediate and cannot be dodged by citing adherence and slavish rectitude towards
price stability, however defined. Beating inflation is easy the Bank of Japan has proved that, and
redundantly.
Providing a regime for prosperity is another matter.
Recent events prove that the Fed, like the Bank of Japan, has failed in its true mission sustained
economic prosperity perhaps aided by mediocre federal regulatory and tax policies.
The Cure Market Monetarism
Ben Bernanke, Fed chieftain, must forthrightly embrace the targeting of growth in nominal gross domestic product, or NGDP, then publicly set targets, and then identify the appropriate, aggressive and
sustained policies or mechanisms to reach the NGDP targets. These are basic market monetarism principles.
Feeble dithering is not Market Monetarism.
Transparency, clarity and resolve in government are tonics upon markets, as they are upon democracies. There is no better way to govern, whether from the White House or the Federal Reserve. Ergo,
Bernanke needs to directly, with resolve and without equivocation, dissembling or qualifiers, adopt of NGDP
target of 7.5 percent annual growth for the next four years. To get there, Bernanke needs to affirm to the
market that the Fed will conduct quantitative easing to the tune of $100 billion a month until quarterly
readings assure that we have reached the 7.5 percent level of NGDP growth a policy very much in keeping
with what the great economist Milton Friedman recommended to Japan, when he advised that nation in
the 1990s. Forgotten today is not only did Friedman advocate tight money for restraining inflation, but he
also advocated aggressive central bank action to spur growth in low-inflation environments.
The recommended concrete sum of $100 billion a month in QE is not an amount rendered after consultation with esoteric, complex and often fragile econometric models. Quite the opposite it is sum
admittedly only roughly right, but more importantly a sum that sends a clear signal to the market. It is a
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sum that can be tracked every month by all market players. It has the supreme attributes of resolve, clarity
and conviction. The sum states the Fed will beat the recession, that is the Fed s goal, and that the Fed is
bringing the big guns to bear until it does, no ifs, ands, or buts.
At such time that the NGDP growth targets are hit, the Fed should transparently usher in a new
rules-based regime for targeting NGDP going forward, drawing upon the full range of tools, from interest
rates to QE to limiting interest on excess reserves at commercial banks.
At the present, the Fed needs to stop rewarding banks to sit on their hands, as it does when it pays
banks 0.25 percent annual interest on excess reserves. This is not a time for do nothing policies, or to
promote caution and inaction on the part of our nation s banks. Bankers always want to lend, especially on
real estate, in good times oddly enough, when risks to capital are highest. In bad times (after property
values have cratered) banks don t want to lend. No need to the Fed to exacerbate this market curiosity.
Consider the current economic environment: Our countrymen are too much unemployed; indeed they
are quitting the labor force, and labor participation rates are falling. Our real estate industry is in a
shambles, and the Dow Jones Industrial Average is languishing at levels breeched 13 years ago. Ever more
we resemble Japan. In the United States, real GDP is 13 percent below trend, with attendant losses in
income for businesses and families. Investors have been kicked in the head it is precisely the wrong time
for do-nothing leaders, timid caretakers or kowtowing to the Chicken Inflation Littles.
That said, certain policies seem to reward unemployment, most notably the extended unemployment
insurance. The record shows people tend to find jobs when insurance runs out. Ergo, unemployment
insurance should not be extended harsh medicine, but necessary for harsh times.
The American Character
The worst course of action today is to allow a peevish fixation really an unhealthy obsession with
inflation to undercut a confident and expansionary monetary policy.
The United States economy flourished from 1982 to 2007 industrial production, for example, doubled, while per capita rose by more than one-third while inflation (as measured by the CPI) almost
invariably ranged between 2 percent and 6 percent. That is not an ideology speaking, that is not a
theoretical construct. It is irrefutably the historical record. If that is the historical record, why the current
hysterical insistence that inflation of more than 2 percent is dangerous or even catastrophic?
Why would Bernanke genuflect to 2 percent inflation even in the depths of the worst recession
since the days of Franklin Delano Roosevelt? It is an inexplicably poor time to pompously pettifog about
minute rates of inflation.
Add on: Americans like boom times; investors take the plunge not when they sense a pending 2
percent increase in asset values, but that home runs will be swatted. Few invest in real estate or stocks
assuming values will rise by 2 percent a year. Americans need the prospect of Fat City. We have the
gambling streak in us. The Fed and tax and regulatory code must reward risk-taking, a trait deep in the
American character, but suffocated lately by the Fed s overly cramped, even perversely obstinate monetary
policy. Is there anything more deeply annoying than prim announcements from the Fed that it could do
more for the economy, but is not?
While the American business class needs assurance of a pro-growth monetary policy, instead the Fed
issues sermonettes that caution, to the point of inaction, is prudent. Every commodities boom and
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commodities prices are determined in global markets and speculative exchanges chills the American
business class, who then fear the monetary noose of the Fed will draw tight. That sort of regime uncertainty
destroys investment incentives.
Some say the Fed cannot stimulate, as the economy cannot expand under he current regulatory regime,
and thus only inflation will result. To be sure, the U.S. federal government needs to radically reconsider its
posture towards business, and abandon any hint of an adversarial stance. It is the private sector, for of all
its flaws, that generates innovations and a higher standard of living. The private sector, every year, does
more with less, while the opposite is true of the federal government, civilian and military. Shrinking the
federal government share of GDP to 18 percent or less should also be a goal.
However, in no way should monetary policy be held captive to the fiscal policy objectives or outcomes. Whatever the share of federal spending of total outlays, or whatever the size of the federal deficit,
or whatever regulatory regime is in place, the Fed must always target NGDP, to give at least that level of
regime certainty to our business class. By and large, today s tax and regulatory regime is better than that
of the 1970s, and on par with that of the 1980s and 1990s. And most concede the United States has a better
regulatory posture than the governments of Europe, or even that of mainland China. The productivity of
US workers is still rising, and unit labor costs are actually falling. The regulatory environment could be
improved, but that is no grounds to add to woes by an unpredictable and restrictive monetary policy.
Conclusion
There are times in history when caution is not rewarded, and for the crafters of monetary policy,
this is one of those times. What appears prudent by old shibboleths is in fact precarious by today s
realities. Feeble inaction, and stilted moralizing about inflation are not substitutes for transparent resolve
to reinvigorate the United States economy.
Market Monetarism is an idea whose time has come. It offers a way to prosperity without crushing
federal deficits, and offers regime stability to the American business class.
The only question is why Bernanke instead chooses the pathway cleared by the Bank of Japan.
Straight Talk from Benjamin Cole « Uneasy Money (2011-12-20 06:09:23)
[...] Mr. Cole shows up all over the blogosphere, but he s like family) has recently written a guest post for another
frequent commentator on this blog Lars Christensen whose blog is a must read. Working [...]
Winds of depression | Historinhas (2011-12-16 23:01:18)
[...] implicitly, what Benjamin Cole, a staunch believer in NGDP targeting, is saying in his guest post at Lars Christensen´s blog. And [...]
Catherine (2011-12-17 04:08:00)
Feeble dithering is not Market Monetarism. Great line! Great post!
Catherine (2011-12-17 04:25:13)
Americans like boom times; investors take the plunge not when they sense a pending 2 percent increase in asset values,
but that home runs will be swatted. Few invest in real estate or stocks assuming values will rise by 2 percent a year.
Americans need the prospect of Fat City. We have the gambling streak in us. The Fed and tax and regulatory code
must reward risk-taking, a trait deep in the American character, but suffocated lately by the Fed s overly cramped, even
perversely obstinate monetary policy. Is there anything more deeply annoying than prim announcements from the Fed
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that it could do more for the economy, but is not? I’ve thought about this a lot, and I believe it’s true – at least for a
very large segment of the U.S. population. As a whole, Americans are not a ’prim’ people. Not by a long shot.

A method to decompose supply and demand inflation (2011-12-17 17:12)
It is a key Market Monetarist position that there is good and bad deflation and therefore also good and bad
inflation. (For a discussion of this see Scott Sumner s and David Beckworth s posts [1]here and [2]here).
Basically one can say that bad inflation/deflation is a result of demand shocks, while good inflation/deflation
is a result of supply shocks. Demand inflation is determined by monetary policy, while supply inflation is
independent of whatever happens to monetary policy.
The problem is that the only thing that normally can be observed is headline inflation, which of
course mostly is a result of both supply shocks and changes in monetary policy. However, inspired by David
Eagle s work on [3]Quasi-Real Indexing (QRI) I will here suggest a method to decompose monetary policy
induced changes in consumer prices from supply shock driven changes in consumer prices. I use US data
since 1960 to illustrate the method.
Eagle s simple equation of exchange
David Eagle in a number of his papers QRI starts out with the equation of exchange:
(1) M*V=P*Y
Eagle rewrites this to what he calls a simple equation of exchange:
(2) N=P*Y where N=M*V
This can be rewritten to
(3) P=N/Y
(3) Shows that consumer prices (P) are determined by the relationship between nominal GDP (N),
which is determined by monetary policy (M*V) and by supply factors (Y, real GDP).
We can rewrite as growth rates:
(4) p=n-y
Where p is US headline inflation, n is nominal GDP growth and y is real GDP growth.
Introducing supply shocks
If we assume that we can separate underlining trend growth in y from supply shocks then we can
rewrite (4):
(5) p=n-(yp+yt)
Where yp is the permanent growth in productivity and yt is transitory (shocks) changes in produc250

tivity.
Defining demand and supply inflation
We can then use (5) to define demand inflation pd:
(6) pd=n- yp
And supply inflation, ps, can then be defined as
(7) ps=p-pd (so p= ps+pd)
Below is shown the decomposition of US inflation since 1960. In the calculation of demand inflation
I have assumed a constant growth rate in yp around 3 % y/y (or 0.7 % q/q). More advanced methods could
of course be used to estimate yp (which is unlikely to be constant over time), but it seems like the long-term
growth rate of GDP has been pretty stable around 3 % of the last couple of decade. Furthermore, slightly
higher or lower trend growth in RGDP does not really change the overall results.

[4]
We can of course go back from growth rates to the level and define a price index for demand prices
as a Quasi-Real Price Index (QRPI). This is the price index that the monetary authorities can control.
The graph illustrates the development in demand inflation and supply inflation. There graph reveals
a lot of insights to US monetary policy for example that the increase in inflation in the 1970s was driven
by demand inflation and hence caused by the Federal Reserve rather than by an increase in oil prices.
Second and most interesting from today s perspective demand inflation already started to ease in 2006 and
in 2008 we saw a historically sharp drop in the Quasi-Real Price Index. Hence, it is very clear from our
measure of the Quasi-Real Price Index that US monetary policy turning strongly deflationary already in
early 2008 and before (!) the collapse of Lehman Brothers.
Lets target a 2 % growth path for QRPI
It is clear that many people (including many economists) have a hard time comprehending NGDP
level targeting. However, I am pretty certain that most people would agree that the central bank should
target something it can actually directly influence. The Quasi-Real Price Index is just another modified
price index (in the same way as for example core inflation) so why should the Federal Reserve not want to
target a path level for QRPI with a growth path of 2 %? (the clever reader will of course realise that will be
exactly the same as a NGDP path level target of 5 % - under an assumption of long term growth of RGDP
of 3 %).
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In the coming days I will have a look at the QRPI and US monetary history since the 1960s through the
lens of the decomposition of inflation between supply inflation and demand inflation.
1. http://www.themoneyillusion.com/?p=12255
2. http://macromarketmusings.blogspot.com/2009/06/deflation-threat-of-2009-vs-deflation.html
3. http://marketmonetarist.com/2011/12/03/quasi-real-indexing-indexing-for-market-monetarists/
4. http://marketmonetarist.files.wordpress.com/2011/12/quasi-real-price-index.png

US Monetary History The QRPI perspective: 1960s « The Market Monetarist (2011-12-18 21:56:13)
[...] my previous post I showed how US inflation can be decomposed between demand inflation and supply inflation
by using [...]
Lorenzo from Oz (2011-12-19 01:21:26)
It really does show up the Fed’s failure in 2008. It also shows a general inflationary bias by the Fed: which, of course,
made its sudden shift to deflation all the more disastrous. You would think the evidence for providing a nominal
anchor by a clear policy target was [1]pretty clear: but apparently not.
1. http://lorenzo-thinkingoutaloud.blogspot.com/2011/11/on-stupidity-of-some-central-banks.html

Blake Johnson (2011-12-19 06:30:38)
Excellent post Lars. Definitely gives me some good food for thought. I’ve been following your posts on David Eagle’s
work, but now that my semester is over, I need to take advantage and start to read Eagle’s work for myself. Keep up
the good work.
Japan shows that QE works « The Market Monetarist (2012-01-09 23:15:00)
[...] In my latest post ( Did Japan have a productivity norm? ) I argued that the deflation over the past decade
has been less harmful than the deflation of the 1990s. The reason is that the deflation of the 2000s (prior to 2008)
primarily was a result of positive supply shocks, while the deflation of in 1990s primarily was a result of much more
damaging demand deflation. I based this conclusion on my decomposition of inflation (or rather deflation) on my
Quasi-Real Price Index. [...]
Boom, bust and bubbles « The Market Monetarist (2011-12-27 12:23:43)
[...] supply inflation is key (See my discussion decomposion demand and supply inflation here). Often countries in
Emerging Markets with underdeveloped financial markets will choose to fix [...]
The Compensated dollar and monetary policy in small open economies « The Market Monetarist (2011-12-26 23:57:38)
[...] First of all I need to finalise my small series on modern US monetary history through the lens of Quasi-Real Indexing and then I am working on a post on bubbles (that might in fact turn into a numbers of posts). So [...]
Guest post: Why I Support NGDP Targeting (by David Eagle) « The Market Monetarist (2012-01-05 16:51:07)
[...] demand inflation and supply inflation based on what I strongly inspired by David has termed a Quasi-Real Price
Index (QRPI) and it is my hope that my invitation to David to write the guest blogs will help give exposure to [...]
Scott is right: Recessions are always and everywhere a monetary phenomenon just look at QRPI « The Market
Monetarist (2011-12-21 01:53:51)
[...] have compared the timing of these recessions with my measure of demand inflation based on my Quasi-Real
Price Index (QRPI). If Scott is right that nominal shocks are the key (the only?) driver of recessions then [...]
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Demand inflation | Digitalworldcafe (2012-01-05 09:07:53)
[...] A method to decompose supply and demand inflation « The Market & [...]
Ravi (2011-12-20 12:43:35)
Interesting that your chart shows historically low levels of both demand AND supply side inflation - which, as Benjamin Cole has already pointed out, results in a lower than normal headline inflation number. The 2 % fetish is
baffling.
US Monetary History The QRPI perspective: The Volcker disinflation « The Market Monetarist (2011-12-29 09:49:29)
[...] of supply inflation and demand inflation based on what I inspired by David Eagle have termed a Quasi-Real Price
Index (QRPI). In this post I will have a look at the early 1980s and what have been termed the Volcker [...]
David Davidson and the productivity norm « The Market Monetarist (2012-01-02 00:50:24)
[...] factors. Hence, this is pretty much in line with what I recently have suggested with my Quasi-Real Price Index
(strongly inspired by David Eagle). Davidson s method is different from what I have [...]
Integral (2011-12-17 19:40:00)
I am highly uncomfortable with calling N ”demand-side” and calling Y ”supply-side”. The level of Y is endogenous
and depends both on AD and AS factors. Granted the trend Y (the Solow level, the long-run level, whatever you want
to call it) is a supply-side phenomenon, but not the Y we actually see in the data. I’m probably missing something
elementary somewhere. Let me sound off for a minute at the risk of sounding foolish. I accept everything up to (5).
Now in (5) you substitute in what is essentially an LRAS equation for output. That closes the model just fine, but
one could also close the model with a SRAS curve and make Y truly endogenous. I’ll mull over it. Does your figure
pass the smell test? I can ”see” the 1973, 1978 and 1991 oil shocks; that’s good. One can rationalize 2008-2009 with
high ”supply-side” inflation due to oil prices and low ”demand-side” inflation due to falling AD. I have half a mind to
run an HP filter through the GDP data instead of using a single 3 % trend for the entire time-series but I don’t think
it’ll change things too much.
NGDP targeting would have prevented the Asian crisis « The Market Monetarist (2012-01-03 00:05:42)
[...] that my decomposition of inflation between supply inflation and demand inflation based on an Quasi-Real Price
Index is useful in spotting bubbles and as a guide for monetary [...]
Benjamin Cole (2011-12-18 02:40:08)
I like the post, but I think the real thing is that central bankers have a consistent, pro-growth policy that they publicly
follow.
Lars Christensen (2011-12-18 09:09:54)
Integral, I agree the there a weaknesses in calculate y as a fixed growth rate of 3 %. However, I have tried other
measures and it does not change the outcome significantly. And as you correctly note the method I have used does
indeed pass the smell - the oil shock in 1973-74, 1978 and 1991 (and 2008!) are clearly visible in the data. In terms
of using a HP-filter it is clear that that would make sense and I might indeed to that in later versions of my QRPI. I
have also tried 10y moving averages. Again the results are much the same.

US Monetary History

The QRPI perspective: 1960s (2011-12-18 21:41)

In my previous [1]post I showed how US inflation can be decomposed between demand inflation and supply
inflation by using what I term an Quasi-Real Price Index (QRPI). In the coming posts I will have a look at
use US monetary history through the lens of QRPI. We start with the 1960s.
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In monetary terms the 1960s in some sense was a relatively boring decade in the sense that inflation
remained low and relatively stable and growth real and nominal - was high and relatively stable. However,
the monetary policies in the US during this period laid the foundation for the high inflation of the 1970s.
In the first half of the 1960s inflation remained quite subdued at not much more than 1 %, however, towards
the end of the decade inflation started to take off.
What is remarkable about the 1960s is the quite strong growth in productivity that kept inflation in check.
The high growth in productivity allowed for easier monetary policy than would otherwise have been the
case an demand inflation accelerated all through the 1960s and towards the end of the decade demand inflation was running at 5-6 % and as productivity growth eased off in 1966-67 headline inflation started to inch
up.

[2]
In fact demand inflation was nearly as high in the later part of the 1960s in the US as was the case in
the otherwise inflationary 1970s. In that sense it can said that the Great Inflation really started in 1960
rather than in the 1970s.
My favourite source on US monetary history after the second War World is Allan Meltzer s excellent book(s)
[3] A History of the Federal Reserve . However, Robert Hetzel s somewhat shorter book [4] The Monetary Policy of the Federal Reserve: A History also is very good.
Both Meltzer and Hetzel note a number of key elements that were decisive for the conduct of monetary
policy in the US in the 1960s. A striking feature during the 1960s was to what extent the Federal Reserve
was very direct political pressure by especially the Kennedy and Johnson administrations on the Fed to ease
monetary policy. Another feature was the most Federal Reserve officials did not share Milton Friedman s
dictum that inflation is a monetary phenomenon rather the Fed thinking was strongly Keynesian and so was
the thinking of the President s Council of Economic Advisors. As a consequence the Federal Reserve seemed
to have ignored the rising inflationary pressures due to demand inflation and as such is fully to blame for
the high headline inflation in the 1970. I will address that in my next post on US monetary history from an
QRPI perspective.
1. http://marketmonetarist.com/2011/12/17/a-method-to-decompose-supply-and-demand-inflation/
2. http://marketmonetarist.files.wordpress.com/2011/12/qrpi1960s.png
3. http://www.amazon.com/History-Federal-Reserve-Book-1951-1969/dp/0226520013/ref=sr_1_3?s=books&ie=UTF8&qid=
1324236544&sr=1-3
4.

http://www.amazon.com/Monetary-Policy-Federal-Reserve-Macroeconomic/dp/0521881323/ref=sr_1_1?ie=UTF8&qid=

1324236484&sr=8-1
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US Monetary History The QRPI perspective: 1970s « The Market Monetarist (2011-12-19 20:20:01)
[...] graph below shows the decomposition of US inflation in 1970s. As I describe in my previous post demand inflation
had already started to inch up in the second half of 1960s and was at the start of [...]

US Monetary History

The QRPI perspective: 1970s (2011-12-19 20:19)

I am continuing my mini-series on US monetary history through the lens of my decomposition of supply
inflation and demand inflation based on what I inspired by David Eagle have termed a [1]Quasi-Real Price
Index (QRPI). In this post I take a closer look at the 1970s.
The economic history of the 1970s is mostly associated with two major oil price shocks
OPEC s
oil embargo of 1973 and the 1979-oil crisis in the wake of the Iranian revolution. The sharp rise in oil
prices in the 1970s is often mentioned as the main culprit for the sharp increase in US inflation in that
period. However, below I will demonstrate that rising oil prices actually played a relatively minor role in
the increase in US inflation in that period.
The graph below shows the decomposition of US inflation in 1970s. As I describe in my previous
[2]post demand inflation had already started to inch up in the second half of 1960s and was at the start of
the 1970s already running at around 5 %.

[3]
After a drop in demand inflation around the relatively mild 1969-70 recession demand inflation once
again started to pick up from 1971 and reached nearly 10 % at the beginning of 1973. This was well before
oil prices had picked up. In fact if anything supply inflation helped curb headline inflation in 1970-71.
The reason for the drop in supply inflation might be partly explained by the Nixon administration s
use of price and wage controls to curb inflationary pressures. These draconian measures can hardly be said
to have been successful and to the extent it helped curb inflation in the short-term it provided Federal
Reserve chairman Arthur Burns with an excuse to allow the monetary driven demand inflation to continue
to accelerate. It is well known that Burns wrongly was convinced that inflation primarily was a cost-push
phenomenon and that he in the early 1970 clearly was reluctant to tighten monetary policy because he had
the somewhat odd idea that if he tightened monetary policy it would signal that inflation was out control
and that would undermine the wage controls. Robert Hetzel has a very useful discussion of this in his
[4] The Monetary Policy of the Federal Reserve .
As a result of Burn s mistaken reluctance to tighten monetary policy demand inflation kept inching
up and when then the oil crisis hit in 1974 headline inflation was pushed above 10 %. However, at that
point almost half of the inflation still could be attributed to demand inflation and hence to overly loose
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monetary policies.
Headline inflation initially peaked in 1974 and as oil prices stopped rising headline inflation gradually started to decline. However, from 1976 demand inflation again started inching and that pushed up
headline inflation once again.
In 1979 Paul Volcker became Federal Reserve chairman and initiated the famous Volcker disinflation.
Scott Sumner has [5]argued that Volcker didn t really tighten monetary policy before 1981. I agree with
Scott that that is the conclusion that if you look at market data such as bond yields and the US stock
market. Both peaked in 1981 rather than 1979 indicating that Volcker didn t really initiate monetary
tightening before Ronald Reagan became president in 1981. However, my measure for demand inflation tells
a slightly different story.
Hence, demand inflation actually peaked already in the first quarter of 1979 and dropped more than
5 %-point over the next 12 month. However, as demand inflation started to decline the second oil crisis of
the decade hit and that towards 1980 pushed headline US inflation up towards 13 %.
So there is no doubt that rising oil prices indeed did contribute to inflation in the US in the 1970s,
however, my decomposition of the inflation data clearly shows that the primary reason for the high and
increase through the decade was the Federal Reserve s overly loose monetary policy.
Finally it should be noted that the 1970s-data show some strength and weaknesses in my decomposition method. It is clearly a strength that the measure shows the impact of the oil price shocks, but it is
also notable that these shocks takes 3-4 years to play out. So while oil prices spiked fast in for example
1974 and then settle at a higher level the supply shock to inflation seems to be more long lasting. This
indicates some stickiness in prices that my decomposition method does not fully into account. As one of my
commentators Integral has noted in an earlier comment it is a weakness with this decomposition method
that it does not take into account the upward-sloping short-run AS curve, but rather it is assumed that all
supply shocks shifts the vertical long-run AS curve left and right. I hope I will be able to address this issue
in future posts.
In my next post I will have a closer look at how Paul Volcker beat the Great Inflation .
1. http://marketmonetarist.com/2011/12/17/a-method-to-decompose-supply-and-demand-inflation/
2. http://marketmonetarist.com/2011/12/18/us-monetary-history-the-qrpi-perspective-1960s/
3. http://marketmonetarist.files.wordpress.com/2011/12/qrpi1970s.jpg
4.

http://www.amazon.com/Monetary-Policy-Federal-Reserve-Macroeconomic/dp/0521881323/ref=sr_1_1?ie=UTF8&qid=

1324318224&sr=8-1
5. http://www.themoneyillusion.com/?p=11083

Kavin Matthews (2011-12-22 08:26:48)
Hi, I just visited your site (marketmonetarist.com) from google. The articles of your site is really worth reading.
The quality of your content is excellent. I would like to contribute some idea to your viewers as a guest blogger.My
article would be unique and will be published only in your site. Please let me know your thoughts. Will wait for your
response Reach me at : kavin(dot)matthews @ gmail[dot]com – Thanks & Regards, Kavin Matthews
US Monetary History The QRPI perspective: The Volcker disinflation « The Market Monetarist (2011-12-29 09:49:31)
[...] the graph shows and as I spelled out in my earlier post on the 1970s inflationary outburst the main cause of
the rise in US inflation in 1970s was [...]
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Scott is right: Recessions are always and everywhere a monetary phenomenon - just
look at QRPI (2011-12-21 01:53)
Scott Sumner has a couple of fascinating posts on recessions on his blog (see [1]here and [2]here).
Scott argues strongly that recessions are a result of nominal shocks rather than real shocks. Scott uses
an innovative measure to identify US recessions since 1948. Scott claims that the US economy can be said
to be in recession if the unemployment rate increases by 0.6 % or more over a 12 months period. That gives
11 recessions since 1948 in the US.
I have compared the timing of these recessions with my measure of demand inflation based on my [3]QuasiReal Price Index (QRPI). If Scott is right that nominal shocks are the key (the only?) driver of recessions
then there should be a high correlation between demand inflation and recessions.
The correlation between the two measures is remarkably strong. Hence, if we define a negative nominal
shock as a drop in demand inflation below 0 % then we have had 7 negative nominal shocks since 1948 in
the US. They all coincide with the Sumner-recessions both in timing and length.
The only four of Scott’s recessions not captured by the QRPI development are the recessions in 1970s
and the 1980s where demand inflation (and headline inflation) was very high. Furthermore, it should be
noted that in two out of four unexplained recessions demand inflation nonetheless dropped significantly
also indicating a negative nominal shocks. This basically means that 9 out of 11 recessions can be explained
as being a result of nominal shocks rather than real shocks.
Hence, the evidence is very strong that if demand inflation drops below zero then the US economy will
very likely enter into recession.
So yes, Scott is certainly right recessions are always and everywhere a monetary phenomenon! (at least in
80 % of the time). So if the Fed want to avoid recessions then it should pursuit a target for 2 % growth path
for QRPI or a 5 % growth path for NGDP!
1. http://www.themoneyillusion.com/?p=12351
2. http://www.themoneyillusion.com/?p=12362
3. http://marketmonetarist.com/2011/12/17/a-method-to-decompose-supply-and-demand-inflation/

Monetary policy can’t fix all problems (2011-12-22 23:09)
You say that when you have a hammer everything looks like a nail. Reading the Market Monetarist blogs
including my own one could easing come to the conclusion that we are the ”hammer boys” that scream at
any problem out there ”NGDP targeting will fix it!” However, nothing can be further from the truth.
Unlike keynesians Market Monetarists do think that monetary policy should be used to ”solve” some
problems with ”market failure”. Rather we believe that monetary policy should avoid creating problems on
it own. That is why we want central banks to follow a clearly defined policy rule and as we think recessions
as well as bad inflation/deflation (primarily) are results of misguided monetary policies rather than of
market failures we don’t think of monetary policy as a hammer.
Rather we believe in [1]Selgin’s Monetary Credo:
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The goal of monetary policy ought to be that of avoiding unnatural fluctuations in output&while
refraining from interfering with fluctuations that are natural. That means having a single mandate only,
where that mandate calls for the central bank to keep spending stable, and then tolerate as optimal, if it
does not actually welcome, those changes in P and y that occur despite that stability
So monetary policy determines nominal variables - nominal spending/NGDP, nominal wages, the
price level, exchange rates and inflation. We also clearly acknowledges that monetary policy can have real
impact - in the short-run the Phillips curve is not vertical so monetary policy can push real GDP above the
structural level of GDP and reduce unemployment temporarily. But the long-run Phillips curve certainly
is vertical. However, unlike Keynesians we do not see a need to ”play” this short-term trade off. It is
correct that NGDP targeting probably also would be very helpful in a New Keynesian world, however, we
are not starting our analysis at some ”social welfare function” that needs to be maximized - there is not a
Phillips curve trade off on which policy makers should choose some ”optimal” combination of inflation and
unemployment - as for example John Taylor basically claims. In that sense Market Monetarists certainly
have much more faith in the power of the free market than John Talyor (and that might come to a surprise
to conservative and libertarian critics of Market Monetarism...).
What we, however, do indeed argue is that if you commit mistakes you fix it yourself and that also
goes for central banks. So if a central bank directly or indirectly (through it’s historical actions) has
promised to deliver a certain nominal target then it better deliver and if it fails to do so it better correct the
mistake as soon as possible. So when the Federal Reserve through its actions during the Great Moderation
basically committed itself and ”promised” to US households, corporations and institutions etc. that it would
deliver 5 % NGDP growth year in and year out and then suddenly failed to so in 2008/9 then it committed
a policy mistake. It was not a market failure, but rather a failure of monetary policy. That failure the
Fed obviously need to undo. So when Market Monetarists have called for the Fed to lift NGDP back to
the pre-crisis trend then it is not some kind of vulgar-keynesian we-will-save-you-all policy, but rather it is
about the undoing the mistakes of the past. [2]Monetary policy is not about ”stimulus”, but about ensuring
a stable nominal framework in which economic agents can make their decisions.
Therefore we want monetary policy to be ”neutral” and therefore also in a sense we want monetary
policy to become invisible. Monetary policy should be conducted in such a way that investors and
households make their investment and consumption decisions as if they lived in a Arrow-Debreu world or at
least in a world free of monetary distortions. That also means that the purpose of monetary policy is NOT
save investors and other that have made the wrong decisions. Monetary policy is and should not be some
bail out mechanism.
Furthermore, central banks should not act as lenders-of-last-resort for governments. Governments
should fund its deficits in the free markets and if that is not possible then the governments will have to
tighten fiscal policy. That should be very clear. However, monetary policy should not be used as a political
hammer by central banks to force governments to implement ”reforms”. Monetary policy should be neutral also in regard to the political decision process. Central banks should not solve budget problems, but central
banks should not create fiscal pressures by allowing NGDP to drop significantly below the target level. It
seems like certain central banks have a hard time separating this two issues.
Monetary policy should not be used to puncture bubbles either. However, some us - for example
[3]David Beckworth and myself - do believe that overly easy monetary policy under some circumstances
can create bubbles, but here it is again about avoiding creating problems rather about solving problems.
Hence, if the central bank just targets a growth path for the NGDP level then the risk of bubbles are
greatly reduced and should they anyway emerge then it should not be task of monetary policy to solve that
problem.
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Monetary policy can not increase productivity in the economy. Of course productivity growth is
likely to be higher in an economy with monetary stability and a high degree of predictability than in an
economy with an erratic conduct of monetary policy. But other than securing a ”neutral” monetary policy
the central bank can not and should not do anything else to enhance the general level of wealth and welfare.
So monetary policy and NGDP level targeting are not some hammers to use to solve all kind of actual and perceived problems, but who really needs a hammer when you got [4]Chuck Norris?
——
Marcus Nunes has a related [5]comment, but from a different perspective.
1. http://marketmonetarist.com/2011/12/01/selgins-monetary-credo-please-dr-taylor-read-it/
2. http://marketmonetarist.com/2011/11/12/ngdp-targeting-is-not-a-keynesian-business-cycle-policy/
3. http://athenaeum.libs.uga.edu/bitstream/handle/10724/6762/beckworth_david_m_200308_phd.pdf?sequence=1
4. http://marketmonetarist.com/2011/11/03/the-chuck-norris-effect-swiss-lessons-and-a-not-so-crazy-idea/
5. http://thefaintofheart.wordpress.com/2011/12/22/monetary-policy-is-powerful-for-good-or-ill/

Boom, bust and bubbles « The Market Monetarist (2011-12-27 12:23:51)
[...] yes we might as well get out our hammer and say that the best way to avoid bubbles is to target the NGDP level.
So why is that? Well, as I [...]
Benjamin Cole (2011-12-23 20:07:41)
excellent blog. Too often Market Monetarism critics conflate MM with fiscal stimulus, or tax policy or regulations,
and then mistake us for government activists. It is sad to see the right-wing embrace gold fevers, or tight money for
the sake of tight money. Even where we should have allies we do not.
David Pearson (2011-12-24 20:09:07)
Lars, This was a great post. One of the best MM ones I have read, especially for a ”conservative or libertarian”
critic. The only thing I would take issue with is the concept that NGDP targeting does not create bubbles. MM’s
believe nominal shocks have perversely negative effects. Shadow banks involved in liquidity and maturity transformation agree. Eliminate the possibility of nominal shocks, and the optimal leverage implied by shadow bank VAR
models spikes. The leverage is optimal at the level of the firm or individual, but not at the aggregate. The result is
heightened systemic risk. The higher the risk, the lower the threshold for a small nominal shock to cause a crisis. In
2006, that small shock was a plateauing of national house prices. You might consider systemic risk to be a fiscal or
macroprudential regulation problem. Still, the problem is that velocity crashes when financial crises occur. There is
no way to maintain velocity at that time but to bail out financial institutions.
Lars Christensen (2011-12-26 08:54:10)
David, thank you for the kind words. In a future post I will address the issue of what creates bubbles and how common
(or rather how rare) they are. I do agree that a high degree of nominal stability - as under NGDP targeting - will lead
to higher leveraging than would be the case in a world of nominal stability, but it that really a problem? It is only a
problem is the nominal stability is not maintained. I think a key question in the present crisis is whether monetary
policy was overly loose or not prior to the Great Recession. I think the jury is still out on that, but my view is that
monetary policy likely was more or less well-balanced in the US, but probably overly everywhere else. As a result
the global financial system became overly leveraged. The reason was to say it in a simple fashion that the monetary
policy that was the right one for the US was too loose for the rest of the world. I will try to address this issue in my
future posts.
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How I would like to teach Econ 101 (2011-12-23 01:16)
Recently our friend Nick Rowe [1]commented on what he considers to be wrong arguments by [2]Joseph
Stiglitz and [3]Bryan Caplan. Nick obviously is a busy bee because he had time to write his comment in
between exams (you might have noticed that the blogging among the Market Monetarist econ professors
has gone down a bit recently they have all been busy with exams I guess&). Nick s comment and the fact
that he was busy with exams inspired me to write this comment.
The purpose of my comment is not to comment on Nick s view of Stiglitz and Caplan - Nick is of
course right as usual so there no reason to try to disagree. However, something Nick said nonetheless is
worthwhile commenting on. In his comment Nick states: Macro is not the same as micro.
That made me think
and this not to disagree with Nick but rather he inspired me to think about
this that maybe it is exactly the problem that the normal view is that macro and micro is not the same
thing.
The fact is that when I started studying economics more than 20 years ago at the University of
Copenhagen we where taught Micro 101 and Macro 101. There was basically no link between the two. In
Micro with learned all the basic stuff marginalism, general equilibrium, Walras Law and the Welfare
theorems etc. In Macro 101 there was (initially) no mentioning of what we learned in Micro, but we instead
started out with some Keynesian accounting: Y=C+I+G+X-M. Then we moved on to the IS-LM model.
The AD-AS model did not get much attention at that time as far as I remember. Then we were told
about some crazy people who thought that money matters, but that did not really fit into the models
because we didn t really differentiate between real and nominal. Why should we? Prices where fixed in our
models. As a consequence most students of my time chose either to specialise in the highly technical and
mathematically demanding microeconomic theory (that seemed very far away from the real world) or you
focused on real world problems and specialised in macroeconomics which at that time was quite old school
Keynesian. Things have since changed with the New Keynesian revolution and macroeconomics have now
adopted a lot of the mathematical lingo and rational expectations have been introduced, but it is my feeling
that most economics students both in Europe and the US to a very large degree still study Micro and Macro
as very separated disciplines and that I think is a huge problem for how the average economist come to see
the world.
While macroeconomics as discipline undoubtedly today has much more of a micro foundation than
use to be the case the starting point often still is Y=C+I+G+X+M. So yes, we might have a micro
foundation for how C (and I for that matter) is determined but we still end up adding up C (and I) with
the other variables on the right hand side of the equation leaving the impression that the causality runs
from the right hand side of the equation to the left hand side of the equation. The next thing we do is to
come up with some theory for inflation and then we add that on top of Y to get nominal GDP, but again
this is rarely discussed. The world is just real to most econ students (and their professors). That then leave
the impression that real GDP determines inflation (most often via a Phillips curve of some kind).
So what would I do differently? Well nothing much in terms of microeconomics. I guess that is
more or less fine (To my Austrian friends: Maybe if somebody could elaborate on the entrepreneur and give
a Nobel prize to Israel Kirzner for that then that could be part of Micro 101 as well). For the purpose of
moving from micro the macro I think the most important thing is to understand general equilibrium and
that in Arrow-Debreu world there are no recessions. Prices clear all markets. There are never over or under
supply of goods and services.
And then we move on to macroeconomics the professors says. And instead of telling about Y=C+I+G+X260

M he instead says&
You remember that we had n goods and n prices and that one agent s income was another person s
consumption/expenditure. Well, that is still the case in macroeconomics, but in the macroeconomy we also
have something we call money!
Lets assume we maintain the assumption that prices are flexible (wages are also prices). Then the
professors tells about aggregation so instead we can aggregate prices into one price index P and all goods
into one index Y.
And then professor smiles and says its time to hear about the equation of exchange :
(1) MV=PY
Wauw! screams the students. You have just introduced money to the Arrow-Debreu World! Amazing! .
Did we just go from micro to macro? Yes we did!
The professor explains to the students that (1) can be rearranged into
(1) P=MV/Y
The professor tells the students that we call (1) the AD curve and that we can write a AS curve
Y=f(K,L) ( you remember production functions from Micro 101 the professors notes).
The students are obviously very impressed, but they also think it is completely logical.
The professor has now introduced the AD-AS model (and the dynamic AD-AS model). Since AD is
just (1) the professor has not started to talk about fiscal policy (what multiplier??). In his head the AD
curve can be shifted by shocks to M or V, but that has nothing to do with fiscal policy. In his AD-AS
model fiscal policy does really not exist, as it is basically a micro phenomenon fiscal policy might have
an impact on relative prices, but it has no impact on the PY aggregate and fiscal policy might impact the
supply side of the economy, but not the AD-curve? No, of course not.
The students are of course eager to hear what their new tool money can be used for and a clever
student asks Professor, what is the optimal monetary policy? .
The professors answers Do you remember the welfare theorems? .
Student: Yes, of course professor .
Professor: Good, then it is simple
we need a monetary policy that ensures a Pareto optimal allocation of consumption between different goods (including capital goods) and periods .
Student: But professor in the Arrow-Debreu world the market (relative prices) took care of that .
Professor: Exactly! So we should emulate that in the macro world

how do we do that?

Student: That s easy! We just fix MV!
Professor:

Correct

you are absolutely right.

In the world of monetary policy we call that Nomi261

nal Income Targeting or NGDP level targeting. It is one of the oldest ideas in monetary theory .
Student: Wauw that is cool. So when we fix that we don t really have to think about aggregation
and the macroeconomy anymore - correct?
Professor: Correct

and we could easily move back to Micro now

That is of course not the whole story
the professor will of course introduce rigid prices and rational expectations. And of course when the NGDP targeting is sorted out then the students realise that
generating wealth and prosperity is about increasing productivity and of course they will learn about the
supply side, but again they learned about production functions and savings and investments in Micro 101.
But there is no need to introduce Y=C+I+G+X-M. Obviously it still holds formally, but it is not really
interesting in the sense of understanding macroeconomics.
So Nick is not totally correct
macro and micro is basically the same thing if we have NGDP targeting. Where things go wrong is when we mess up things with another monetary policy rule (for example
inflation targeting), but that kind of imperfects we will introduce in the next semester!
—PS The very clever student might ask who produces money?
up to the market and the student will reply that makes sense
goods very well so why not money? .

Professor Selgin would answer that is
the market produces and allocates other

1. http://worthwhile.typepad.com/worthwhile_canadian_initi/2011/12/bryan-caplan-and-joseph-stiglitz.html
2. http://www.vanityfair.com/politics/2012/01/stiglitz-depression-201201
3. http://econlog.econlib.org/archives/2011/12/wages_must_fall.html

Martin (2011-12-26 15:12:18)
Lars, I can also send you Groenewegen, I have it digital somewhere. The chapter might be worth a read. I am not so
sure whether it makes sense to re-read Marshall.
The biggest cost of nominal stability is ignorance « The Market Monetarist (2012-01-08 09:26:26)
[...] I argued in another post ( How I would like to teach Econ 101 ) the difference between microeconomy and
macroeconomy is basically the introduction of money and [...]
Luis H Arroyo (2011-12-29 20:15:30)
”Then we were told about some crazy people who thought that money matters, but that did not really fit into the
models because we didn t really differentiate between real and nominal. ” My own experience in the Bank of Spain
Nick Rowe (2011-12-23 09:56:20)
Lars: Yep. What I should have said was: General equilibrium is not partial equilibrium. And money prices are not
the same as real (relative) prices. And you can’t talk about AD without talking about money.
Luis H Arroyo (2011-12-29 20:27:29)
I agree
Lars Christensen (2011-12-23 17:23:05)
Nick - that is exactly correct. Anyway, I actually think it is far more important to get rid of Y=C+I+G+X-M. Martin,
I am not sure about that, but of course Milton Friedman always says the reason that keynesians misunderstood was
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because a Marshallian.
Martin (2011-12-23 18:45:05)
I decided to look it up. ” Unlike Walras, Marshall did not dichotomise his system into an abstract moneyless system
and monetary system. Money does exist from the beginning, though its purchasing power is assumed to be constant
when relative prices are considered ” p. 217 in P. Groenewegen Classics and Moderns in Economics Vol 2 (2002,
Routledge). It’s in a chapter titled: ”Unemployment and price stability Aspects of the Marshallian legacy on the
monetary economy”
Martin (2011-12-23 15:38:24)
”Professor: Good, then it is simple we need a monetary policy that ensures a Pareto optimal allocation of consumption between different goods (including capital goods) and periods . Student: But professor in the Arrow-Debreu
world the market (relative prices) took care of that . Professor: Exactly! So we should emulate that in the macro
world how do we do that? Student: That s easy! We just fix MV! ” And then we’re back where Alfred Marshall
started basically. If I recall correctly, he assumed that the monetary unit was fixed before proceeding (ie. money
doesn’t matter: monetary equilibrium) with what today would be called microeconomics in his principles v1.
David Pearson (2011-12-24 20:30:29)
It occurs to me that there is an irony in that the focus on M*V seems to downplay the dynamics of ”V”. Financial
crises can occur due to leverage primarily. Stability-seeking regimes tend to promote that leverage. Gary Gorton’s
study of the 2007/2008 crisis is essentially an analysis of the behavior of velocity, not in response to a ”nominal shock”,
but in response to the structure of financing of financial intermediaries (shadow banks). In other words, there is a
particular class of ”V” effects that micro has something to useful to say about. I think if MM’s incorporated the work
of people like Gorton, Shin, Brunnemeier, Diamond, Rajan, Adrian, etc. in understanding leverage/liquidity crises,
their discussion of M*V would be far improved.
Lars Christensen (2011-12-26 08:58:51)
Martin, maybe I should indeed get Marshall out of my bookshelf and for once read his contribution. David, you are
right that Market Monetarists have not spend much time on the ”micro” process of money and especially on what
determine velocity. Is that a weakness? Maybe and I certainly think for example Gorton has done very interesting
work on shadow banking. That said, I am actually more inclined to say that there is a need to separate financial and
banking from money - both theoretically and in terms of policy making. Obviously the two are connected, but this to
a large extent is because central banks ”say” they have to be connected.

The Compensated dollar and monetary policy in small open economies (2011-12-26 14:30)
It is Christmas time and I am spending time with the family so it is really not the time for blogging, but
just a little note about something I have on my mind - Irving Fisher’s Compensated dollar plan and how it
might be useful in today’s world - especially for small open economies.
I am really writing on a couple of other blog posts at the moment that I will return to in the coming days and weeks, but Irving Fisher is hard to let go of. First of all I need to finalise my small series on
modern US monetary history through the lens of [1]Quasi-Real Indexing and then I am working on a post
on bubbles (that might in fact turn into a numbers of posts). So stay tuned for these posts.
Back to the Compensated dollar plan. I have always been rather skeptical about fixed exchange rate
regimes even though I acknowledge that they have worked well in some countries and at certain times. My
dislike of fixed exchange rates originally led me to think that then one should advocate floating exchange
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rates and I certainly still think that a free floating exchange rate regime is much preferable to a fixed
exchange rate regime for a country like the US. However, the present crisis have made me think twice about
floating exchange rates - not because I think floating exchange rates have done any harm in this crisis.
Countries like Sweden, Australia, Canada, Poland and Turkey have all benefitted a great deal from having
floating exchange rates in this crisis. However, exchange rates are really the true price of money (or rather
the relative price of monies). Unlike the interest rate which is certainly NOT - contrary to popular believe the price of money. Therefore, if we want to change the price of money then the most direct way to do that
is through the exchange rate.
As a consequence I also come to think that variations of Fisher’s proposal could be an idea for
small open economies - especially as these countries typically have less developed financial markets and due
to financial innovation - in especially Emerging Markets - have a hard time controlling the domestic money
supply. Furthermore, a key advantage of using the exchange rate to conduct monetary policy is that there
is no ”lower zero bound” on the exchange rate as is the case with interest rates and the central bank can
effectively ”circumvent” the financial sector in the conduct of monetary policy - something which is likely to
be an advantage when there is a financial crisis.
The Compensated dollar plan
But lets first start out by revisiting Fisher’s compensated dollar plan. Irving Fisher first suggested
the compensated dollar plan in 1911 in his book [2]The Purchasing Power of Money. The idea is that the
dollar (Fisher had a US perspective) should be fixed to the price of gold, but the price should be adjustable
to ensure a stable level of purchasing power for the dollar (zero inflation). Fisher starts out by defining a
price index (equal to what we today we call a consumer price index) at 100. Then Fisher defines the target
for the central bank as 100 for this index - so if the index increases above 100 then monetary policy should
be tightened - and vis-a-vis if the index drops. This is achieved by a proportional adjustment of the US
rate vis-a-vis the the gold prices. So it the consumer price index increase from 100 to 101 the central bank
intervenes to strengthen the dollar by 1 % against gold. Ideally - and in my view also most likely - this
system will ensure stable consumer prices and likely provide significant nominal stability.
Irving Fisher campaigned unsuccessfully for his proposals for years and despite the fact that is was
widely discussed it was not really given a chance anywhere. However, Sweden in the 1930s implemented a
quasi-compensated dollar plan and as a result was able to stabilize Swedish consumer prices in the 1930s.
This undoubtedly was the key reason why Sweden came so well through the Great Depression. I am very
certain that had the US had a variation of the compensated dollar plan in place in 2008-9 then the crisis in
the global economy wold have been much smaller.
Three reservations about the Compensated dollar plan
There is no doubt that the Compensated dollar plan fits well into Market Monetarist thinking. It
uses market prices (the exchange rate and gold prices) in the conduct of monetary policy rather than a
monetary aggregate, it is strictly ruled based and it ensures a strong nominal anchor.
From a Market Monetarists perspective I, however, have three reservations about the idea.
First, the plan is basically a price level targeting plan (with zero inflation) rather than a plan to
target nominal spending/income (NGDP targeting). This is clearly preferable to inflation targeting, but
nonetheless fails to differentiate between supply and demand inflation and as such still risk leading to
misallocation and potential bubbles. This is especially relevant for Emerging Markets, which undergoes
significant structural changes and therefore continuously is ”hit” by a number of minor and larger supply
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shocks.
Second, the plan is based on a backward-looking target rather than on a forward-looking target where is the price level today rather than where is the price level tomorrow? In stable times this is not
a major problem, but in a time of shocks to the economy and the financial system this might become a
problem. How big this problem is in reality is hard to say.
Finally third, the fact that the plan uses only one commodity price as an ”anchor” might become a
problem. As Robert Hall among other have argued it would be preferable to use a basket of commodities
as an anchor instead and he has suggest the so-called [3]ANCAP standard where the anchor is a basket of
Ammonium Nitrate, Copper, Aluminum and Plywood.
Exchange rate based NGDP targeting for small-open economies
If we take this reservations into account we get to a proposal for an exchange rate based NGDP target regime which I believe would be particularly suiting for small open economies and Emerging Markets.
I have in an earlier post spelled out the [4]proposal - so I am repeating myself here, but I think the idea is
worth it.
My suggestion is that it the the small open economy (SOE) announces that it will peg a growth
path for NGDP (or maybe for nominal wages as data might be faster available than NGDP data) of for
example 5 % a year and it sets the index at 100 at the day of the introduction of the new monetary regime.
Instead of targeting the gold price it could choose to either to ”peg” the currency against a basket of other
currencies - for example the 3-4 main trading partners of the country - or against a basket of commodities
(I would prefer the CRB index which is pretty closely correlated with global NGDP growth).
Thereafter the central bank should every month announce a monthly rate of depreciation/appreciation of
the currency against the anchor for the coming 24-36 month in the same way as most central banks today
announces interest rate decisions. The target of course would be to ”hit” the NGDP target path within a
certain period. The rule could be fully automatic or there could be allowed for some discretion within the
overall framework. Instead of using historical NGDP the central bank naturally should use some forecast
for NGDP (for example market consensus or the central bank’s own forecast).
It could be done, but will anybody dare?
Central bankers are conservative people and they don’t go around and change their monetary policy
set-up on a daily basis. Nonetheless it might be time for central banks around the world to reconsider their
current set-up as monetary policy far from having been successfully in recent years. I believe Irving Fisher’s
Compensated dollar plan is an excellent place to start and I have provided a (simple) proposal for how
small-open economies might implement it.
1. http://marketmonetarist.com/2011/12/17/a-method-to-decompose-supply-and-demand-inflation/
2.

http://www.amazon.com/Purchasing-Power-Money-Determination-Relation/dp/1146535538/ref=sr_1_1?ie=UTF8&qid=

1324935810&sr=8-1
3. http://www.stanford.edu/~rehall/Explorations%20in%20Gold%20Standard%201982.pdf
4. http://marketmonetarist.com/2011/11/30/exchange-rate-based-ngdp-targeting-for-small-open-economies/

Lorenzo from Oz (2011-12-27 03:32:48)
If you are going to write about bubbles, and mention housing bubbles, the micro-economics of constrained supply
[1]is a key element. The minute folk start talking about ”the” housing bubble in the US, they have lost the plot. The
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[2]Unconventional Economist has done some create posts on supply constraints and housing bubbles.
1. http://lorenzo-thinkingoutaloud.blogspot.com/2010/01/bubbles-going-where-angels-fear-to.html
2. http://www.macrobusiness.com.au/author/leith/

Lorenzo from Oz (2011-12-27 03:33:19)
The should be ”great posts”.
Tyler Cowen on the gold standard « The Market Monetarist (2011-12-31 18:07:47)
[...] rate completely fixed against the the commodity basket. Has I have advocated in a number of posts earlier on I
think a commodity-exchange rates based NGDP targeting regime could make sense for [...]

Boom, bust and bubbles (2011-12-27 12:23)
Recently it has gotten quite a bit of attention that some investors believe that there is a bubble in the
Chinese property market and we will be heading for a bust soon and the fact that I recently visited Dubai
have made me think of how to explain bubbles and if there is such a thing as bubbles in the first bubbles.
I must say I have some experience with bubbles. In 2006 I co-authoured a [1]paper on the Icelandic
economy where we forecasted a bust of the Icelandic bubble - I don’t think we called it a bubble, but it
was pretty clear that that is what we meant it was. And in 2007 I co-authored a number of [2]papers
calling a bust to the bubbles in certain Central and Eastern European economies - most notably the Baltic
economies. While I am proud to have gotten it right - both Iceland and the Baltic States went through
major economic and financial crisis - I nonetheless still feel that I am not entire sure why I got it right. I am
the first to admit that there certainly quite a bit of luck involved (never underestimate the importance of
[3]luck). Things could easily have gone much different. However, I do not doubt that the fact that monetary
conditions were excessive loose played a key role both in the case of Iceland and in the Baltic States. I have
since come to realise that moral hazard among investors undoubtedly played a key role in these bubbles.
But most of all my conclusion is that the formation of bubbles is a complicated process where a number of
factors play together to lead to bubbles. At the core of these ”accidents”, however, is a chain of monetary
policy mistakes.
What is bubbles? And do they really exist?
If one follows the financial media one would nearly on a daily basis hear about ”bubbles” in that
and that market. Hence, financial journalists clearly have a tendency to see bubbles everywhere - and so
do some economists especially those of us who work in the financial sector where ”airtime” is important.
However, the fact is that what really could be considered as bubbles are quite rare. The fact that all
the bubble-thinkers can mention the South Sea bubble or the Dutch Tulip bubble of 1637 that happened
hundreds years ago is a pretty good illustration of this. If bubbles really were this common then we would
have hundreds of cases to study. We don’t have that. That to me this indicates that bubbles do not form
easily - they are rare and form as a consequence of a complicated process of random events that play
together in a complicated unpredictable process.
I think in general that it is wrong to see any increase in assets prices that is later corrected as a
bubble. Obviously investors make mistakes. We after all live in an uncertain world. Mistakes are not
bubbles. We can only talk about bubbles if most investors make the same mistakes at the same time.
Economists do not have a commonly accepted description of what a bubble is and this is probably
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again because bubbles are so relatively rare. But let me try to give a definitions. I my view bubbles are
significant economic wide misallocation of labour and capital that last for a certain period and then is
followed by an unwinding of this misallocation (we could also call this boom-bust). In that sense communist
Soviet Union was a major bubble. That also illustrates that distortion of relative prices is at the centre of
the description and formation of bubbles.
Below I will try to sketch a monetary based theory of bubbles - and here the word sketch is important because I am not actually sure that there really can be formulated a theory of bubbles as they are
”outliers” rather than the norm in free market economies.
The starting point - good things happen
In my view the starting point for the formation of bubbles actually is that something good happens.
Most examples of ”bubbles” (or quasi-bubbles) we can find with economic wide impact have been in
Emerging Markets. A good example is the boom in the South East Asian economies in the early 1990s or
the boom in Southern Europe and Central and Eastern European during the 2000s. All these economies
saw significant structural reforms combined with some kind of monetary stabilisation, but also later on
boom-bust.
Take for example Latvia that became independent in 1991 after the collapse of the Soviet Union.
After independence Latvia underwent serious structural reforms and the transformation from planned
economy to a free market economy happened relatively fast. This lead to a massively positive supply
shock. Furthermore, a quasi-currency board was implemented early on. The positive supply shock (which
played out over years) and the monetary stabilisation through the currency board regime brought inflation
down and (initially) under control. So the starting point for what later became a massive misallocation of
resources started out with a lot of good things happening.
Monetary policy and ”relative inflation”
As the stabilisation and reform phase plays out the initial problems start to emerge. The problem is
that the monetary policies that initially were stabilising soon becomes destabilising and here the distinction
between ”demand inflation” and ”supply inflation” is key (See my discussion decomposion demand and
supply inflation [4]here). Often countries in Emerging Markets with underdeveloped financial markets will
choose to fix their currency to more stable country’s currency - for example the US dollar or in the old days
the D-mark - but a policy of inflation targeting has also in recent years been popular.
These policies often succeed in bringing nominal stability to begin with, but because the central
bank directly or indirectly target headline inflation monetary policy is eased when positive supply shocks
help curb inflationary pressures. What emerges is what Austrian economists has termed ”relative inflation” while headline inflation remains ”under control” demand inflation (the inflation created by monetary policy)
increases while supply inflation drops or even turn into supply deflation. This is a consequence of either
a fixed exchange rate policy or an inflation targeting policy where headline inflation rather than demand
inflation is targeted.
My view on relative inflation has to a very large extent been influenced by George Selgin’s work see for example George’s excellent little book [5]”Less than zero” for a discussion of relative inflation. I
think, however, that I am slightly less concerned about the dangers of relative inflation than Selgin is and
I would probably stress that relative inflation alone can not explain bubbles. It is a key ingredient in the
formation of bubbles, but rarely the only ingredient.
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Some - George Selgin for example (see [6]here) - would argue that there was a significant rise in relatively inflation in the US prior to 2008. I am somewhat skeptical about this as I can not find it in my
own decompostion of the inflation data and NGDP did not really increase above it’s 5-5.5 % trend in the
period just prior to 2008. However, a better candidate for rising relative inflation having played a role in
the formation of a bubble in my view is the IT-bubble in the late 1990s that finally bursted in 2001, but
I am even skeptical about this. For a good discussion of this see David Beckworth innovative [7]Ph.D.
dissertation from 2003.
There are, however, much more obvious candidates. While the I do not necessarily think US monetary policy was excessively loose in terms of the US economy it might have been too loose for everybody else
and the dollar’s role as a international reserve currency might very well have exported loose monetary policy
to other countries. That probably - combined with policy mistakes in Europe and easy Chinese monetary
policy - lead to excessive loose monetary conditions globally which added to excessive risk taking globally
(including in the US).
The Latvian bubble - an illustration of the dangers of relative inflation
I have already mentioned the cases of Iceland and the Baltic States. These examples are pretty
clear examples of excessive easy monetary conditions leading to boom-bust. The graph below shows my
decompostion of Latvian inflation based on a Quasi-Real Price Index for Latvia.

[8]
It is very clear from the graph that Latvia demand inflation starts to pick up significantly around
2004, but headline inflation is to some extent contained by the fact that supply deflation becomes more
and more clear. It is no coincidence that this happens around 2004 as that was the year Latvia joined the
EU and opened its markets further to foreign competition and investments - the positive impact on the
economy is visible in the form of supply deflation. However, due to Latvia’s fixed exchange rate policy the
positive supply shock did not lead to a stronger currency, but rather to an increase in demand inflation.
This undoubtedly was a clear reason for the extreme misallocation of capital and labour in the Latvian
economy in 2005-8.
The fact that headline inflation was kept down by a positive supply shock probably help ”confuse”
investors and policy makers alike and it was only when the positive supply shock started to ease off in
2006-7 that investors got alarmed.
Hence, here a Selginian explanation for the boom-bust seems to be a lot more obvious than for the
US.
The role of Moral Hazard - policy makers as ”cheerleaders of the boom”
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To me it is pretty clear that relative inflation will have to be at the centre of a monetary theory of bubbles.
However, I don’t think that relative inflation alone can explain bubbles like the one we saw in the Latvia.
A very important reason for this is the fact that it took so relatively long for investors to acknowledge that
something wrong in the Latvian economy. Why did they not recognise it earlier? I think that moral hazard
played a role. Investors full well understood that there was a serious problem with strongly rising demand
inflation and misallocation of capital and labour, but at the same time it was clear that Latvia seemed to
be on the direct track to euro adoption within a relatively few years (yes, that was the clear expectation in
2005-6). As a result investors bet that if something would go wrong then Latvia would probably be bailed
out by the EU and/or the Nordic governments and this is in fact what happened. Hence, investors with
rational expectations rightly expected a bailout of Latvia if the worst-case scenario played out.
The Latvian case is certainly not unique. Robert Hetzel has made a forcefull argument in his excellent paper
[9]”Should Increased Regulation of Bank Risk Taking Come from Regulators or from the Market?” that moral
hazard played a key role in the Asian crisis. Here is Hetzel:
”In early 1995, the Treasury with the Exchange Stabilization Fund, the Fed with swap accounts, and the
IMF had bailed out international investors holding Mexican Tesobonos (Mexican government debt denominated in dollars) who were fleeing a Mexico rendered unstable by political turmoil. That bailout created the
assumption that the United States would intervene to prevent financial collapse in its strategic allies. Russia
was included as too nuclear to fail. Subsequently, large banks increased dramatically their short-term
lending to Indonesia, Malaysia, Thailand and South Korea. The Asia crisis emerged when the overvalued,
pegged exchange rates of these countries collapsed revealing an insolvent banking system. Because of the
size of the insolvencies as a fraction of the affected countries GDP, the prevailing TBTF assumption that
Asian countries would bail out their banking systems suddenly disappeared.”

I would further add that I think policy makers often act as ”cheerleaders of the boom” in the sense that they
would dismiss warnings from analysts and market participants that something is wrong in the economy and
often they are being supported by international institutions like the IMF. This clearly ”helps” investors (and
households) becoming more rationally ignorant or even rationally irrational about the ”obvious” risks (See
Bryan Caplan’s discussion of rational ignorance and rational irrationality [10]here.)
Policy recommendation: Introduce NGDP level targeting
Yes, yes we might as well get out our [11]hammer and say that the best way to avoid bubbles is to target the NGDP level. So why is that? Well, as I argued above a key ingredient in the creation of bubbles
was relative inflation - that demand inflation rose without headline inflation increasing. With NGDP level
targeting the central bank will indirectly target a level for demand prices - what I have called a [12]QuasiReal Price Index (QRPI). This clearly would reduce the risk of misallocation due to confusion of demand
and supply shocks.
It is often argued that central banks should in some way target asset prices to avoid bubbles. The major problem with this is that it assumes that the central bank can spot bubbles that market participants
fail to spot. This is further ironic as it is exactly the central banks’ overly loose monetary policy which is
likely at the core of the formation of bubbles. Further, if the central bank targets the NGDP level then
the potential negative impact on money velocity of potential bubbles bursting will be counteracted by an
increase in the money supply and hence any negative macroeconomic impact of the bubble bursting will be
limited. Hence, it makes much more sense for central banks to significantly reduce the risk of bubbles by
targeting the NGDP level than to trying to prick the bubbles.NGDP targeting reduces the risk of bubbles
and also reduces the destabilising impact when the bubbles bursts.
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Finally it goes without saying that moral hazard should be avoided, but here the solutions seems to be
much harder to find and most likely involve fundamental institutional (some would argue constitutional)
reforms.
But lets not worry too much about bubbles
As I stated above the bubbles are in reality rather rare and there is therefore in general no reason to
worry too much about bubbles. That I think particularly is the case at the moment where overly tight
monetary policy rather overly loose monetary policy. Furthermore, contrary to what some have argued the
introduction - which effective in the present situation would equate monetary easing in for example the US
or the euro zone - does not increase the risk of bubbles, but rather it reduces the risk of future bubbles
significantly. That said, there is no doubt that the kind of bailouts that we have see of certain European
governments and banks have increased the risk of moral hazard and that is certainly problematic. But again
if monetary policy had follow a NGDP rule in the US and Europe the crisis would have been significantly
smaller in the first place and bailouts would therefore not have been ”necessary”.
——
PS I started out mentioning the possible bursting of the Chinese property bubble. I have no plans to
write on that topic at the moment, but have a look at two rather scary comments from Patrick Chovanec:
[13]”China Data, Part 1A: More on Property Downturn”
[14]”Foreign Affairs: China s Real Estate Crash”

1. http://www.mbl.is/media/98/398.pdf
2.

http://danskeanalyse.danskebank.dk/abo/AWarningNottoBeIgnoredPartII141207FINAL/$file/

AWarningNottoBeIgnoredPartII141207FINAL.pdf
3. http://marketmonetarist.com/2011/10/15/never-underestimate-the-importance-of-luck/
4. http://marketmonetarist.com/2011/12/17/a-method-to-decompose-supply-and-demand-inflation/
5. http://mises.org/books/less_than_zero_selgin.pdf
6. http://mises.org/daily/3200
7. http://athenaeum.libs.uga.edu/bitstream/handle/10724/6762/beckworth_david_m_200308_phd.pdf?sequence=1
8. http://marketmonetarist.files.wordpress.com/2011/12/latviaqrpi.jpg
9.

http:

//www.bancaditalia.it/studiricerche/convegni/atti/Financial_Market_Regulation/session_c2/Hetzel_Paper.pdf
10. http://econfaculty.gmu.edu/bcaplan/pdfs/rationalignorancevs.pdf
11. http://marketmonetarist.com/2011/12/22/monetary-policy-cant-fix-all-problems/
12. http://marketmonetarist.com/2011/12/17/a-method-to-decompose-supply-and-demand-inflation/
13. http://chovanec.wordpress.com/2011/12/24/china-data-part-1a-more-on-property-downturn/
14. http://chovanec.wordpress.com/2011/12/19/foreign-affairs-chinas-real-estate-crash/
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Lorenzo from Oz (2011-12-28 04:57:33)
I think of bubbles as economic wide misallocation of labour and capital. Surely, bubbles don’t have to be economy-wide:
some parts of the US had housing bubbles and some parts did not. Which did and did not is very revealing about
the nature of (housing) bubbles. I am also uncomfortable with the notion of ’misallocation’, given it is clear only in
retrospect. It is also rather close to the notion of ’malinvestment’, a concept I have [1]serious disagreements with.
1. http://lorenzo-thinkingoutaloud.blogspot.com/2011/08/against-notion-of-malinvestment.html

W. Peden (2011-12-29 20:21:11)
Lars Christensen, I’m surprised to hear that data about oil prices. I suppose they seemed high during the period because (a) the contrast was with the 1986-2003 period and (b) oil in the UK was not getting cheaper while almost every
other importable good was getting cheaper. I’m also interested to hear that about UK NGDP. I was aware that our
broad money growth from about 2004-2008 was far above our real output- http://www.bankofengland.co.uk/statistics/fm4/2011/oct/CHART1.GIF - and that there was a ”mini-boom” at the end of the last Tory government that
was thankfully slowly deflated by the Bank of England in 1998- http://timetric.com/index/m4-annual-pec-change-samonthly-uk-ons/ - but I wasn’t aware that there was more solid evidence suggesting that. Unfortunately, the previous
government seems to have steadily eroded the UK’s supply-side strengths over the past 10 years. I suppose we usually
wish we could have yesterday’s problems! I agree with your point about the effects of global nominal growth on asset
prices. It couples nicely with David Smith’s work: the interaction of asset prices, broad money and nominal GDP
(not in any particular order) takes place at the global level as well as the national level.
Chain of events in the boom-bust « The Market Monetarist (2011-12-27 12:54:40)
[...] my recent post on boom, bust and bubbles I tried to sketch a monetary theory of bubbles. In this post I try to
give an overview of what in [...]
Lars Christensen (2011-12-28 08:01:02)
David, I have been using the same global data from WEO. Interestingly the increase in for example global commodity
prices correlated quite well with global NGDP so the concept clearly seem to be valid. Does that mean that we are in
the midst of a global bubble? I don’t think so, but obviously if we argue that it is a problem that NGDP has fallen
well below pre-crisis trend in the US and Europe then we should be equally worried if the there are signs of excessive
demand inflation (NGDP above trend and relative inflation) in other countries - primarily Emerging Markets.
Lars Christensen (2011-12-28 08:18:47)
Lorenzo, I acknowledge that ”misallocation” sounds a bit Austrian and to some extent is the same as the Austrian
concept of ”malinvestment”. What I sketch, however, is not a version of the Austrian business cycle theory even
though there are some similarities. Unlike the Austrians I do not believe to be bubbles to be widespread and I do not
think that we get ”malinvestment” if monetary policy occasionally become overly easy. That said, I do think there is
a very clear risk that overly easy monetary policy and moral hazard (implicit or explicit guarantees to investors) can
create the wrong incentives to take excessive risk. This does not seems to be like a risk that we should be concerned
about in the euro zone or the US right now, but for other countries these considerations might be fully valid, cf. the
discussion between David and me on global NGDP. Lets take China, in China there is serious misallocation of capital
and labour due government intervention in the economy. The Chinese government quite clearly has helped spur what
could be seen as a Chinese property market bubble and the People’s Bank of China (the central bank) has helped this
process by sharply increasing the money supply. I am not certain we are in the midst of a economic wide Chinese
bubble, but we should certainly not be ignorant to these risks. Finally in regard to bubbles as being economic wide
or not my point is that we can have ”bubbles” in a lot of market in the sense that investors make the wrong decisions
and prices increases more than ”dictated” by fundamentals but that is just the nature of things in an uncertain world.
Investors make mistakes all the time and that is not a major problem. This mistakes are corrected over time in the
unhampered market. Therefore, I only think that economic wide bubbles are relevant in terms of discussion monetary
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policy - and even here as I stress above - I don’t think that the central bank should be in the business of pricking
bubbles.
Lorenzo from Oz (2011-12-29 04:42:12)
It is only a wrong decision if you get caught (by events). The term ’mistake’ is ambiguous. There are mistakes where,
given the information available at the time, the decision was faulty. And there are mistakes where, given information
that subsequently became available, it was the wrong decision. The first imply some sort of culpability, the second do
not (at least, not by the individual agents). To me, the key thing about bubbles is that the turning point is unknown
prior to the event. If was predictable, people would not be caught by it. So, it creates many mistakes in the second
sense, but just the normal proportion in the first. The key story is expectations, not misallocation. Assets are some
mixture of income source (bonds are pure income source) and stores of value (gold kept as bullion is a pure store
of value). The reason property markets are particularly prone to bubbles is that land can apparently function as a
store of value. Once the expectation is set up that it is an inflation-beating store of value, rising prices then feed
themselves since they set up expectation-reinforcement-loops. One can get overbuilding in commercial property but
housing bubbles are rarely significantly marked by over-building. On the contrary, they are more likely to be a result
of (land) supply constraints creating elevated notions of land as (rising) store-of-value. (Hence some jurisdictions
can suffer major housing booms and busts – California, UK, Japan – and others much less so or not at all – Texas,
Germany.) Housing bubbles tend to have rather more excess debt than labour or capital misallocation.
W. Peden (2011-12-29 20:24:33)
Off-topic: here’s another good BoE graph from the same place that adds more evidence to the theory that the
tightening of monetary conditions preceded the main financial crisis in late 2008. British money supply expansion
seizes up for the leading sectors of the economy in late 2007/early 2008- http://www.bankofengland.co.uk/statistics/fm4/2011/oct/CHART3.GIF
David Beckworth (2011-12-28 00:31:01)
Interesting idea, the tough part I suspect will be coming up with a good global NGDP measure at a high enough
frequency to do analysis. I made one once before interpolating the IMF’s annual series they occasionally put in the
WEOs. I also did this post sometime ago using the annual IMF data: http://macromarketmusings.blogspot.com/2009/07/another-way-to-view-c risis-boom-bust.html
Lars Christensen (2011-12-27 23:01:07)
David, it is an excellent dissertation! And you have been trying to hide it, but I tracked it down;-) Concerning
US versus global monetary policy I actually think it might be worth looking at whether global monetary conditions
became too loose, while US monetary policy from a strictly NGDP targeting perspective was more neutral. My idea
is to have a look at earnings growth in US companies and comparing that with global and US NGDP growth. My
guess is that US earnings growth correlate better with global NGDP than with US NGDP and as a result you might
have had Selginian relative inflation in the indirect sense in the US despite this not being visible in the US NGDP
numbers.
David Beckworth (2011-12-27 22:51:31)
Lars,now why did you have to go and embarrass me by providing a link to my dissertation:) Anyways, I do agree that
the Fed’s effect on global asset prices was multiplied via its monetary superpower effect you alluded to above. I made
a similar point in my monetary superpower paper with Chris Crowe: http://uweb.txstate.edu/ db52/monetarysuperpower.pdf
Lorenzo from Oz (2011-12-27 14:56:33)
Bubbles in what? It is not always clear in your discussion. And while bubbles outside property markets are rare; in
property markets, not so much.
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Lars Christensen (2011-12-27 15:14:49)
Lorenzo, I am on purpose not clear on that. I think of bubbles as economic wide misallocation of labour and capital.
That could be into the construction sector and the real estate market, but that does not have to be the case even
though it historically alway have been like that. Bubbles might emerge in many markets, but it is only important if
it is having an economic wide impact.
Lars Christensen (2011-12-29 19:00:30)
W Peden, thank you for your comments. Your reference to the Bank of England story reminded me that I have
actually done some calculations on the split between demand inflation and supply inflation in the UK (based on the
Quasi Real Price Index). In the UK it is very clear that monetary policy was excessively loose basically since the early
1990s. There has been very significant supply deflation over the past two decade (thank you Baroness Thatcher!). I
think this might very well help explain the strong rise in UK property prices in the ”boom-years”. I would also argue
that for some assets global NGDP growth rather than domestic NGDP is more important. Take for example the US
stock markets - I think global NGDP expectations will do a better job explaining the development in US stocks than
US NGDP expectations. That said, I am not sure that global monetary conditions were overly loose just prior to
2008. By the way, I am not sure oil prices really are that high. On should note that while US and Europe NGDP
grew fairly strong from 1998 until 2008 (around 5 %) that was not the case of most Emerging Markets - especially for
the Asian countries. In fact we had demand deflation from around 1998 and until 2002-4. That kept oil prices very
low in that period and when global NGDP then started to rebound from 2002 or so oil prices (and other commodity
prices) started to pick up. In my view the development in commodity prices can quite easily be explained by global
NGDP in the last couple of decades and we can basically ignore supply concerns.
W. Peden (2011-12-29 18:12:28)
A very good post that touches on issues that I’ve been thinking about recently and makes them much clearer for
me. Two points- (1) Whether or not there was a rise in relative rise in inflation in the US prior to 2008 depends on the prices that you look at. Prices of consumer goods certainly weren’t out of control. Oil prices were
high, but due to unambigious supply shocks. Property prices, stock markets and other assets however did follow a path of rapid inflation from about 2003 to 2005, followed by a levelling off in 2006 and a sharp contractionary phase in 2007-2008. You could call this a boom in PT while PY was growing steadily and sustainably;
another term for it would be a ”financial boom”, which I suspect will become more common as financial sectors
increase in importance. (2) On the issue of imported inflation, this is definitely an interesting phenomenon. The
OECD broad money supply tends to march in step with the Fed- http://books.google.co.uk/books?id=lp8fpcH-AZkC
&pg=PA17 &dq=OECD+excess+money+growth+and+inflation &hl=en &sa=X &ei=Fo 8TvXjG8Wk8QPTpvjgCg
&ved=0CDwQ6AEwAA #v=onepage &q=OECD %20excess %20money %20growth %20and %20inflation &f=false presumably because sterilising the effects of Fed-originated monetary expansions is politically very difficult.
Boom, bust and bubbles « Economics Info (2012-01-01 19:01:24)
[...] Source [...]
NGDP targeting would have prevented the Asian crisis « The Market Monetarist (2012-01-03 00:05:46)
[...] but why did investors not react to the strongly inflationary pressures earlier? As I have argued earlier loose
monetary policy on its own is probably not enough to create bubbles and other factors need to [...]

Chain of events in the boom-bust (2011-12-27 12:54)
In my recent post on [1]”boom, bust and bubbles” I tried to sketch a monetary theory of bubbles. In this
post I try to give an overview of what in my view seems to be the normal chain of events in boom-bust
and in the formation of bubbles. This is not a theory, but rather what I consider to be some empirical
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regularities in the formation and bursting of bubbles - and the common policy mistakes made by central
banks and governments.
Here is the story...
Chain of events in the boom-bust
- Positive supply shocks - often due to structural reforms that include supply side reforms and monetary stabilisation
- Supply side reforms leads to ”supply deflation” - headline inflation drops both as a result of monetary stabiliisation and supply deflation. Real GDP growth picks up
- First policy mistake: The drop in headline inflation leads the central bank to ease monetary policy
(in a fixed exchange rate regime this happens ”automatically”)
- Relative inflation: Demand inflation increases sharply versus supply inflation - this is often is visible in for example sharply rising property prices and a ”profit bubble”
- Investors jump on the good story - fears are dismissed often on the background of some implicit
guarantees - moral hazard problems are visible
- More signs of trouble: The positive supply shock starts to ease off - headline inflation increases
due to higher ”supply inflation”
- Forward-looking investors start to worry about the boom turning into a bust when monetary policy will be tightened
- Second policy mistake: Cheerleading policy makers dismisses fears of boom-bust and as a result
they get behind the curve on events to come and encourage investors to jump on the bandwagon
- In a fixed exchange rate the exit of worried investors effectively lead to a tightening of monetary
conditions as the specie-flow mechanism sharply reduces the money supply
- The bubble bursts: Demand inflation drops sharply - this will often be mostly visible in a collapse
in property prices
- The drop in demand inflation triggers financial distress - money velocity drops and triggers a further tightening of monetary conditions
- Third policy mistake: Policy makers realise that they made a mistake and now try to undo it ”in
hindsight” not realising that the setting has changed. Monetary conditions has already been tightened.
- Secondary deflation hits. Demand prices and NGDP drops below the pre-boom trend.
drops strongly, unemployment spikes

Real GDP

- Forth policy mistake: Monetary policy is kept tight - often because a fixed exchange rate regime is
defended or because the central bank believes that monetary policy already is loose because interest rates
are low
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- A ”forced” balance sheet recession takes place (it is NOT a Austrian style balance sheet recession...) - overly tight monetary policy forces investors and households through an unnecessary [2]Fisherian
debt-deflation
- Real GDP growth remains lackluster despite the initial financial distress easing. This is NOT due
to an unavoidable deleveraging, but is a result of too tight monetary policy, but also because the positive
supply shock that sat the entire process in motion has eased off.
-The country emerges from crisis when prices and wages have adjusted down or more likely when
monetary policy finally is ease - for fixed exchange rate countries when the peg is given up
1. http://marketmonetarist.com/2011/12/27/boom-bust-and-bubbles/
2. http://marketmonetarist.com/2011/11/13/irving-fisher-and-the-new-normal/

”The Great Recession:

Market Failure or Government Failure?” BUY IT NOW!

(2011-12-27 13:21)

Robert Hetzel’s new book ”The Great Recession: Market Failure or Government Failure?” is now available
for pre-order at [1]Amazon.com (and [2]Amazon.co.uk). Did you order it!? Needless to say I have ordered
my version and hope it will arrive in my mailbox sometime around my birthday in early March!
Here is that official book description:
”Since publication of Robert L. Hetzel’s The Monetary Policy of the Federal Reserve (Cambridge University
Press, 2008), the intellectual consensus that had characterized macroeconomics has disappeared. That consensus emphasized efficient markets, rational expectations, and the efficacy of the price system in assuring
macroeconomic stability. The 2008-2009 recession not only destroyed the professional consensus about the
kinds of models required to understand cyclical fluctuations but also revived the credit-cycle or asset-bubble
explanations of recession that dominated thinking in the 19th and first half of the 20th century. These
”market-disorder” views emphasize excessive risk taking in financial markets and the need for government
regulation. The present book argues for the alternative ”monetary-disorder” view of recessions. A review
of cyclical instability over the last two centuries places the 2008-2009 recession in the monetary-disorder
tradition, which focuses on the monetary instability created by central banks rather than on a boom-bust
cycle in financial markets.”
I am very much looking forward to reading this book that I am pretty sure will have a very significant
impact on the understanding of the causes of the Great Recession among economists and is likely to become
a piece that economic historians will study in the future.
If you can’t wait then I recommend you to read Hetzel’s fantastic paper on the causes of the Great Recession: [3] Monetary Policy in the 2008 2009 Recession

1.

http://www.amazon.com/Great-Recession-Failure-Government-Macroeconomic/dp/1107011884/ref=sr_1_1?ie=

UTF8&qid=1324984281&sr=8-1
2.

http://www.amazon.co.uk/Great-Recession-Failure-Government-Macroeconomic/dp/1107011884/ref=sr_1_1?ie=

UTF8&qid=1324983499&sr=8-1
3. http://www.richmondfed.org/publications/research/economic_quarterly/2009/spring/pdf/hetzel2.pdf
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Browsing Catharsis 12.28.11 « Increasing Marginal Utility (2011-12-28 19:05:35)
[...] A book taking the market monetarist perspective on the Great Recession is coming out. GA googleAddAttr(”AdOpt”, ”1”); GA googleAddAttr(”Origin”, ”other”); GA googleAddAttr(”theme bg”, ”f7f7f7”); GA
googleAddAttr(”theme border”, ”f2f2f2”); GA googleAddAttr(”theme text”, ”242424”); GA googleAddAttr(”theme
link”, ”333333”); GA googleAddAttr(”theme url”, ”4a630f”); GA googleAddAttr(”LangId”, ”1”); GA googleAddAttr(”Autotag”, ”science”); GA googleAddAttr(”Tag”, ”links”); GA googleFillSlot(”wpcom sharethrough”); Share
this:EmailPrintStumbleUponLike this:LikeBe the first to like this post. links • Favorite Books of 2011 Rescuing
Rational Ignorance ’ [...]

The Integral Reviews: Paper 1 - Koenig (2011) (2011-12-27 21:58)
I am always open to accept different guest blogs and I therefore very happy that ”Integral” has accepted
my invitation to do a number of reviews of different papers that are relevant for the discussion of monetary
theory and the development of Market Monetarism.
”Integral” is a regular commentator on the Market Monetarist blogs.
am familiar with his identity.

Integral is a pseudonym and I

We start our series with Integral’s review of Evan Koeing’s paper ”Monetary Policy, Financial Stability, and the Distribution of Risk”. I recently also wrote a short (too short) [1]comment on the paper so I
am happy to see Integral elaborating on the paper, which I believe is a very important contribution to the
discussion about NGDP level targeting. Marcus Nunes has also earlier [2]commented on the paper.
Lars Christensen
The Integral Reviews: Papers 1 - Koenig (2011)
By ”Integral”
Reviewed: Evan F. Koenig, [3]”Monetary Policy, Financial Stability, and the Distribution of Risk.”
FRB Dallas Working Paper No.1111
Consider the typical debt-deflation storyline. An adverse shock pushes the price level down (relative
to expected trend) and increases consumers’ real debt load. This leads to defaults, liquidation, and general
disruption of credit markets. This is often-times used as justification for the central bank to target inflation
or the price level, to mitigate the effect of such shocks on financial markets.
Koenig takes a twist on this view that is quite at home to Market Monetarists: he notes that since
nominal debts are paid out of nominal income, any adverse shock to income will lead to financial disruption,
not just shocks to the price level. One conclusion he draws out is that the central bank can target nominal
income to insulate the economy against debt-deflation spirals.
He also makes a theoretical point that will resonate well with Lars’ discussion of [4]David Eagle’s
work. Recall that Eagle views NGDP targeting as the optimal way to prevent the ”monetary veil” from
damaging the underlying ”real” economy, which he views as an Arrow-Debreu type general equilibrium
economy. Koenig makes a similar observation with respect to financial risk (debt-deflation) and in particular
the distribution of risk.
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In a world with complete, perfect capital markets, agents will sign Arrow-Debreu state-contingent
contracts to fully insure themselves against future risk (think shocks). Money is a veil in the sense that
fluctuations in the price level, and monetary policy more generally, have no effect on the distribution of
risk. However, the real world is much incomplete in this regard and it is difficult to imagine that one could
perfectly insure against future income, price, or nominal income uncertainty. Koenig thus dispenses of
complete Arrow-Debreau contracts and introduces a single debt instrument, a nominal bond. This is where
the central bank comes in.
Koenig considers two policy regimes: one in which the central bank commits to a pre-announced
price-level target and one in which the central bank commits to a pre-announced nominal-income target.
While the price-level target neutralizes uncertainty about the future price level, it provides no insulation
against fluctuations in future output. He shows that a price level target will have adverse distributional
consequences: harming debtors but helping creditors. Note that this is exactly the outcome that a price-level
target is supposed to avoid. By contrast a central bank policy of targeting NGDP fully insulates the economy
from the combination of price and income fluctuations. It will not only have no adverse distributional
consequences, it obtain a consumption pattern across debtors and creditors which is identical to that which
is obtained when capital markets are complete.
At an empirical level, Koenig documents that loan delinquency is more closely related to surprise
changes in NGDP than in P, providing corroborating evidence that it is nominal income, not the price level,
which matters for thinking about the sustainability of the nominal debt load.
Koenig’s conclusion is succinct:
”If there are complete markets in contingent claims, so that agents can insure themselves against
fluctuations in aggregate output and the price level, then money is a veil as far as the allocation of risk
is concerned: It doesn t matter whether the monetary authority allows random variation in the price level
or nominal value of output. If such insurance is not available, monetary policy will affect the allocation
of risk. When debt obligations are fixed in nominal terms, a price-level target eliminates one source of
risk (price-level shocks), but shifts the other risk (real output shocks) disproportionately onto debtors. A
more balanced risk allocation is achieved by allowing the price level to move opposite to real output. An
example is presented in which the risk allocation achieved by a nominal-income target reproduces exactly
the allocation observed with complete capital markets. Empirically, measures of financial stress are much
more strongly related to nominal-GDP surprises than to inflation surprises. These theoretical and empirical
results call into question the debt-deflation argument for a price-level or inflation target. More generally,
they point to the danger of evaluating alternative monetary policy rules using representative-agent models
that have no meaningful role for debt.”
1. http://marketmonetarist.com/2011/12/11/monetary-policy-financial-stability-and-the-distribution-of-risk/
2. https://thefaintofheart.wordpress.com/2011/12/09/veteran-fed-researcher-very-much-in-tune/
3. http://dallasfed.org/research/papers/2011/wp1111.pdf
4.
http://marketmonetarist.com/2011/12/04/david-eagles-framework-and-the-micro-foundation-of-market-monetarism/

Liquidationist (2011-12-28 18:14:23)
Thanks for your detailed response. I think there are a number of problems with seeing NGDP-targeting as a CBversion of free banking. The most obvious one is that as banks increase lending and other asset purchases in response
to an increase in demand for money then interest rates will fall. Under FRB it is possible that banks will stop lending
at some point when interest rates are too low for the levels of perceived risk but when AD is still below its previous
level. The price mechanism will then have to make the required adjustments to reestablish equilibrium. Under NGDP-
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targeting however when this ”zero bound” is hit the CB will continue to grow the money supply by ”unconventional
means” that would not occur under FRB and (in my view) would cause inflation and other distortions to the structure
of production. Your article on the transmission mechanism was very interesting. I believe that there are two variables
that need to be kept in line in the economy - the rate of interest that is used to clear the money market and the rate of
profit (represented by the spread between inputs - mainly wages - and sales prices) that drives the level of investment.
Eliminating banks from the model does not eliminate the rate of interest from its role as the transmission mechanism
between savings and investments. A fall in AD that leads to a fall in the demand for labor will need an increase in
the rate of profit and/or a fall in the rate of interest to reestablish equilibrium. If sticky wages prevent wages from
falling then simply increasing the money supply and driving up assets prices will (beyond a certain point) not cause
businesses to expand investment if they do not see profitable opportunities because the rate of profit has not increased
(that is wages have not fallen). Of course to continue to increase the money supply in this scenario (or indeed just
to set expectations that it will be increased) will cause inflation. This will cause a negative real interest rate and the
AD curve to move right which combined will probably increase output at least in the short run. But this seems a
very dangerous way of ”curing” a recession (and thats before we have even looked at possible ”structural” reasons for
the recession that will not be solved by increasing AD) I am a supporter of free banking but believe that even in a
free banking world variations in AD are a healthy part of economic regeneration and an NGDP-targeting regime that
eliminates the need for businesses to be responsive to market signals is likely to result in an economy less able to meet
consumer demand and prone to deep-recessions when CB-policy fails. I hope this partially explains why I chose the
name ”liquidationist”.
Lars Christensen (2011-12-28 07:46:35)
David, I think where both Evan Koeing and David Eagle is contributing to the discussion is getting a proper microperspective on the discussion and at the same time is telling us why we are getting financial crisis when we are not targeting
NGDP. I hope you will pick up this issue as well. I particularly think David Eagle has a number of contributions that
are highly relevant for Market Monetarists. Liquidationist, I think there are a number of contradictions in what you
say. First of all, arguing in favour of NGDP targeting is exactly arguing that monetary policy should conduct as if
there is a privatised supply of money. I have addressed this quite often and I am certainly not hostile to Free Banking
(See for example http://marketmonetarist.com/2011/10/23/scott-sumner-and-the-case-aga inst-currency-monopolyor-how-to-privatize-the-fed/). Second it seems like you are skeptical about the stability NGDP targeting will bring
and that a stable NGDP will bring excessive risk taking. However, NGDP targeting is exactly the same thing as what
will be the outcome in the ideal Free Banking world. There is no difference so if you think NGDP targeting will lead
to excessive risk taking then you should expect the same to be the case in a Free Banking world. This I surely disagree
with as I happen to believe that a Free Banking system likely would deliver great stability if implemented correctly.
Third, from reading your blog it seems like you have a rather keynesian understanding of the monetary transmission mechanism as you seem to think that monetary policy works through interest rate changes. I strongly disagree
with that. See more on the transmission mechanism here http://marketmonetarist.com/2011/10/30/ben-volker-andthe-monetary-t ransmission-mechanism/ Forth, is the term ”Liquidationist” in stark contrast to the thinking of Free
Banking theorists like George Selgin? ”Liquidationist” as a positive is use by Austrian economists who are strongly in
opposition to the kind of Free Banking George is in favour of. Anyway, thank you for commenting I am happy to see
the opposing view to the Market Monetarist position and we need to challenged all the time.
Martin (2011-12-28 14:02:45)
”A more balanced risk allocation is achieved by allowing the price level to move opposite to real output. An example is
presented in which the risk allocation achieved by a nominal-income target reproduces exactly the allocation observed
with complete capital markets.” In other words, any policy rule that mimics complete capital markets is a policy rule
worth implementing. This, is the role of the central bank. And you can insure that the central bank fulfills its role
by making it a market maker for any financial products that have an expected pay-off of zero as long as the central
bank maintains monetary equilibrium.
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David Pearson (2011-12-28 20:15:42)
Eagle seems to ignore the feedback loop that occurs between stability and insurance. NGDP targeting drives actors
to abandon insurance against liquidity, duration and credit risk, thus exposing the system to catastrophic losses in
response to even small NGDP shocks. It is like asking developers to build homes near a forest because aggressive
fire-control measures eliminate the risk of property damage from small fires. This, of course, merely increases the
amount of fuel available for a catastrophic fire, such that the risk of property damage is ultimately much greater. It
also reduces the amount of insurance homeowners have on hand against the resulting losses. In the end, the least-loss
producing system for forest management is ”managed burn”, and not ”no burn”. For much more on this topic, I
recommend Ashwin Parameswaran’s ”Macroeconomic Resilience” blog: http://www.macroresilience.com/
Lars Christensen (2011-12-28 21:21:11)
David, I understand the concept that there is a trade-off between between stability and insurance, but what is the
policy implication? Should central banks create uncertainty and volatility to reduce risk taking? By the way Ashwin’s
blog looks quite interesting - so thanks for the heads up. I will have a look at it - also in the future.
David Pearson (2011-12-28 23:46:54)
Lars, The level of financial institution insurance-taking is a function of the credibility and transparency of Fed commitments. An opaque, ad hoc Fed would produce a more robust financial system with more insurance. Essentially,
this was the regime we had from the post-War period until the late ’90’s, when Greenspan began to make explicit
commitments about the path of policy. I sympathize with the MM view that the 2008 crisis was caused by the failure
of the Fed to make good on its commitments to markets. ”Don’t make promises that you might be unwilling to deliver
on,” seems like a rule we would both agree on. The problem is, a stability-seeking regime must deliver on its implicit
promise to bail out banking system creditors in order to maintain stable velocity. When push comes to shove, such
a large transfer of wealth to bank creditors becomes politically very difficult to carry out. Just ask Hank Paulson or
Angela Merkel.
Lars Christensen (2011-12-29 00:10:28)
David, I am not sure that we can talk about the Fed in any way doing the right thing in the post WWII period.
Rather the the performance until the mid-1960s was ok and the Fed again performed successfully from 1983-5. Then
the question is when the Fed started to fail again. We often tend to think of the Great Moderation as one period.
However, I think Greenspan increasingly started to work as a firefighter from around the Asian-Russian crisis 1997-98.
A look at NGDP graph for the Great Moderation will show this quite clearly - after 1997/98 Greenspan allowed
NGDP to overshoot the GM trend significantly. This is when the markets started to expect the ”Greenspan put”. To
me NGDP targeting should not be a ”put” and NGDP targeting is not about bailing out investors that makes the
wrong decisions. Furthermore, NGDP targeting is not a promise to the banking sector. NGDP targeting is a promise
to the ”economy”. I think some time our position is misunderstood to mean that we want to bailout everybody and
to prop up bubbles. That is certainly not the MM position. Rather most of us are strongly against bailouts and then
clearly increase moral hazard and misallocation.
Lars Christensen (2011-12-29 00:14:57)
David, I might add that I do not think the efforts to stabilise velocity should be focused on the financial sector. I
guess that is the Bernanke view, but it is certainly not my view. Rather I think policy makers should take the level
of velocity as a given. The central bank should not try to regulate velocity. Rather with an explicit NGDP target
velocity will become self regulating. Furthermore, I favour circumventing the banking system when QE is used and
that is why I increasingly think that QE might best be implemented via the currency markets. See for example
my recent comment on NGDP targeting in Small Open Economies: http://marketmonetarist.com/2011/12/26/thecompensated-dollar-and-mo netary-policy-in-small-open-economies/
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Integral (2011-12-29 02:35:47)
Nice to see so many comments! I’d like to particularly address David Beckworth’s. DB: It’s similar but with an
important difference that I still need to mull over. Typically one gets the result that ”if the central bank can target
output and prices in the same period, NGDP targeting outperforms inflation targeting; if there is a lag, IT outperforms NGDPT.” This is because if the CB can’t hit output and prices in the same period, one often gets undesirable
fluctuations in the two as the bank alternately influences one, then the other, keeping NGDP on target but causing
disturbances in the ”underlying” variables, Y and P. However with Koenig (2011) we have a paper in which the CB
cannot affect output at all: it’s a two-period endowment economy where second-period output is stochastic and independent of the monetary authority. So the timing assumption is one that favors IT/PLT, but Koenig shows that
NGDPT is optimal. I plan to address this point in the coming weeks, reviewing two papers which perform IT vs
NGDPT simulations.
David Pearson (2011-12-29 04:14:57)
Lars, I like the currency/commodity QE idea. However, given the very small size of the U.S. treadeables sector, I’m
not sure it would have much effect on velocity in the face of a systemic banking crisis. This is one reason the gold-exit
analogy is a problematic one for today’s crisis. Even if MM’s do not make the explicit promise of bank bail-outs, M*V
requires that V be a target of policy when there is no demand for marginal bank reserves. With total credit at 350 %
of gdp, it is unlikely that maintaining V could be achieved by anything other than a banking system bail out (except
perhaps large money-financed deficits). A less stable monetary regime cleans out bad banks periodically, such that
the lemons problem does not have a chance to grow to threaten velocity.
Liquidationist (2011-12-29 04:32:39)
I posted a more detailed analysis of NGDP-targeting seen from a free-banking perspective in case you are interested.
http://liquidationist.blogspot.com/2011/12/free-banking-and-ngdp-tar geting.html
Lars Christensen (2011-12-29 08:57:09)
David, I do not think that it is overly important that the US tradable sector is relatively small. The important
impact exchange rate based monetary policy is not the ”competitiveness channel” and QE to weaken the currency is
not improve exports, but rather to increase money supply growth and inflation expectations. Lets as an example say
that the Fed tomorrow announced 15 % devaluation of the dollar against a basket of commodities and at the same
time announced that it would continue to devalue the dollar by additional 5 % against the commodity basket every
month until it is was clear that NGDP was safely on the way back to the ”old” NGDP trend. What would happen?
Well, obviously that would lead to a improvement in competitiveness of US companies, but lets get rid of that effect
(we are not really interested in real effects, but rather nominal effects) by assuming all countries in the world followed
the US’s strategy. With that assumption there would obviously not be any impact on exports. However, that is not
really important. Rather what is important is that when a central bank tries to weaken it’s currency it will do it
by increasing the money supply. If the commitment to devaluation is credible then it will surely increase inflation
expectations and that would undoubtedly increase velocity. Finally, this policy triggered ”currency war” where all
countries compete to weaken their currencies then some would say that that will have no effect. These people are
keynesians. The focus on real effects rather than monetary effect. The fact is the currency war is a positive sum game
as it leads to a competition to print more money and that is positive in a deflationary world. Obviously currency is
not positive in a high-inflation world like the one we had in the 1970s, but logic of what I am arguing is that the Fed
obvious then would announce the opposite policy - to revalue the dollar against commodities until inflation is brought
under control.
David Eagle (2012-01-05 22:01:50)
Lars Chistensen sent me Evan Koenig’s paper because it is related to my own research. I have read it as well as
Integral’s review and I would like to make a couple of comments. This is my fist comment, Integral’s review states
that Koenig ”notes that since nominal debts are paid out of nominal income, any adverse shock to income will lead to

280

financial disruption, not just shocks to the price level.” This drew my attention for reasons I will state in a moment
so I looked at what Koenig wrote on p. 1, which is ”Households and firms obligated to make fixed nominal payments
are exposed to financial stress whenever nominal income flows deteriorate relative to expectations extant when the
obligations were accepted, independent of whether the deterioration is due to lower-than-expected inflation or to
lower-than-expected real income growth.” Both of these statements seem to indicate that the financial distress from
an aggregate-supply shock is due to the income being in nominal form. I disagree; the financial distress related to
aggregate-supply shocks will occur on average to people regardless whether their income is in real terms or nominal
terms. The reason is because real aggregate supply is basically also real income. If real aggregate supply falls so must
real income and so must average real income, by the same proportion. Hence what happens to a household’s income
on average is the same whether the income is in real or nominal terms. Now we look at two households A and B
where B is making a nominal payment to A. Also, assume that these households are average in the sense that both
of their real incomes not including this nominal payment change proportionately to real aggregate supply as they do
in Koenig’s model. Under successful price-level or inflation targeting, the real value of that nominal payment will be
unchanged. Hence household B will be squeezed between his declining real income and the constant real payment he
must make to A. On the other hand, while A is only exposed to her own real income declining, not the real value
of the payment she is receiving from B. Therefore, under price-level or inflation targeting, the payer of the nominal
payments absorbs more of the aggregate-supply risk than does the receiver.
Selgin and Eagle should be best friends « The Market Monetarist (2012-01-06 00:14:00)
[...] Eagle has a comment on Integral s piece on Evan Koeing. Here is some of the [...]
Liquidationist (2011-12-28 03:11:55)
Koenig s conclusion ”If there are complete markets in contingent claims, so that agents can insure themselves against
fluctuations in aggregate output and the price level, then money is a veil as far as the allocation of risk is concerned”
is interesting. In a free market with no CB then agents who are good at ”adjusting to fluctuations in aggregate output
and the price level” will thrive, others may not survive. When a CB assumes this task then business will believe they
do not need to. However if the CB then fails to deliver upon its commitment we may get a long and deep recession.
The experience of the ”great moderation/recession” shows this clearly. Market Monetarists obviously believe they
have found the key to stable AD heaven. However what happens when another black-swan comes along and . NGDP
targeting fails to deliver for unforeseen reasons? There is a risk we will get another deep recession. I argue that it is
better to allow the market to develop ”markets in contingent claims” and other forms of price flexibility that would
avoid the dependency on CB policy which has a tendency to fail just when you need it most.
David Beckworth (2011-12-28 02:04:09)
Thanks for the summary Integral. Isn’t this similar to our earlier discussion on how a price level and nominal GDP
level target both handle demand shocks, but only a NGDP level target properly handles a supply shock?
Lars Christensen (2011-12-29 19:09:13)
David, I would call in my good friend Chuck Norris here. I think that the expectations would do the job. We don’t need
to see any impact on export at all to get the pick up in NGDP. See here: http://marketmonetarist.com/2011/11/10/repeating-a-not-so-crazy-idea -or-if-chuck-norris-was-ecb-chief/ and here http://marketmonetarist.com/2011/10/30/ben-volker-and-the-monetary-t ransmission-mechanism/
David Pearson (2011-12-29 18:37:26)
Lars, If you trace out the terms of trade effect of rising treadeables prices on U.S. corporate profits and middle-class
real wages, it is not clear that this source of inflation will produce enough employment growth to offset the decline
in real spending (from reduced forecasts of real income growth). This has to do with the propensities to consume
(domestic products) of the various sectors affected. The situation was vastly different in the 30’s.
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dwb (2011-12-29 18:23:58)
I do not see that NGDP targeting causes more bailouts. I would not confuse stability with promotion of excessive
risk. It is not whether there is more or less risk, but whether rational actors can correctly price it. Banks do not fail
because they make risky loans, they fail because they are not holding enough capital/liquidity against nonperforming
loans. Risk is endogenous to the banking system. In my mind the story of this paper (which I agree with) is that ngdp
targeting improves the information content of the economy. Suppose we have Bank A and Bank B. Bank A makes
loans to consumers and checks documents. Bank B makes loans and does not check, so some consumers lie. Both
banks a priori think they are holding enough capital to fund the loans. Of course, bank B is not. If the Fed targets
NGDP, eventually bank B will fail as the lies turn out. Bank A will survive. Now suppose the Fed does not target
NGDP, and NGDP falls unexpectedly. In that case both banks A and B are now in trouble. Ex post one cannot tell
the difference between someone who lied about their income and someone who merely had a bad turnout of income.
Its entirely possible that some consumers at bank A are better off in real terms (because demand for their services
went up) but worse off in nominal terms - which could lead to delinquency - because debt is denominated in nominal
terms. In either case, under NGDP targeting, banks will price risk differently than under non-NGDP targeting. Risk
is endogenous. It’s not about having more or less insurance, its about having the right amount for the right reasons.
In other words, bank capital is endogenous. Banks have to hold more capital under scenario 2 and I would argue they
are holding capital against screwed up Fed policy, a deadweight loss. Another way to this about this is to split the
risk into systemic and idiosyncratic risk. Insuring against systemic risk caused by an NGDP drop to everyone equally
is a deadweight loss. So if anything, NGDP targeting should result in fewer (or no) bailouts by reducing systemic risk.

US Monetary History

The QRPI perspective: The Volcker disinflation (2011-12-29 09:49)

I am continuing my mini-series on modern US monetary history through the lens of my decomposition of
supply inflation and demand inflation based on what I inspired by David Eagle have termed a [1]Quasi-Real
Price Index (QRPI). In this post I will have a look at the early 1980s and what have been termed the
Volcker disinflation.
When Paul Volcker became Federal Reserve chairman in August 1979 US inflation was on the way
to 10 % and the fight against inflation had more or less been given up and there was certainly no consensus
even among economists that inflation was a monetary phenomenon. Volcker set out to defeat inflation.
Volcker is widely credited with achieving this goal and even though one can question US monetary policy in
a number of ways in the period that Volcker was Fed chairman there is no doubt in mind my that Volcker
succeed and by doing so laid the foundation for the great stability of the Great Moderation that followed
from the mid-80s and lasted until 2008.
Below you see my decomposition of US inflation in the 1980s between demand inflation (which the
central bank controls) and supply inflation.

[2]
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As the graph shows - and as I spelled out in my earlier [3]post on the 1970s inflationary outburst the main cause of the rise in US inflation in 1970s was excessive loose monetary policy. This was particularly
the case in late 1970s and when Volcker became Fed chairman demand inflation was well above 10 %.
Volcker early on set out to reduce inflation by implementing (quasi) money supply targeting. It is
obviously that the Volcker s Fed had some operational problems with this strategy and it effectively
(unfairly?) undermined the idea of a monetary policy based on Friedman style money supply targeting, but
it nonetheless clearly was what brought inflation down.
The first year of Volcker s tenure undoubtedly was extremely challenging and Volcker hardly can say
to have been lucky with the timing. More or less as he became Fed chairman the second oil crisis hit and
oil prices spiked dramatically in the wake of the Iranian revolution in 1979. The spike in oil prices boosted
supply inflation dramatically and that pushed headline inflation well above 10 % - hardly a good start point
for Volcker.
Quasi-Real Price Index and the decomposition of the inflation data seem very clearly to illustrate all
the key factors in the Volcker disinflation:
1) Initially Volker dictated disinflation by introducing money supply targeting. The impact on demand inflation seems to have been nearly immediate. As the graph shows demand inflation dropped sharply
in1980 and the only reason headline inflation did not decrease was the sharp rise in oil prices that pushed
up supply inflation.
2) The significant monetary tightening sent the US economy into recession in 1980 and this lead
Volcker & Co. to abandon the policy of monetary tightening and re-eased monetary policy in the summer
of 1980. Again the impact seems to have been immediate demand inflation picked up sharply going into
1981.
3) Over the summer the Fed moved to hike interest rates dramatically and slow money supply growth
sharply. That caused demand inflation to ease off significantly and inflation had finally been beaten.
4) The Fed allowed demand inflation to pick up once again in 1984-85, but at that time Volcker was
more lucky as supply factors helped curb headline inflation.
The zigzagging in monetary policy in the early 1980s is clearly captured by my decomposition of inflation. To me shows how relatively useful these measures are and I think they could be help tools for both
analysts and central bankers.
This post in no way is a full account of the Volcker disinflation. Rather it is meant as an illustration of the Quasi-Real Price Index and my suggested decomposition of inflation.
My two main sources on modern US monetary history is Robert Hetzel s [4] The Monetary Policy
and the Federal Reserve A History and Allan Meltzer s [5] A History of the Federal Reserve . However,
for a critical account of the first years of the Volcker disinflation I can clearly recommend our friend [6]David
Glasner s [7] Free Banking and Monetary Reform . I am significantly less critical about money supply
targeting than David, but I think his account of the Volcker disinflation clear give some insight to the
problems of money supply targeting.
1. http://marketmonetarist.com/2011/12/17/a-method-to-decompose-supply-and-demand-inflation/
2. http://marketmonetarist.files.wordpress.com/2011/12/qrpi-us-1980s.jpg
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3. http://marketmonetarist.com/2011/12/19/us-monetary-history-the-qrpi-perspective-1970s/
4.

http://www.amazon.com/Monetary-Policy-Federal-Reserve-Macroeconomic/dp/0521881323/ref=sr_1_2?ie=UTF8&qid=

1325144689&sr=8-2
5. http://www.amazon.com/History-Federal-Reserve-Book-1970-1986/dp/0226519945/ref=sr_1_2?s=books&ie=UTF8&qid=
1325144728&sr=1-2
6. http://uneasymoney.com/
7.

http://www.amazon.com/Banking-Monetary-Reform-David-Glasner/dp/0521022517/ref=sr_1_1?s=books&ie=UTF8&qid=

1325144773&sr=1-1

Niklas Blanchard (2011-12-29 21:47:23)
As a note, Michael Belognia agrees with your assertion that Friedman’s k % rule for money supply growth was unfairly dismissed by a Fed that was largely hostile to Monetarism in the early 80’s.
http://www.econtalk.org/archives/2010/01/belongia on the.html
Integral (2011-12-31 00:02:48)
@Martin: Lars’ calculations implicitly assume a vertical LRAS and downward-sloping AD curve. I suspect one could
get qualitatively similar results by imposing an upward-sloping SRAS; the trouble then is estimating the slope of the
SRAS. I did some of the math myself a week ago but haven’t finished re-deriving his indicies.
W. Peden (2011-12-30 02:45:03)
Mike Sax, ”The lesson that the conventional wisdom draws from the 70s seems to be that as Friedman disproved
Phillips we must prefer high unemployment to high inlfation.” No. If Friedman was right, then we don’t have any such
choice in the long-run. That is the conventional lesson drawn from the 1970s. Phillips managed to make economists
waste a lot of ink on the subject of what was an optimum trade-off between inflation and unemployment, when no
such trade-off existed.
Mike Sax (2011-12-29 20:30:35)
Lars, your diagnosis-”the main cause of the rise in US inflation in 1970s was excessive loose monetary policy. This
was particularly the case in late 1970s and when Volcker became Fed chairman demand inflation was well above 10
%” is hardly surprising. I would have been shocked had you come to any other conclusion. However what specifically
was the policy of the Fed during the late 70s that you say was too lose? Was it what you would see as too much
squeamsihness about pushing the unemploymnet rate into the double digits along with interest rates? The ”lesson”
that the conventional wisdom draws from the 70s seems to be that as Friedman disproved Phillips we must prefer high
unemployment to high inlfation. If previous monetary policy was too loose it was because previous monetary policy
actually took seriously the other side of the ”dual mandate.”.
Martin (2011-12-29 13:33:06)
Lars, What I wondered concerning these graphs of yours, is whether, if you define demand inflation as any deviation
of N from trend growth, you’re not already assuming your conclusion? I mean when you say that ” the main cause of
the rise in US inflation in 1970s was excessive loose monetary policy.”, I don’t disagree, however when you say that
the graph is evidence for this view (”As the graph shows”), I have a hard time seeing how: you’ve already said the
same in math when you posited the behavioral relationships between the variables.
Martin (2011-12-29 18:37:14)
Lars, When I said ’growth’ I meant ’real gdp’. As I said, I don’t disagree with you in defining demand inflation and
supply inflation the way you do, but the graphs are not evidence for what caused what, that already follows from
your definitions. You define demand inflation, pd, and supply inflation, ps, as: pd = n - yp, and ps = p - pd. Where
yp is trend growth and is fixed. When there is a recession therefore and y deviates from yp, the split between pd and
ps is determined by p and n. ps can be re-written as: ps = p - n + yp or as, ps = p - y - p + yp: ps = yp - y. Any
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deviation from trend growth will show up as ’supply inflation’. Similarly rewriting pd, pd = p + y - yp, or pd = p ps. This means that whatever is not accounted for in p through deviations from yp, is called ’demand inflation’. The
sole reason therefore why you can call pd, demand inflation is because you posit that the Fed controls p through n.
This is why the graphs are not evidence of a causal link. The story you tell is very plausible, but the plausibility of
your story, depends on the acceptance of the assumption by the audience.
Lars Christensen (2011-12-29 14:46:20)
Martin, It is important to not that I define demand inflation as growth in nominal GDP minus trend growth in REAL
GDP. You might say that that is capturing the ”business cycle” to some extent as demand inflation and the output
gap by definition will be somewhat correlated. That said, I think my graphs pretty good illustrates that the measure
actually quite well captures some key turning points in US monetary policy - and that is the important thing for me
and that is what I try to illustrate with the comments on US monetary history.

The Economist comments on Market Monetarism (2011-12-30 10:17)
The Economist has an interesting [1]article on Market Monetarists as well as would the magazine calls ”Heterodox economics” - Market Monetarism, Austrianism and ”Modern Monetary Theory” (MMT).
I am happy to see this:
”Mr Sumner s blog not only revealed his market monetarism to the world at large ( I cannot go anywhere
in the world of economics&without hearing his name, says Mr Cowen). It also drew together like-minded
economists, many of them at small schools some distance from the centre of the economic universe, who
did not realise there were other people thinking the same way they did. They had no institutional home,
no critical mass. The blogs provided one. Lars Christensen, an economist at a Danish bank who came
up with the name [2] market monetarism , says it is the first economic school of thought to be born in
the blogosphere, with post, counter-post and comment threads replacing the intramural exchanges of more
established venues.” (Please have a look at my [3]paper on Market Monetarism)
There is no doubt that Scott is at the centre of the Market Monetarist movement. To me he is the Milton
Friedman of the day - a pragmatic revolutionary. Scott does not always realise this but his influence can not
be underestimated. Our friend Bill Woolsey is also mentioned in the article. But I miss mentioning of for
example David Beckworth.
One thing I would note about the Economist’s article is that the Austrianism presented in the article actually
is quite close to Market Monetarism. Hence, Leland Yeager (who calls himself a monetarist) and one of the
founders of the Free Banking school Larry White are quoted on Austrianism. Bob Murphy is not mentioned.
Thats a little on unfair to Bob I think. I think that both Yeager’s and White’s is pretty close to MM thinking.
In fact Larry White endorses NGDP targeting as do other George Mason Austrians like Steven Horwitz. I
have written the GMU Austrians about earlier. See [4]here and [5]here.
And see this one:
”Austrians still struggle, however, to get published in the principal economics journals. Most economists
do not share their admiration for the gold standard, which did not prevent severe booms and busts even in
its heyday. And their theory of the business cycle has won few mainstream converts. According to Leland
Yeager, a fellow-traveller of the Austrian school who once held the Mises chair at Auburn, it is an embarrassing excrescence that detracts from the Austrians other ideas. While it provides insights into booms
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and their ending, it fails to explain why things must end quite so badly, or how to escape when they do. Low
interest rates no doubt helped to inflate America s housing bubble. But this malinvestment cannot explain
why 21.8m Americans remain unemployed or underemployed five years after the housing boom peaked.”
Market Monetarists of course provide that insight - overly tight monetary policy - and it seems like Leland Yeager agrees.
It would of course have been great if the Economist had endorsed Market Monetarism, but it is great
to see that Market Monetarism now is getting broad coverage in the financial media and there is no doubt
that especially Scott’s advocacy is beginning to have a real impact - now we can only hope that they read
the Economist at the Federal Reserve and the ECB.
—See also the comments on the Economists from [6]Scott Sumner, [7]Marcus Nunes, [8]David Beckworth,
[9]Luis Arroyo (in Spanish) and [10]Tyler Cowen.
1. http://www.economist.com/node/21542174
2. http://thefaintofheart.files.wordpress.com/2011/09/market-monetarism-13092011.pdf
3. http://thefaintofheart.files.wordpress.com/2011/09/market-monetarism-13092011.pdf
4. http://marketmonetarist.com/2011/10/14/rush-rush-market-monetarists-steven-horwitz-is-your-friend/
5. http://marketmonetarist.com/2011/10/15/horwitz-mccallum-and-markets-and-nothing-about-rush/
6. http://www.themoneyillusion.com/?p=12438
7. http://thefaintofheart.wordpress.com/2011/12/30/becoming-influential/
8. http://macromarketmusings.blogspot.com/2011/12/market-monetarist-mmt-and-austrian.html
9. http://www.miguelnavascues.com/2011/12/heterodoxia.html
10.

http://marginalrevolution.com/marginalrevolution/2011/12/

has-blogging-brought-a-new-golden-age-of-heterodox-macro.html

amv (2011-12-30 12:12:05)
Congrats! Happy to see you mentioned in the best magazine worldwide. Well deserved!

Guess what Greenspan said on November 17 1992 (2011-12-30 21:05)
This is then Federal Reserve chairman Alan Greenspan at the [1]meeting of the Federal Open Market Committee on November 1992:
”Let me put it to you this way. If you ask whether we are confirming our view to contain the success
that we’ve had to date on inflation, the answer is ”yes.” I think that policy is implicit among the members of
this Committee, and the specific instruments that we may be using or not using are really a quite secondary
question. As I read it, there is no debate within this Committee to abandon our view that a non-inflationary
environment is best for this country over the longer term. Everything else, once we’ve said that, becomes
technical questions. I would say in that context that on the basis of the studies, we have seen that to drive
nominal GDP, let’s assume at 4-1/2 percent, in our old philosophy we would have said that [requires] a
4-1/2 percent growth in M2. In today’s analysis, we would say it’s significantly less than that. I’m basically
arguing that we are really in a sense using [unintelligible] a nominal GDP goal of which the money supply
relationships are technical mechanisms to achieve that. And I don’t see any change in our view...and we will
know they are convinced (about ”price stability”) when we see the 30-year Treasury at 5-1/2 percent.”
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So in 1992 the chairman of the Federal Reserve was targeting 4.5 % NGDP growth and 30-years yields
at 5.5 % and calling it ”price stability”. Imagine Ben Bernanke would announce tomorrow that he would
conduct open market operations until he achieved the exact same target(s)?
PS I got this from Robert Hetzel’s great book on the history of the Fed [2]”Monetary Policy of the Federal Reserve - A History”.

1. http://www.federalreserve.gov/monetarypolicy/files/FOMC19921117meeting.pdf
2.

http://www.amazon.com/Monetary-Policy-Federal-Reserve-Macroeconomic/dp/0521881323/ref=sr_1_2?ie=UTF8&qid=

1325271839&sr=8-2

Lorenzo from Oz (2011-12-31 02:58:55)
Great find: makes me feel even better about [1]this post.
1. http://lorenzo-thinkingoutaloud.blogspot.com/2011/11/on-stupidity-of-some-central-banks.html

Lars Christensen (2011-12-30 22:01:02)
Brito, my theory is that there are two reasons. First the ”market approach” economists in the Fed ”Manley” Johnson
and Robert Keheler left the Fed. Second, the Asian crisis in 1998 shocked Greenspan into becoming a ”firefighter”.
See my earlier comment on Johnson and Keheler here: http://marketmonetarist.com/2011/10/08/keleher s-marketmonetarism/ My Johnson-Keheler hypothesis is exactly that - a hypothesis and I have very little hard evidence of it,
but I would be very interested in hearing what my readers think of it.
Marcus Nunes (2011-12-30 21:53:29)
Peter Unsurprisingly, YES! http://thefaintofheart.wordpress.com/2011/04/14/the-crisis-from-an-a d-perspective/
Marcus Nunes (2011-12-30 21:55:17)
Brito Although Greenspan mentions NGDPT, long before so did Volcker. But it was never an EXPLICIT policy.
Marcus Nunes (2011-12-30 21:43:28)
Pity that a few years later, in 1998, he was ”convinced” by inter alia the likes of Krugman that the economy was
”overheating”. At that point he acted in a way that imparted instability. Nevertheless he managed to bring the
economy back on trend by the time he handed it over to Bernanke. And the ”grear theorist” managed to lose it!
Brito (2011-12-30 21:16:24)
What happened, why did they stop targeting NGDP?
Peter (2011-12-30 21:21:52)
Amazing! So can we now say that what caused the great recession was the abandonment of NGDP targeting?
Guess what Greenspan said on November 17 1992 « Economics Info (2011-12-31 17:00:41)
[...] Source [...]

287

Scott wins Ezra Klein’s Wonky awards (2011-12-30 22:46)
This is from Ezra Klein’s [1]”first-annual Wonky awards”:
Central bank of the year: Sweden s Riksbank. It s hard to avoid noticing that Sweden has dodged the
economic woes that are ailing most of the world. Part of the credit here goes to deputy governor Lars Svensson, who spearheaded Sweden s extremely aggressive monetary policy. In 2009, the Riksbank – Sweden s
central bank – was the first bank to experiment with a negative interest rate. And it had assets on its balance
sheet equal to a stunning 25 percent of GDP, a sign of how much cash it was injecting into the economy,
compared with just 15 percent for the Federal Reserve. The bold moves worked: Sweden has been growing
at a decent clip.
Central bank dissenter of the year: Charles Evans. While some on the Federal Reserve s board of governors are worried that the central bank is doing too much and risking inflation, Evans has argued that the
Fed isn t doing enough to boost the economy. The president of the Federal Reserve Bank of Chicago, Evans
is one of the few bankers who seems to recognize that 9 percent unemployment should, as he put it, set
policymakers hair on fire as much as a slight uptick in inflation usually does.
Central bank harassers of the year: Though Rep. Ron Paul is the Federal Reserve s loudest critic, it s
Bloomberg News that may, unexpectedly, have been the biggest thorn in Ben Bernanke s side. Through a
FOIA request, the news agency [2]found out how individual banks took advantage of cheap lending from the
Fed during the height of the financial crisis, ultimately reaping some $13 billion in profit from the loans. The
new details sparked a huge tide of criticism against the Fed s lack of transparency.
Most influential-yet-obscure economic blogger: Scott Sumner. Be honest, how many people had even heard
of Nominal GDP level targeting before this year? No one. But as the economy stagnated, and policymakers
seemed increasingly incapable of mitigating the pain, many analysts started reading Sumner s blog with
interest. So far, the Federal Reserve has rejected his idea for NGDP target under which the Fed would essentially target a combination of real output plus inflation rather than focus on curbing inflation alone but
the notion has attracted support from everyone from Paul Krugman to Tyler Cowen to Goldman Sachs. And
much of that has to do with Sumner s near-monomaniacal focus on the topic.
Congrats [3]Scott, you are becoming a super star...correction you ARE a super star
HT David Levey and Doug Irwin
1.

http://www.washingtonpost.com/blogs/ezra-klein/post/presenting-the-first-annual-wonky-awards/2011/08/25/

gIQAIMwRQP_blog.html
2. http://www.bloomberg.com/news/2011-12-23/fed-s-once-secret-data-compiled-by-bloomberg-released-to-public.
html
3. http://www.themoneyillusion.com/?page_id=3443

Benjamin Cole (2011-12-31 05:04:56)
Excellent wrap-up for the year.

Tyler Cowen on the gold standard (2011-12-31 18:05)
Here is [1]Tyler Cowen on the gold standard:
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”The most fundamental argument against a gold standard is that when the relative price of gold is go
up, that creates deflationary pressures on the general price level, thereby harming output and employment.
There is also the potential for radically high inflation through gold, though today that seems like less a
problem than it was in the seventeenth century.
Why put your economy at the mercy of these essentially random forces? I believe the 19th century was
a relatively good time to have had a gold standard, but the last twenty years, with their rising commodity
prices, would have been an especially bad time. When it comes to the next twenty years, who knows?
Whether or not there is enough gold, and there always will be at some price, the transition to a gold
standard still involves the likelihood of major price level shocks, if only because the transition itself involves
a repricing of gold. A gold standard, by the way, is still compatible with plenty of state intervention.”
I fully agree - I think it would be an extremely bad idea to introduce a gold standard today. That does
not mean that the gold standard does not have some merits. It has - the gold standard will for example
significantly reduce discretion in monetary policy and I surely prefer rules to discretion in monetary policy.
Furthermore, I think that exchange rate based monetary policy also have some merits as it can ”circumvent”
the financial sector. Monetary policy is not conducted via a credit channel, but via a exchange rate channel
- that makes a lot of sense in a situation will a financial crisis.
However, why gold? Why not silver? Or Uranium? Or rather a basket of commodities. Robert Hall
has suggested a method that I fundamentally think has a lot of merit - [2]the ANCAP standard, which is
a basket of Ammonium Nitrate, Copper, Aluminum and Plywood. Why these commodities? Because as
Robert Hall shows they have been relatively highly correlated with the general cost of living. I am not sure
that these commodities are the best for a basket - I in fact think it would make more sense to use a even
broader basket like the so-called CRB index, but that is not important - the important thing is that the best
commodity standard is not one with one commodity (like gold), but rather a number of commodities so to
reduce the volatility of the basket.
Furthermore, it makes very little sense to me to keep the exchange rate completely fixed against the the
commodity basket. Has I have advocated in a number of earlier [3]posts I think a commodity-exchange
rates based NGDP targeting regime could make sense for small open economies - and maybe even for large
economies. Anyway, the important thing is that we can learn quite a bit from discussing exchange rate
and commodity based monetary standards. Therefore, I think the Market Monetarists should engage gold
standard proponents in in 2012. We might have more in common than we think.
Now I better stop blogging for this year - the guests will be here in a second and my wife don’t think
it is polite to write about monetary theory while we have guests;-)
Happy new year everybody!
1. http://marginalrevolution.com/marginalrevolution/2011/12/what-exactly-is-the-argument-against-gold.html
2. http://www.stanford.edu/~rehall/Explorations%20in%20Gold%20Standard%201982.pdf
3.
http://marketmonetarist.com/2011/12/26/the-compensated-dollar-and-monetary-policy-in-small-open-economies/

Just How Scary Is the Gold Standard? « Uneasy Money (2012-01-09 06:08:26)
[...] Christensen, commenting favorably on Tyler s criticism of the gold standard, opened up his blog to a debate
about the merits of the gold standard, and Blake Johnson, who [...]
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Guest blog: Tyler Cowen is wrong about gold (By Blake Johnson) « The Market Monetarist (2012-01-08 00:05:30)
[...] a recent post I commented on Tyler Cowen s reservations about the gold standard on his excellent blog [...]
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David Davidson and the productivity norm (2012-01-02 00:50)
[1]Mattias Lundbeck research fellow at the Swedish free market think tank [2]Ratio has an interesting [3]link
to a paper by Gunnar Örn over at Scott Sumner’s [4]blog. The paper is from 1999 and is in Swedish (so
sorry to those of you who do not read and understand Scandinavian...).
The paper reminded me that [5]David Davidson - who was a less well known member of the Stockholm
School - was a early proponent of a variation of the productivity norm. Davidson suggested that the monetary authorities should decompose the price index between supply factors and monetary/demand factors.
Hence, this is pretty much in line with what I recently have suggested with my [6]Quasi-Real Price Index
(strongly inspired by David Eagle). Davidson’s method is different from what I have suggested, but the idea
is nonetheless the same.
George Selgin has discussed Davidson’s idea extensively in his research. See for example here from [7]”Less
than Zero”:
”In his own attempt to assess the wartime inflation Swedish economist David Davidson came up with an
’index of scarcity’ showing the extent to which the inflation was due to real as opposed to monetary factors
(Uhr, 1975, p. 297). Davidson subtracted his scarcity index from an index of wholesale prices to obtain a
residual representing the truly monetary component of the inflation, that is, the component reflecting growth
in aggregate nominal spending.”
I hope in the future to be able to follow up on some of Davidson’s work and compare his price decomposition with my method (I should really say David Eagle’s method). Until then we can hope that some of
our Swedish friends will pitch in with comments and suggestions.
——Mattias has a update on his blog on this comment. See [8]here (Swedish)

1. http://www.ekonomism.us/
2. http://ratio.se/
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3. http://www2.ne.su.se/ed/pdf/27-6-go.pdf
4. http://www.themoneyillusion.com/?p=12448#comments
5. http://en.wikipedia.org/wiki/David_Davidson_(economist)
6. http://marketmonetarist.com/2011/12/17/a-method-to-decompose-supply-and-demand-inflation/
7. http://mises.org/books/less_than_zero_selgin.pdf
8. http://www.ekonomism.us/?e=4210

NGDP targeting would have prevented the Asian crisis (2012-01-03 00:05)
I have written a bit about boom, bust and bubbles recently. Not because I think we are heading for a new
bubble I think we are far from that but because I am trying to explain why bubbles emerge and what role
monetary policy plays in these bubbles. Furthermore, I have tried to demonstrate that my decomposition
of inflation between supply inflation and demand inflation based on an [1]Quasi-Real Price Index is useful
in spotting bubbles and as a guide for monetary policy.
For the fun of it I have tried to look at what role relative inflation played in the run up to the
Asian crisis in 1997. We can define relative inflation as situation where headline inflation is kept down
by a positive supply shock (supply deflation), which allow the monetary authorities to pursue a easy
monetary policies that spurs demand inflation.
Thailand was the first country to be hit by the crisis in 1997 where the country was forced to give
up it s fixed exchange rate policy. As the graph below shows the risks of boom-bust would have been clearly
visible if one had observed the relative inflation in Thailand in the years just prior to the crisis.

[2]
When Prem Tinsulanonda became Thai Prime Minister in 1980 he started to implement economic
reforms and most importantly he opened the Thai economy to trade and investments. That undoubtedly
had a positive effect on the supply side of the Thai economy. This is quite visible in the decomposition of
the inflation. From around 1987 to 1995 Thailand experience very significant supply deflation. Hence, if the
Thai central bank had pursued a nominal income target or a Selgin style [3]productivity norm then inflation
would have been significantly lower than was the case. Thailand, however, had a fixed exchange rate policy
and that meant that the supply deflation was counteracted by a significant increase in demand inflation
in the 10 years prior to the crisis in 1997.
In my view this overly loose monetary policy was at the core of the Thai boom, but why did investors not react to the strongly inflationary pressures earlier? As I have argued [4]earlier loose monetary
policy on its own is probably not enough to create bubbles and other factors need to be in play as well most notably the moral hazard.
Few people remember it today, but the Thai devaluation in 1997 was not completely unexpected. In
292

fact in the years ahead of the 97-devaluation there had been considerably worries expressed by international
investors about the bubble signs in the Thai economy. However, the majority of investors decided rightly
or wrongly ignore or downplay these risks and that might be due to moral hazard. [5]Robert Hetzel has
suggested that the US bailout of Mexico after the so-called Tequila crisis of 1994 might have convinced
investors that the US and the IMF would come to the rescue of key US allies if they where to get into
economic troubles. Thailand then and now undoubtedly is a key US ally in South East Asia.
What comes after the bust?
After boom comes bust it is said, but does that also mean that a country that have experience a
bubble will have to go through years of misery as a result of this? I am certainly not an Austrian in that
regard. Rather in my view there is a natural adjustment when a bubble bursts, as was the case in Thailand
in 1997. However, if the central bank allow monetary conditions to be tightened as the crisis plays out
that will undoubtedly worsen the crisis and lead to a forced and unnecessarily debt-deflation what Hayek
called a secondary deflation. In the case of Thailand the fixed exchange rate regime was given up and that
eventually lead to a loosening of monetary conditions that pulled the
NGDP targeting reduces the risk of bubbles and ensures a more swift recovery
One thing is how to react to the bubble bursting another thing is, however, to avoid the bubble in
the first place. Market Monetarists in favour NGDP level targeting and at the moment Market Monetarists
are often seen to be in favour of easier monetary policy (at least for the US and the euro zone). However,
what would have happened if Thailand had had a NGDP level-targeting regime in place when the bubble
started to get out of hand in 1988 instead of the fixed exchange rate regime?
The graph below illustrates this. I have assumed that the Thailand central bank had targeted a
NGDP growth path level of 10 % (5 % inflation + 5 % RGDP growth). This was more or less the NGDP
growth in from 1980 to 1987. The graph shows that the actually NGDP level increased well above the
target in 1988-1989. Under a NGDP target rule the Thai central bank would have tightened monetary
policy significantly in 1988, but given the fixed exchange rate policy the central bank did not curb the
automatic monetary easing that followed from the combination of the pegged exchange rate policy and
the positive supply shocks.

[6]
The graph also show that had the NGDP target been in place when the crisis hit then NGDP would have
been allowed to drop more or less in line with what we actually saw. Since 2001-2 Thai NGDP has been
more or less back to the pre-crisis NGDP trend. In that sense one can say that the Thai monetary policy
response to the crisis was better than was the case in the US and the euro zone after 2008 NGDP never
dropped below the pre-boom trend. That said, the bubble had been rather extreme with the NGDP level
rising to more than 40 % above the assumed target in 1996 and as a result the necessary NGDP was
very large. That said, the NGDP gap would never have become this large if there had been a NGDP
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target in place to begin with.
My conclusion is that NGDP targeting is not a policy only for crisis, but it is certainly also a policy
that significantly reduces the risk of bubbles. So when some argue that NGDP targeting increases the
risks of bubble the answer from Market Monetarists must be that we likely would not have seen a Thai
boom-bust if the Thai central bank had had NGDP target in the 1990s.
No balance sheet recession in Thailand

despite a massive bubble

It is often being argued that the global economy is heading for a New Normal
a period of low
trend-growth caused by a balance sheet recession as the world goes through a necessary deleveraging.
I am very sceptical about this and have commented on it [7]before and I think that Thai experience shows
pretty clearly that we a long-term balance sheet recession will have to follow after a bubble comes to an
end. Hence, even though we saw significant demand deflation in Thailand after the bubble busted NGDP
never fell below the pre-boom NGDP trend. This is pretty remarkable when the situation is compared to
what we saw in Europe and the US in 2008-9 where NGDP was allowed to drop well below the early trend
and in that regard it should be noted that Thai boom was far more extreme that was the case in the US or
Europe for that matter.
1. http://marketmonetarist.com/2011/12/17/a-method-to-decompose-supply-and-demand-inflation/
2. http://marketmonetarist.files.wordpress.com/2012/01/qpri-thailand.jpg
3. http://www.iea.org.uk/files/upld-book98pdf?.pdf
4. http://marketmonetarist.com/2011/12/27/boom-bust-and-bubbles/
5.

http:

//www.bancaditalia.it/studiricerche/convegni/atti/Financial_Market_Regulation/session_c2/Hetzel_Paper.pdf
6. http://marketmonetarist.files.wordpress.com/2012/01/ngdp-thailand.jpg
7. http://marketmonetarist.com/2011/11/13/irving-fisher-and-the-new-normal/

Demand inflation | Digitalworldcafe (2012-01-05 09:07:59)
[...] NGDP targeting would have prevented the Asian crisis « The Market & [...]

Ambrose Evans-Pritchard once again endorses Market Monetarism (2012-01-03 11:17)
Here is the Daily Telegraph’s [1]Ambrose Evans-Pritchard:
”Central banks have the means to prevent a 1930s outcome, even with rates at zero, if willing to deploy
Fisher-Friedman monetary stimulus with conviction, buying assets from non-banks and targeting nominal
GDP growth of 5pc. But policy defeatism is in the air, and Austro-liquidationists are winning the popular
debate.”
Ambrose continue to be the most outspooken British commentator in favour of NGDP targeting - Market Monetarist style.
See also my earlier [2]post on Ambrose’s views.

1.

http://www.telegraph.co.uk/finance/comment/ambroseevans_pritchard/8987846/

Ambrose-Evans-Pritchard-2012-could-be-the-year-Germany-lets-the-euro-die.html
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2. http://marketmonetarist.com/2011/12/02/wauw-we-have-a-market-monetarist-at-the-telegraph/

W. Peden (2012-01-03 20:52:37)
Re: buying from the non-bank public, I’m not sure that the FX market is necessary. Pension and insurance funds
have plenty of capacity to buy and sell the kinds of assets that central banks are authorised to hold. I think it’s helpful
to think of asset prices as an intermediate stage in monetary policy. Some people talk of exchanging base money for
financial assets as if it’s just an inert asset swap, but it changes the quantity of interest-bearing assets (assuming the
central bank isn’t doing something stupid like paying interest on reserves) and thereby the price. Since the non-CB
demand for financial assets is unchanged, it becomes easier for agents to create new financial assets (corporate bonds,
loans and government bonds for that matter). Hence the noticeable effect of monetary policy actions on corporate
equity e.g. stock market prices. One of the problems is that, while the UK should be well-disposed to NGDP targeting,
the UK is one of the last fortresses of Keynesianism and while Keynes’s name still has a mystical quality, attatching
Friedman’s name to anything is a sure way of making it unacceptable and disreputable. We are, after all, the country
where this happened- http://en.wikipedia.org/wiki/Adam Smith College #Students.27 Association
Lars Christensen (2012-01-03 21:09:14)
W. Peden, you are right that QE can easily be done through pension etc., but the reason why I increasingly think the
FX market is a good place to conduct QE is that it is very transparent. Take the Bank of England. In my view it
could announce a path for the pound against a basket of currencies (or a basket of commodities) every month in the
same way as it today it today announces rate (and QE) decisions. It could announce that it would keep the pound
within a 5 % band and that it would announce a new FX part every month. By doing it in this way the market
would probably take care of most of the adjustment based market expectations of the outlook for NGDP. This is a
bit more transparent version of the Swiss model. (or a Singapore model) and I am pretty sure it would work. If the
Fed or the ECB did introduced such a policy it would probably give some political problems (in terms of ”competitive
devaluation”), but I am pretty sure the BoE could get away with it. The policy does not have to be permanent and
could be given up again once a ”normal” state in the economy has returned.
David Beckworth (2012-01-03 16:13:20)
Lars, I really like the fact that he emphasized purchasing assets from the non-bank public.
Lars Christensen (2012-01-03 16:52:20)
David, I completely agree. In fact I am increasingly convinced at the extreme focus on conducting monetary policy
via the banking sector both in Europe and the US is undermining the efforts to ease monetary conditions. That is
also why I in recent posts have argued that it might be perferable to use the FX market for QE.
Benjamin Cole (2012-01-03 20:08:09)
A year ago, no one knew about MM. Now we are in the fight—time to win the fight.

Divisia Money and ”A Subjectivist Approach to the Demand for Money” (2012-01-04 07:49)
Recently [1]Scott Sumner have brought up William Barnett’s new book [2]”Getting it Wrong: How Faulty
Monetary Statistics Undermine the Fed, the Financial System, and the Economy”. The theme in Barnett’s
book is basically that ”normal” money supply numbers where subcomponents of the money supply is added
up with equal weight give wrong measure of the ”real” money supply. Instead Barnett’s recommend using a
so-called Divisia Money method of the money supply.
[3]Here is a William Barnett’s discription of divisia money (from the comment section on Scott’s
blog):
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”Unlike the Fed s simple-sum monetary aggregates, based on accounting conventions, my Divisia monetary
aggregates are based on microeconomic aggregation theory. The accounting distinction between assets and
liabilities is irrelevant and is not the same for all economic agents demanding monetary services in the
economy. What is relevant is market data not accounting data.”
And here is the official book discription of Barnett’s book:
”Blame for the recent financial crisis and subsequent recession has commonly been assigned to everyone from Wall Street firms to individual homeowners. It has been widely argued that the crisis and recession
were caused by ”greed” and the failure of mainstream economics. In Getting It Wrong, leading economist
William Barnett argues instead that there was too little use of the relevant economics, especially from
the literature on economic measurement. Barnett contends that as financial instruments became more
complex, the simple-sum monetary aggregation formulas used by central banks, including the U.S. Federal
Reserve, became obsolete. Instead, a major increase in public availability of best-practice data was needed.
Households, firms, and governments, lacking the requisite information, incorrectly assessed systemic risk
and significantly increased their leverage and risk-taking activities. Better financial data, Barnett argues,
could have signaled the misperceptions and prevented the erroneous systemic-risk assessments.
When extensive, best-practice information is not available from the central bank, increased regulation can constrain the adverse consequences of ill-informed decisions. Instead, there was deregulation.
The result, Barnett argues, was a worst-case toxic mix: increasing complexity of financial instruments,
inadequate and poor-quality data, and declining regulation. Following his accessible narrative of the deep
causes of the crisis and the long history of private and public errors, Barnett provides technical appendixes,
containing the mathematical analysis supporting his arguments.”
Needless to say I have ordered the book at look forward to reading. I am, however, already relatively well-read in the Divisia money literature and I have always intuitively found the Divisia concept
interesting and useful and which that more central bank around the world had studied and published Divisia
money supply numbers and fundamentally I think Divisia money is a good supplement to studying market
data as Market Monetarists recommend. Furthermore, it should be noted that the weight of the different
subcomponents in Divisia money is exactly based on market pricing of the return (the transaction service)
of different components of the money supply.
My interest in Divisia money goes back more than 20 years (I am getting old...) and is really based
on an article by Steven Horwitz from 1990. In the article [4]”A Subjectivist Approach to the Demand for
Money” Steve among other thing discusses the concept of ”moneyness”. This discussion I think provide
a very good background for understanding the concept of Divisia Money. Steve does not discuss Divisia
Money in the article, but I fundamentally think he provides a theoretical justification for Divisa Money in
his excellent article.
Here is a bit of Steve’s discussion of ”moneyness”:
”Hicks argues that money is held because investing in interest-earning assets involves transactions
costs ; the act of buying a bond involves sacrificing more real resources than does acquiring money. It is at
least possible that the interest return minus the transactions costs could be negative, making money’s zero
return preferred.
While this approach is consistent with the observed trade-off between interest rates and the demand
for money (see below), it does not offer an explanation of what money does, nor what it provides to its
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holder, only that other relevant substitutes may be worse choices. By immediately portraying the choice
between money and near-moneys as between barrenness and interest, Hicks starts off on the wrong track.
When one ”objectifies” the returns fro111each choice this way, one is led to both ignore the yield on money
held as outlined above and misunderstand the choice between holding financial and non-financial assets.
The notion of a subjective yield on money can help to explain better the relationship between money and
near-moneys.
One way in which money differs from other goods is that it is much harder to identify any prticular
good as money because goods can have aspects of money, yet not be full-blooded moneys. What can be
said is that financial assets have degrees of ”moneyness” about them, and that different financial assets can
be placed along a moneyness continium. Hayek argues that: ”it would be more helpful...if ”money”were
an adjective describing a property which different things could possess to varying degrees. A pure money
asset is then defined as the generally accepted medium of exchange. Items which can he used as lnedia of
exchange, but are somewhat or very much less accepted are classified as near-moneys.
Nonetheless, money and near-moneys share an important feature Like all other objects of exchange,
their desirability is based o n their utility yield. However in the case of near-moneys, that yield is not
simply availability. Near-moneys do yield some availability services, but not to the degree of pure money.
’The explanation is that by definition, near-moneys are not as generally acceptable and therefore cannot he
available for all the same contingencies as pure money. For example, as White argues, a passbook savings
account is not the same as pure money because, aside from being not directly transferrable (one has to go to
the hank and make a withdrawal, unlike a demand deposit), it is not generally acceptable. Even a demand
deposit is not quite as available as currency or coin is - some places will not accept checks. These kinds of
financial assets have lower availability yields than pure money because they are simply not as marketable.”
If you read Steve’s paper and then have a look at the Divisia numbers - then I am pretty sure that
you will think that the concept makes perfect sense.
And now I have written a far too long post - and you should not really have wasted your time on
reading my take on this issue as the always insightful Bill Woolsey has a much better discussion of the topic
[5]here.
1. http://www.themoneyillusion.com/?p=12488
2. http://www.amazon.com/Getting-Wrong-Statistics-Undermine-Financial/dp/0262516888
3. http://moneyterms.co.uk/divisia/
4. http://myslu.stlawu.edu/~shorwitz/Papers/Subjectivist%20Money%20JEEH%201990.pdf
5. http://monetaryfreedom-billwoolsey.blogspot.com/2012/01/divisa-measures-of-quantity-of-money.html

JP Koning (2012-01-04 18:02:02)
I too read Steve’s paper on subjective money some time ago and have always liked it. If moneyness is a subjective
concept, and I think it is, then trying to sum up various money assets into a Divisia index is problematic. That’s
because an asset that appears to be high on one person’s subjective moneyness scale will be low on another’s, the
result being that it is impossible to create objective categories for moneyness. Ultimately, the best way to determine
moneyness is to back out the market’s assessment of an asset’s liquidity premium. The best way to do this is to
introduce liquidity options on various assets and see how the market prices these options. Anyways, this is science
fiction for now since liquidity options don’t exist.
Lars Christensen (2012-01-04 18:12:30)
JPK, I completely agree - I must admit that I used to think that you could measure the moneyness, but I have become
a lot more skeptical about that and there is no doubt that I these days are much more of a Market Monetarist than
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a old-school monetarist. This is no surprise for my readers I guess, but nonetheless I still think that money supply
and divisia money is containing useful information. Anyway, I am happy you read Steve’s paper and I am sure that
he appreciates it as well. Without saying to much I am sure that Steve more or less agrees with my view of Divisia
Money.
Benjamin Cole (2012-01-04 21:37:00)
The Divisa numbers are fascinating. I have always wondered about money supply numbers, given the vast hoards
of US cash ( $800 billion held somewhere, probably overseas), American food stamps, the shrinking barriers between
liquid and illiquid, and the ability to instantly transfer money from offshore to onshore (now even Chinese mainlanders
can instantly transfer money to the USA through banks such as East West Bank). For this reasons I think targeting
NGDP makes sense, in a rules-based system, since we hardly know what is the money supply at any time. That said,
there is a ”judgement zone,” since we don’t have real time on NGDP. We may have many proxies, and in this age
of Internet, one could hope the proxies are close. The Fed, while following a rules-based system, may be required to
”play it by ear” on the front lines, while the overall war strategy is set in stone.
Barnett getting it right& « The Market Monetarist (2012-01-04 23:07:31)
[...] William Barnett has a comment on his blog about the comments from Scott Sumner, Bill Woolsey and myself.
[...]
JP Koning (2012-01-06 02:12:06)
http://jpkoning.blogspot.com/2012/01/moneyness-and-liquidity-options .html

Barnett getting it right... (2012-01-04 23:05)
William Barnett has a [1]comment on his blog about the comments from [2]Scott Sumner, [3]Bill Woolsey
and [4]myself.
Here is Barnett:
”Regarding the insightful commentaries that just appeared on the three blogs, The Money Illusion, The
Market Monetarist, and Monetary Freedom, I just posted the following reply on the Monetary Freedom
blog.
All very interesting. The relevant theory is in the appendixes to my new book, Getting It Wrong. The
source of the new Divisia data is the program I now direct at the [5]Center for Financial Stability in NY
City. The program is called [6]Advances in Monetary and Financial Measurement (AMFM).
AMFM will include a Reports section discussing monetary conditions. Although not yet online, that section
will address many of the concerns rightfully appearing in the excellent blogs, The Money Illusion, The Market
Monetarist, and Monetary Freedom. The distinction between the AMFM Reports section and the AMFM
Library, which is already online, is that the AMFM Library only relates to articles published in peer-reviewed
journals and books, while the AMFM Reports section will relate to the public media and online blogs.
There will be a press release when the full AMFM site is ready to go online.”
I certainly hope to be able to follow up on William’s work in the future. I am particularly interested in
the reasons for the sharp drop in Divisia M3 and Divisia M4 in 2008/09. The numbers surely confirms that
monetary policy has dramatically tightened in 2008 - as Market Monetarists long has argued - most notable
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[7]Scott Sumner and [8]Bob Hetzel.
1. http://economistmind.blogspot.com/2012/01/my-reply.html
2. http://www.themoneyillusion.com/?p=12488
3. http://monetaryfreedom-billwoolsey.blogspot.com/2012/01/divisa-measures-of-quantity-of-money.html
4. http://marketmonetarist.com/2012/01/04/divisia-money-and-a-subjectivist-approach-to-the-demand-for-money/
5. http://www.centerforfinancialstability.org/index.php
6. http://www.centerforfinancialstability.org/amfm.php
7. http://voxeu.org/index.php?q=node/3961
8. http://www.richmondfed.org/publications/research/economic_quarterly/2009/spring/pdf/hetzel2.pdf

Guest post: Why I Support NGDP Targeting (by David Eagle) (2012-01-05 16:50)
Welcome to David Eagle
I am extremely happy that professor David Eagle have accepted to write a series of guest blogs on
my blog. I only recently became aware of David s impressive research, but consider it to be truly original
and in my view his research presents an extremely strong theoretical and empirical case for Nominal GDP
level targeting, which of course is at the core of Market Monetarist thinking.
I have already written a number of [1]posts on David s research and even tried to elaborate on his
research specifically in terms of suggesting a method based on David s research to decompose inflation
between demand inflation and supply inflation based on what I strongly inspired by David has termed a
[2]Quasi-Real Price Index (QRPI) and it is my hope that my invitation to David to write the guest blogs
will help give exposure to his very interesting research. Furthermore, I hope that other researchers will be
inspired by David s truly path-breaking research to conduct research into the advantages of NGDP level
targeting and related topics.
So once again, thank you David. It is an honour to host your guest blogs.
Lars Christensen

Why I Support NGDP Targeting
By David Eagle
Nominal GDP (NGDP) represents the total spending in the economy, which in essence is the total
aggregate demand in the economy. The term nominal means that we ignore the effect of inflation on the
value of the spending. If we adjust for the effect of inflation, we then get a real value. In particular, real
GDP (RGDP) represents the total spending adjusted for the effect of inflation on the purchasing power of
that spending. RGDP also represents the conventional measure of total real supply in the economy because
usually demand equals supply in a free economy. I believe that, for most contingencies in the economy,
both monetary policy and fiscal policy (as far as its aggregate-spending effects) should focus on targeting
the total spending in the economy as measured by NGDP. That way we will (i) reduce the prolonged
high unemployment that has usually followed past recessions, (ii) minimize the demand-caused inflation
uncertainties people experience while maintaining the role inflation or deflation plays in the sharing of
aggregate-supply risk, (iii) reduce the likelihood of the economy experiencing a liquidity trap, and (iv)
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eliminate the stimulate-the-economy excuse for perpetual fiscal deficits when NGDP is at or above its
target.
While I support nominal-GDP targeting (NT), I do not support nominal-GDP-growth-rate targeting
(”NT). I have long been an opponent of inflation targeting (IT), and I view ”NT to be almost as bad as IT.
Both ”NT and IT expose the economy to negative NGDP base drift, which is the source of several economic
problems: (i) prolonged unemployment following recessions, (ii) greater uncertainty for borrowers, lenders,
and other payers and receivers of fixed nominal future payments, and (iii) price-level indeterminacy, which
can manifest itself in a liquidity trap like what many central banks throughout the world are currently
facing.
I also am an opponent of price-level targeting (PLT) even though the NGDP base drift under PLT
will be substantially less than under IT. The reason is because Pareto efficiency requires people with
average relative risk aversion to proportionately share in the risks of changes in real aggregate output.
Nominal contracts under NT naturally lead to this proportionate sharing. However, PLT circumvents
that proportionate sharing so that borrowers and other payers of fixed nominal payments absorb all the
aggregate-supply risk of those payments in order to protect lenders and other receivers of fixed nominal
payments from this risk.
I find that NT Pareto dominates PLT, IT, and ”NT. The only reason why NT is not Pareto efficient is a central bank cannot always meet its NGDP target. I also find through empirical simulations that
NT can eliminate the vast majority of the higher-than-normal, long-term unemployment that has usually
plagued our economies following recessions. Hence, I look at NT as the most desirable targeting regime
from both a theoretical, Pareto-efficiency standpoint and from an empirical standpoint.
In the upcoming weeks, I plan to write several more guest blogs for The Market Monetarist to explain the theoretical and empirical justification for the points I have made in this introduction. In some
cases I will explain the full basis for that justification; in other cases, I will refer to other papers I or others
have written. My proposed blogs (which may change as I write this blogs) are as follows:

1. Understanding NGAP, NGDP Base Drift, and Growth Vs. Level Targeting
2. The Two Fundamental Welfare Principles of Monetary Economics
3. Why Price-Level Targeting Pareto Dominates Inflation Targeting
4. NGDP Base Drift

Why Recessions are followed by Prolonged High Unemployment

5. NGDP Base Drift, Price Indeterminacy, and the Liquidity Trap
6. Three Reasons to Target the Level of rather than the Growth Rate of Nominal GDP
My second blog will use examples to explain the concepts of NGAP, NGDP base drift, and the difference
between targeting the level of NGDP and Targeting the growth rate of Nominal GDP. This blog will also
summarize the difference between price-level targeting and inflation targeting, and discuss the concepts of
PGAP and price-level base drift.
© Copyright (2012) David Eagle
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1. http://marketmonetarist.com/2011/12/03/quasi-real-indexing-indexing-for-market-monetarists/
2. http://marketmonetarist.com/2011/12/17/a-method-to-decompose-supply-and-demand-inflation/

The statu quo wins | Historinhas (2012-01-06 21:48:30)
[...] read what David Eagle´s guest post at The Market Monetarist has to say about IT: While I support nominal-GDP
targeting (NT), I do not [...]
Guest Post: Economic Collapse? We re Soaking In It! (2012-01-05 23:15:49)
[...] Guest post: Why I Support NGDP Targeting (by David Eagle) [...]
Martin (2012-01-06 01:55:09)
”Pareto efficiency requires people with average relative risk aversion to proportionately share in the risks of changes
in real aggregate output.” How does this change when for example most creditors are risk-neutral? IT would still
dominate PLT, but is there are policy conceivable that is even better than IT? I am thinking IT+: a little bit of extra
demand inflation to get above target.
Martin (2012-01-06 01:56:50)
I look forward to seeing your future posts Prof. Eagle. It looks very promising.
Guest blog: Growth or level targeting? (by David Eagle) « The Market Monetarist (2012-01-09 21:31:39)
[...] See also David s first guest post Why I Support NGDP Targeting . [...]

A report on my blogging in 2011 - directly from Wordpress (2012-01-05 19:35)
The WordPress.com stats helper monkeys prepared a 2011 annual report for this blog.

[1]
Here’s an excerpt:
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The concert hall at the Sydney Opera House holds 2,700 people. This blog was viewed about
31,000 times in 2011. If it were a concert at Sydney Opera House, it would take about 11 sold-out
performances for that many people to see it.
[2]Click here to see the complete report.
1. file://localhost/2011/annual-report/
2. file://localhost/2011/annual-report/

Selgin and Eagle should be best friends (2012-01-06 00:13)
David Eagle has a comment on Integral’s [1]piece on Evan Koeing. Here is some of the comment:
”This is my first comment, Integral s review states that Koenig notes that since nominal debts are paid
out of nominal income, any adverse shock to income will lead to financial disruption, not just shocks to the
price level. This drew my attention for reasons I will state in a moment so I looked at what Koenig wrote
on p. 1, which is Households and firms obligated to make fixed nominal payments are exposed to financial
stress whenever nominal income flows deteriorate relative to expectations extant when the obligations were
accepted, independent of whether the deterioration is due to lower-than-expected inflation or to lower-thanexpected real income growth. Both of these statements seem to indicate that the financial distress from an
aggregate-supply shock is due to the income being in nominal form. I disagree; the financial distress related
to aggregate-supply shocks will occur on average to people regardless whether their income is in real terms
or nominal terms. The reason is because real aggregate supply is basically also real income. If real aggregate
supply falls so must real income and so must average real income, by the same proportion. Hence what
happens to a household s income on average is the same whether the income is in real or nominal terms.
Now we look at two households A and B where B is making a nominal payment to A. Also, assume that
these households are average in the sense that both of their real incomes not including this nominal payment
change proportionately to real aggregate supply as they do in Koenig s model. Under successful price-level
or inflation targeting, the real value of that nominal payment will be unchanged. Hence household B will
be squeezed between his declining real income and the constant real payment he must make to A. On the
other hand, while A is only exposed to her own real income declining, not the real value of the payment she
is receiving from B. Therefore, under price-level or inflation targeting, the payer of the nominal payments
absorbs more of the aggregate-supply risk than does the receiver.”
Note especially the bold part. Here is George Selgin in [2]”Less than Zero” (page 41-42):
”... if the price level is kept constant in the face of unexpected improvements in productivity, readily adjusted
money incomes, including profits, dividends,and some wage /payments, will increase; and recipients of these
flexible money payments will benefit from the improvements in real output. Creditors, however, will not be
allowed to reap any gains from the same improvements, as debtors’ real interest payments will not increase
despite a general improvement in real earnings. Although an unchanged price level does fulfil creditors’
price-level expectations, creditors may still regret having engaged in fixed nominal contracts, rightly sensing
that they have missed out on their share of an all-around advance of real earnings, which share they might
have been able to insist upon had they (and debtors also) known about the improvement in productivity in
advance.
Now imagine instead that the price level is allowed to fall in response to improvements in productivity.
Creditors will automatically enjoy a share of the improvements, while debtors will have no reason to complain: although the real value of the debtors’ obligations does rise, so does their real income, while the
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nominal payments burden borne by debtors is unchanged. Debtors can, in other words, afford to pay higher
real rates of interest; they might therefore, for all we know, have been quite happy to agree to the’ same
fixed nominal interest rate had both they and creditors been equipped with perfect foresight. Therefore the
debtors’ only possible cause for regretting the (unexpected) drop in prices is their missed opportunity to
benefit from an alternative (zero inflation) that would in this case have given them an artificial advantage
over creditors.”
It seems to me that David and George more or less have the same model in their heads...what do you
think?
1. http://marketmonetarist.com/2011/12/27/the-integral-reviews-paper-1-koenig-2011/
2. http://mises.org/books/less_than_zero_selgin.pdf

Benjamin Cole (2012-01-06 18:59:11)
OT but fun. Lars, you created there excellent ”Market Monetarist” handle for our movement. I propose we unfairly but
diligently and resolutely lump other monetarists into a camp we dub the ”Theo-Monetarists.” People have been braying about inflation so much they have not recognized the true modern threat to the USA and Europeans economies
and that is Japan-itis. What you have now is ”Theo-monetarism.” Theo-monetarism, as practiced, is resulting in
recessionary deflations, and a Japan-like economy. Japan has an extremely strong yen. Japan has had 15 percent
deflation in the last 20 years. Japan’s manufacturing output has fallen 20 percent in that time period, while stock and
equity markets cratered by 80 percent. Banks have never recovered as their real estate loans are ever getting worse.
(Loans are made in nominal yen). You call that Theo-Monetarism. A faith that tight money works, despite abundant
empirical evidence to the contrary. We make the battle between Market Monetarists vs. Theo-Monetarists. That’s a
battle we can win.
jubaidcheess (2012-01-06 00:33:32)
I am delighted that I found this blog , just the right info that I was looking for! .
Bill Woolsey (2012-01-06 00:40:34)
When I read Eagle’s guest post, I immediately thought of Selgin’s Less Than Zero.

Did Japan have a ”productivity norm”? (2012-01-07 09:11)
A couple of days ago I stumbled on a [1]comment from George Selgin that made me think of deflation in
Japan. Here is George’s comment (from 2009):
”From roughly 1999 through 2005, on the other hand, Japan s deflation rate did more-or-less match its
rate of productivity growth. But by then the Japanese economy was growing again, if only modestly. This
happened in part precisely because the Japanese government had at last turned to quantitative easing: had
it not done so Japan s deflation might well have proceeded well beyond productivity-norm bounds. In short,
Japan s case suggests that deflation (insofar as it doesn t exceed the bounds of productivity growth) and
zero interest rates are each of them red-herrings: Japan s economy tanked when its NGDP growth rate fell
dramatically, and it began to recover when the rate stabilized again, even though it stabilized at a very low
value. (It has since slumped badly again.)”
So what George is saying is effectively saying is that at least for a period Japan did de facto have a ”productivity norm”. I was unaware that George had that view when I sometime ago commented on Japanese
deflation. In my comment [2]”Japan s deflation story is not really a horror story” I argued that ”obviously,
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Japan has deflation because money demand growth consistently outpaces money supply growth. That s
pretty simple. That, however, does not necessarily have to be a problem in the long run if expectations have
adjusted accordingly. The best indication that this has happened is that Japanese unemployment in fact is
relatively low. So maybe what we are seeing in Japan is a version of George Selgin s productivity norm . I
am not saying Japanese monetary policy is fantastic, but it might not be worse than what we are seeing in
the US and Europe.”
I have to admit that I wrote that without having a real good look at the Japanese data and before I
had written about decomposition of inflation between demand inflation and supply inflation. So when I read
George’s comment I decided to have a look at the Japanese data once again and do a Quasi-Real Price Index
for Japan.
The graph below tells the Japanese deflation story.

[3]
The graph shows that George is a bit too ”optimistic” about how long Japan have had a productivity
norm - while George claims that this (unintended!) policy started in 1999 that is not what my decomposition of Japanese inflation shows. In fact Japan saw significant demand deflation until 2003. That said, the
period 1999 until 2008 was clearly less deflationary than was the case in the 1990s when monetary policy
was strongly deflationary and we saw significant demand deflation. However, it is clear that George to some
extent is right and there was clearly a period over the past decade where monetary policy looked liked it
followed a productivity norm, but it is also clear - as George states - that from 2007/8 monetary policy
turned strongly deflationary once again.
Overall, I am pleasantly surprised by the numbers as it very clearly illustrates the shifts in monetary policy
in Japan over the past 30 years. First, it is very clear how Japanese monetary policy was tightened in
1992-93 and remained strongly deflationary until 2002-3, In that regard it is hardly surprisingly that the
1990s is called Japan’s ”lost decade”. The fault no doubt is with Bank of Japan - it kept monetary policy in
a deflationary mode for nearly a decade.
However, in March 2001 the Bank of Japan announced a policy of quantitative easing. For those who
believe that QE does not work they should have a look at my graph. It is very clear indeed that it does work
- and from 2002 demand deflation eased off. This by the way coincided with a relatively strong rebound in
Japanese growth and the Japanese economy kept on growing nicely until the Bank of Japan reversed its QE
policy in 2007. Since then deflation has returned - and once again the Bank of Japan is to blame.
But once again George Selgin is correct - yes, we continued to have headline deflation in the period 2001-2007,
but from 2003 this deflation was primarily a result of a positive productivity shock. In that sense the Bank
of Japan had a period where it followed a productivity norm. The problem was that this was never a stated
policy and as a result Japan was once allowed fall back to demand deflation from 2007.
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1. http://www.cato-unbound.org/2009/09/29/george-a-selgin/lets-make-a-deal/
2. http://marketmonetarist.com/2011/10/16/japan%E2%80%99s-deflation-story-is-not-really-a-horror-story/
3. http://marketmonetarist.files.wordpress.com/2012/01/japan-qrpi.jpg

Japan shows that QE works « The Market Monetarist (2012-01-09 23:14:57)
[...] a couple of posts (see here and here) I have argued that the Japanese deflation story is more complicated than
both economists and [...]
JP Koning (2012-01-07 19:52:01)
”In fact Japan saw significant demand inflation until 2003.” Do you mean that Japan saw significant demand deflation
until 2003?
JP Koning (2012-01-07 19:58:38)
I visited Japan five years ago and was surprised by the prosperity I saw. I’d been conditioned by economists to believe
that Japan was a basket case. The contradiction between what I was reading and what I saw first hand can be in
part explained by your posts on this issue.
Lars Christensen (2012-01-07 20:05:17)
Oops JP - you are right. Thanks.Will correct it asap.
Lars Christensen (2012-01-07 20:20:17)
JPK, I completely agree - living standards are certainly very high Japan and I have the same experience from visiting
Japan.
Benjamin Cole (2012-01-08 22:02:13)
Lars–The Japanese have high living standards due to their excellent culture. Crime is low, and they spend almost
nothing on national defense and only four percent of GDP on healthcare. This frees up much income for regular living.
(The US spends about 16 percent of GDP on health care, and 6-7 percent on defense–so you see, the Japanese get
nearly a one-quarter boost in disposable income, so to speak). There is much USA can learn from Japan, especially
in the delivery of health care and national defense. But monetary policy has been a noose around their economy’s
neck—and I understand they may have done better when they did QE. As Sumner points out, QE alone is not as
good as QE with clear targets.
Lars Christensen (2012-01-08 22:08:01)
BC, I completely agree - QE without targeting is not a very good idea and that has certainly been a problem in Japan.
Furthermore, Bank of Japan has failed to reintroduce QE and as a result is back in a situation with demand deflation.
Jonathan M.F. Catalán (2012-01-07 20:21:16)
Lars, Check out Richard Johnsson’s paper [1]Deflation and Japan Revisited. Unless my memory fails me, it discusses
data relevant to the productivity norm.
1. http://mises.org/journals/qjae/pdf/qjae8_1_2.pdf

Lars Christensen (2012-01-07 20:39:32)
Jonathan, that is excellent. Thanks a lot - I hope I will find time to read the paper in the coming weeks and then I
might do a post on it.
Benjamin Cole (2012-01-07 22:22:58)
Cricky! Get real dudes. Japan’s manufacturing output has slumped 20 percent since 1992 (the USA’s doubled in this
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same time frame). Japanese stocks are down 75 percent, and real estate down 80 percent. This is abject failure–doubly
so for a nation with a disciplined and educated work force, and that at one time (1990) was regarded as the future
leader of the world. Theo-monetarism, or tight money, simply does not work. The yen has soared in value in this time
frame. Yet Japan has been the sickly child of Western economies. Japan’s central bank might as well be a criminal
enterprise for the harm it has inflicted on Japan. Who knows? Maybe the yakuza are long bonds.
Lars Christensen (2012-01-07 22:36:14)
BC, it obviously correct that Bank of Japan has failed, but the period that the BoJ did QE it actually worked and demand deflation disappeared and growth returned. But yes BoJ has failed - the fact that we have had demand
deflation in 15 of the past 20 years demonstrates that. And then again I do certainly agree with JP Koning that
Japanese living standards are very high - despite failed monetary policies. Regard the market performance it could
interesting to have a look at the performance of the Japanese stock market in the period when demand inflation turned
positive.
JP Koning (2012-01-09 17:48:24)
Lars, this new post by Krugman reminded me of your post, in particular the one from December that
you link to above.
Note how GDP is adjusted by worker, therefore standardizing for demographics.
http://krugman.blogs.nytimes.com/2012/01/09/japan-reconsidered-2/

Guest blog: Tyler Cowen is wrong about gold (By Blake Johnson) (2012-01-08 00:05)
In a recent [1]post I commented on Tyler Cowen’s [2]reservations about the gold standard on his excellent
blog Marginal Revolution. In my comment I invited to dialogue between Market Monetarists and gold
standard proponents and to a general discussion of commodity standards. I am happy that Blake Johnson
has answered my call and written a today’s guest blog in which he discusses Tyler’s reservations about the
gold standard.
Obviously I do not agree with everything that my guest bloggers write and that is also the case
with Blake’s excellent guest blog. However, I think Blake is making some very valid points about the gold
standard and commodity standards and I think that it is important that we continue to discuss the validity
of different monetary institutions - including commodity based monetary systems - even though I would
not ”push the button” if I had the option to reintroduce the gold standard (I am indirectly quoting [3]Tyler
here).
Blake, thank you very much for contributing to my blog and I look forward to have you back another time.
Lars Christensen
—————Guest blog: Tyler Cowen is wrong about gold
By Blake Johnson
I have been reading Marginal Revolution for several years now, and genuinely find it to be one of
the more interesting and insightful blogs out there. Tyler Cowen s prolific blogging covers a massive range
of topics, and he is so well read that he has something interesting to say about almost anything.
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That is why I was surprised when I saw Tyler s most recent post on the gold standard. I think
Tyler makes some claims based on some puzzling assumptions. I d like to respond here to Cowen s criticism
of the gold standard, as well as one or two of Lars points in his own response to Cowen.
The most fundamental argument against a gold standard is that when the relative price of gold is
go up, that creates deflationary pressures on the general price level, thereby harming output and employment. There is also the potential for radically high inflation through gold, though today that seems like less
a problem than it was in the seventeenth century.
I am surprised that Cowen would call this the most fundamental argument against the gold standard. First, regular readers of the Market Monetarist are likely very familiar with Selgin s excellent piece
[4] Less than Zero which Lars is very fond of. There is plenty of evidence that suggests that there is
nothing necessarily harmful about deflation. Cowen s blanket statement of the harmful effects of deflation
neglects the fact that it matters very much why the price level is falling/the real price of gold is going up.
The real price of gold could increase for many reasons.
If the deflation is the result of a monetary disequilibrium, i.e. an excess demand for money, then it
will indeed have the kind of negative consequences Cowen suggests. However, the purchasing power of
gold (PPG) will also increase as the rest of the economy becomes more productive. An ounce of gold will
purchase more goods if per unit costs of other goods are falling from technological improvements. This
kind of deflation, far from being harmful, is actually the most efficient way for the price system to convey
information about the relative scarcity of goods.
Cowen s claim likely refers to the deflation that turned what may have been a very mild recession in
the late 1920 s into the Great Depression. The question then is whether or not this deflation was a necessary
result of the gold standard. Douglas Irwin s recent paper Did France cause the Great Depression suggests
that the deflation from 1928-1932 was largely the result of the actions of the US and French central banks,
namely that they sterilized gold inflows and allowed their cover ratios to balloon to ludicrous levels. Thus,
central bankers were not playing by the rules of the gold standard.
Personally, I see this more as an indictment of central bank policy than of the gold standard. Peter
Temin has claimed that the asymmetry in the ability of central banks to interfere with the price specie
flow mechanism was the fundamental flaw in the inter-war gold standard. Central banks that wanted to
inflate were eventually constrained by the process of adverse clearings when they attempted to cause the
supply of their particular currency exceed the demand for that currency. However, because they were
funded via taxpayer money, they were insulated from the profit motive that generally caused private banks
to economize on gold reserves, and refrain from the kind of deflation that would result from allowing your
cover ratio to increase as drastically as the US and French central banks did. Indeed, one does not generally
hear the claim that private banks will issue too little currency, the fear of those in opposition to private
banks issuing currency is often that they will issue currency ad infinitum and destroy the purchasing power
of that currency.
I would further point out that if you believe Scott Sumner s claim that the Fed has failed to supply
enough currency, and that there is a monetary disequilibrium at the root of the Great Recession, it seems
even more clear that central bankers don t need the gold standard to help them fail to reach a state of
monetary equilibrium. While we obviously haven t seen anything like the kind of deflation that occurred
in the Great Depression, this is partially due to the drastically different inflation expectations between the
1920 s and the 2000 s. The Fed still allowed NGDP to fall well below trend, which I firmly believe has
exacerbated the current crisis.
307

Finally, I would dispute the claim that the gold standard has the potential for radically high inflation . First, one has to ask the question, radically high compared to what? If one compares it to the era of
fiat currency, the argument seems to fall flat on its face rather quickly. In a study by Rolnick and Weber,
they found that the average inflation rate for countries during the gold standard to be somewhere between
-0.5 % and 1 %, while the average inflation rate for fiat standards has been somewhere between 6.5 % and 8
%. That result is even more striking because Rolnick and Weber found this discrepancy even after throwing
out all cases of hyperinflation under fiat standards. Perhaps the most fundamental benefit of a gold run is
its property of keeping the long run price level relatively stable.
Why put your economy at the mercy of these essentially random forces? I believe the 19th century
was a relatively good time to have had a gold standard, but the last twenty years, with their rising
commodity prices, would have been an especially bad time. When it comes to the next twenty years, who
knows?
I think Cowen makes two mistakes here. First, the forces behind a functioning gold standard are
not random. They are the forces of supply and demand that seem to work pretty well in basically every
other market. Lawrence H. White s book [5] The Theory of Monetary Institutions has an excellent
discussion of the response in both the flow market for gold as well as the market for the stock of monetary
gold to changes in the PPG. To go over it here in detail would take far too much space.
Second, commodity prices have not been increasing independent of monetary policy; the steady inflation over the last 30 years has had a significant effect on commodity prices. This is rather readily apparent if
one looks at a graph of the real price of gold, which is extremely stable and even falling slightly until Nixon
closes the Gold Window and ends the Bretton Woods system, at which point it begins fluctuating wildly.
Market forces stabilize the purchasing power of the medium of redemption in a commodity standard; this
would be true for any commodity standard, it is not something special about gold in particular.

[6]
As an aside, in response to Lars question, why gold and not some other commodity or basket of
commodities, I would argue that without a low transaction cost medium of redemption the process of
adverse clearings that ensures that money supply tends toward equilibrium becomes significantly less
efficient. The reason the ANCAP standard, or a multi-commodity standard such as [7]Yeager s valun
standard are not likely to have great success is mainly the problems of redemption (they also have not
tracked inflation well since the 1980 s and 1990 s respectively.) I would gladly say that I believe there are
many other commodities that a monetary standard could be based upon. C.O. Hardy argued that a clay
brick standard would work fairly well if not for the problem of trying to get people to think of bricks as
money (and Milton Friedman commented favorably on Hardy s idea in a 1981 paper.)
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Whether or not there is enough gold, and there always will be at some price, the transition to a
gold standard still involves the likelihood of major price level shocks, if only because the transition
itself involves a repricing of gold. A gold standard, by the way, is still compatible with plenty of state
intervention.
This is Cowen s best point in my opinion. There would indeed be some sizable difficulties in returning from a fiat standard to a gold standard. In particular, it would not be fully effective if only one or two
countries returned to a commodity standard, it would need to be part of a broader international movement
to have the full positive effects of a commodity standard. Further, the parity at which countries return
to the commodity standard would need to be better coordinated than the return to the gold standard in
the 1920 s, when some countries returned with the currencies overvalued, and others returned with their
currencies undervalued.
My main gripe is that Cowen s claims seemed to be a broad indictment of the gold standard (or
commodity standards) in general, rather than on the difficulties of returning to a gold standard today. They
are two separate debates, and in my opinion, there is plenty of reason to believe that theoretically the gold
standard is the better choice, particularly for lesser-developed countries. Even for countries such as the US
with more advanced countries, the record does not seem so rosy. Central banks not only watched over, but
we have reason to believe that their actions (or inaction) have been significant factors in the severity of both
the Great Depression and the Great Recession.
© Copyright (2012) Blake Johnson
1. http://marketmonetarist.com/2011/12/31/tyler-cowen-on-the-gold-standard/
2. http://marginalrevolution.com/marginalrevolution/2011/12/what-exactly-is-the-argument-against-gold.html
3. http://marginalrevolution.com/marginalrevolution/2008/02/should-we-consi.html
4. http://mises.org/books/less_than_zero_selgin.pdf
5. http://www.amazon.com/Theory-Monetary-Institutions-Lawrence-White/dp/0631212140
6. http://marketmonetarist.files.wordpress.com/2012/01/real-gold-price.png
7. http://ideas.repec.org/a/mcb/jmoncb/v15y1983i3p302-15.html

Blake Johnson (2012-01-08 10:39:53)
The compensated dollar plan is certainly intriguing, but I believe it would need to be done on a more real-time basis
to be successful. Obviously the technology of Fisher’s time did not allow for this, but it would have put in place a large
incentive for market actors to try and predict when a currency would be adjusted, and encouraged speculative attacks
on a countries currency. With today’s technology, it would be interesting to see how the system would function. I still
believe it would be inferior to a well run NGDP stabilization policy, or an advanced free-banking system.
Blake Johnson (2012-01-08 11:03:02)
”We re talking about fixing the price of gold and letting all other prices float. Why is it helpful to fix the price of
gold? ” The purpose of the gold standard is not to fix the price of gold, that is simply a mechanism through which
it works. The purpose of the gold standard is to function as a medium of account and a medium of redemption.
The fact that gold functions as both is helpful because it provides the lowest transaction cost method for clearings
between banks. The fact that it has a fixed value in terms of the MOA means that there is no bid ask spread, and
so there is no issue of different judgments of its worth which would cause frictions in interbank clearing. The truth
is that in a well developed gold standard, almost nobody in the public directly uses the medium of redemption, they
use fiduciary media which are claims to it, but rarely actually exercise redemption. Banks however, use the medium
of redemption on a daily basis, and the process of interbank clearings is extremely important to any well functioning
financial system. ”I do buy a lot of other goods and services so actually I would find it useful to have their prices
fixed. But that is already what central banks are supposed to do.” I would again refer you to Selgin’s ”Less than

309

Zero”, which makes the argument that some changes in the general price level should be both tolerated and welcomed.
Only changes in the price level which are the result of changes in money demand/velocity should be countered via
monetary policy. Changes in prices due to changes in productivity would transmit useful information that is not
only nullified by monetary policy to stabilize the general price level, but it interferes with all other price signals as
well. ”This ignores massive medium-term price fluctuations that could easily go either way, up or down. This causes
huge problems for people trying to price contracts: every contract becomes a bet on the gold price.” I pretty directly
talked about this point in my paper, but look at the graph you posted again. The price of gold is quite stable until
1971, and then begins to fluctuate wildly. This perfectly coincides with Nixon ending Bretton Woods and closing the
gold window. I absolutely agree that once you stop using a commodity as the reserve, its price will become more
volatile and stop tracking inflation. This tells us nothing about what would have happened if we had stayed on the
gold standard. Furthermore, there has been work that suggests the ”massive medium-term price fluctuations” have
been overstated for several reasons. First, Christina Romer points out that the older data from the classical gold
standard and the early stages of the central banking era is spotty, and only available for very specific industries, such
as farming or commodities other than the MOR. Farming has always been more to negative supply shocks, such as
droughts, floods, locusts, etc. which tend to overexaggerate their volatility. William Lastrapes, Lawrence H. White,
and George Selgin have an absolutely fantastic working paper on this called [1]Has the Fed Been a Failure. ”Free
banking I understand and would potentially support, but I think the only good reason why somebody would want
a gold price peg is that they re long gold.” I have to admit I am a bit puzzled by this point, as many of the more
prominent free-banking theorists believe that some sort of commodity standard would be the best way for the system
to work. There have been some suggestions such as F.A. Hayek’s ”Denationalization of Currency” or Benjamin Klein’s
work which propose competing fiat currencies, but it seems likely that the optimal inflation rate for a private issue
of fiat currency would be unbounded. At some finite rate the one shot profits of hyperinflation would outweigh the
long run profits of stability. I will admit that the relative success of Bitcoin has provided an interesting example of a
private fiat currency which has survived via a credible pre-commitment to an algorithm which determines the rate of
the increase in money supply. But in general, I believe a commodity standard of some kind, and very likely one which
serves as both the MOR and MOA, would be a pre-requisite of a well functioning free-banking system.
1. http://www.cato.org/pubs/researchnotes/WorkingPaper-2.pdf

Jonathan M.F. Catalán (2012-01-08 02:41:50)
I’m sure there will be plenty of people who will disagree with me, but there were economists who misunderstood the
origins of industrial fluctuations which struck the United States prior to 1913. The pre-1913 gold standard was not a
free market one, nor was the market free of government interventions; nor was the banking system free, which for a
market monetarist means that perhaps banks were not adequately equipped with the ability to issue fiduciary media
during spikes in demand for money.
Blake Johnson (2012-01-08 11:22:05)
Also, Jonathan hit the nail on the head in response to your previous question. In the US in particular, banking
restrictions which required currency expansions to be 100 % backed by state or federal securities significantly interfered with private banks ability to adjust to changes in money demand. Particularly, the cyclical increase in money
demands during the harvest, when farmers needed to pay farm-hands. The yield on the government securities put an
upper bound on the amount of currency which could be profitably created, and the red tape caused a delay of 2-3
months in the process weakening private banks ability to respond in the short run. Another regulation that caused
greater instability in the American banking system was the ban on interstate branch banking. This caused banks to
be under-diversified, and much more susceptible to local shocks. If you could not make loans across state borders,
local shocks such as a local steel mill shutting down represented a huge default on your loans. Members of the general
public knew banks were heavily lending to these local business, and so when one shut down, it caused more bank
runs, leading to more instability in the banking system. When one compares the American National Banking Era to
its contemporary free banking systems in Canada, Scotland, and Sweden, you see that absent these restrictions, the
banking system was MUCH more stable. In Canada they had only a small handful of bank failures over the long term,
and Sweden supposedly had a 100 year stretch without a single bank failure(!). Finally, the economy was much more
susceptible to real supply shocks because it was much more agriculture based in the 19th century. I talk about this a
little more in a comment further down, and again encourage people to read Lastrapes, Selgin, and White’s ”Has the
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Fed Been a Failure” which I link to further down the page for a comparison of the Fed era to the pre-Fed era.
Benjamin Cole (2012-01-08 22:03:27)
I cannot stand any more verbal diarrhea about gold. Please forget about gold. P.U.
Just How Scary Is the Gold Standard? « Uneasy Money (2012-01-09 06:08:28)
[...] take on the gold standard in a comment on Tyler s post, submitted a more detailed criticism which Lars posted
on his blog. Johnson makes some interesting arguments against Tyler, showing considerably more sophistication [...]
Bill Ramsay (2012-01-09 15:00:47)
Hmmm, lets base the amount of money available for economic activity on how much shiny metal we can dig up out of
the ground, which we will then put back in the ground. Sounds like a real winner. How about we base the amount of
money on economic players’ assessment of nations’ productive capacities? Oh yeah, we already do. Not perfectly of
course, but as Churchill might have said, it’s the worst possible system, except for all the rest that we’ve tried from
time to time.
Dustin (2012-01-08 01:12:39)
Blake, what’s your opinion of Fisher’s compensated dollar plan? Furthermore, he first wrote about that idea pre-Fed,
so I get the impression things were not so rosy in the pre-Fed gold standard days? Or was there something else going
on, or was it all bad banking regulations, etc.?
John (2012-01-08 01:13:31)
I agree that Tyler was relatively intellectually lazy with that post, but I really don’t even know any valid arguments
in favor of the gold standard. We’re talking about fixing the price of gold and letting all other prices float. Why is
it helpful to fix the price of gold? It’s certainly not very helpful to me, I personally never buy any gold so I really
wouldn’t get much convenience from that scheme. I do buy a lot of other goods and services so actually I would find
it useful to have their prices fixed. But that is already what central banks are supposed to do. The author tries to
imply that the gold standard actually stabilizes CPI better by talking about how terrible central bankers are and then
quoting the average inflation rate in countries with a gold peg as being between -0.5 % to 1 %. This ignores massive
medium-term price fluctuations that could easily go either way, up or down. This causes huge problems for people
trying to price contracts: every contract becomes a bet on the gold price. This is how ”stable” gold prices have been in
the postwar era relative to CPI: https://en.wikipedia.org/wiki/File:Gold price in USD.png Would we really want
the recent gold price bubble to have ushered in an unexpected decade of deflation? I really think it would not have
been a good thing. Free banking I understand and would potentially support, but I think the only good reason why
somebody would want a gold price peg is that they’re long gold.

The biggest cost of nominal stability is ignorance (2012-01-08 09:26)
Anybody who has visited a high inflation country (there are few of those around today, but Belarus is
[1]one) will notice that the citizens of that country is highly aware of the developments in nominal variables
such as inflation, wage growth, the exchange rates and often also the price of gold and silver.
I am pretty sure that an average Turkish housewife in the Turkish countryside in 1980s would be
pretty well aware of the level of inflation, the lira exchange rate both against the dollar and the D-Mark and
undoubtedly would know the gold price. This is only naturally as high and volatile inflation had a great
impact on the average Turk s nominal (and real!) income. In fact for most Turks at that time the most
important economic decision she would make would be how she would hedge against nominal instability.
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The greatest economic crisis in world history always involve nominal instability whether deflation or
inflation. Likewise economic prosperity seems to be conditioned on nominal stability.
The problem, however, is that when you have massive nominal instability then everybody realises
this, but contrary to this when you have a high degree of monetary stability then households, companies and
most important policy makers tend to become ignorant of the importance of monetary policy in ensuring
that nominal stability.
I have touched on this topic in a couple of earlier posts. First, I have talked about the [2] Great
Moderation economist who grew up in the Great Moderation era and as a consequence totally disregards
the importance of money and therefore come up with pseudo economic theories of the business cycle and
inflation. The point is that during the Great Moderation nominal variables in the US and Europe more or
less behaved as if the Federal Reserve and the ECB were targeting a NGDP growth level path and therefore
basically was no recessions and inflationary problems.
As I argued in another post ([3] How I would like to teach Econ 101 ) the difference between microeconomy and macroeconomy is basically the introduction of money and price rigidities (and aggregation).
However, when we target the NGDP level we basically fix MV in the equation of exchange and that means
that we de facto ”abolish” the macroeconomy. That also means that we effectively do away with recessions
and inflationary and deflationary problems. In such a world the economic agents will not have to be
concerned about nominal factors. In such a world the only thing that is important is real factors. In a
nominally stable world the important economic decisions are what education to get, where to locate, how
many hours to works etc. In a nominally unstable world all the time will be used to figure out how to
hedge against this instability. Said in another way in a world where monetary institutions are constructed
to ensure nominal stability either through a nominal GDP level target or Free Banking money becomes
neutral.
A world of nominal stability obviously is what we desperately want. We don t have that anymore.
The great nominal stability and therefore as real stability of the Great Moderation is gone. So one
would believe that it should be easy to convince everybody that nominal instability is at the core of our
problems in Europe and the US.
However, very few economists and even fewer policy makers seem to get it. In fact it has often
struck me as odd how many central bankers seem to have very little understanding of monetary theory and
it sometimes even feels like they are not really interested in monetary matters. Why is that? And why do
central bankers - in especially Europe - keep spending more time talking about fiscal reforms and labour
market reform than about talking about ensuring nominal stability?
I believe that one of the reasons for this is that the Great Moderation basically made it economically rational for most of us not to care about monetary matters. We lived in a micro world where there
where relatively few monetary distortions and money therefore had a very little impact on economic
decisions.
Furthermore, because monetary policy was extremely credible and economic agents de facto expected
the central banks to deliver a stable growth level path of nominal GDP monetary policy effectively became
endogenous in the sense that it was really expectations (and our friend [4]Chuck Norris) that ensured
NGDP stability . Hence, during the Great Moderation any overshoot in money supply growth was
counteracted by a similar drop in money-velocity (See also my earlier post on [5] The inverse relationship
between central banks credibility and the credibility of monetarism ).
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Therefore, when nominal stability had been attained in the US and Europe in the mid-1980s monetary policy became very easy. The Federal Reserve and the ECB really did not have to do much. Market
expectations in reality ensured that nominal stability was maintained. During that period central bankers
perfected the skill of looking and and sounding like credible central bankers. But in reality many central
bankers around the really forgot about monetary theory. Who needs monetary theory in a micro world?
We are therefore now in that paradoxical situation that the great nominal stability of the Great
Moderation makes it so much harder to regain nominal stability because most policy makers became
ignorant of the importance of money in ensuring nominal stability.
Today it seems unbelievable that policy makers failed to see the monetary causes for the Great Depressions and policy makers in 1970s would refuse to acknowledge the monetary causes of the Great
Inflation. But unfortunately policy makers still don t get it the cause of economic crisis is nearly always
monetary and we can only get out of this mess if we understand monetary theory. The only real cost of the
Great Moderation was the monetary theory became something taught by economic historians. It is about
time policy makers study monetary theory it is no longer enough to try to look credible when everybody
know you have failed.
PS there is also an investment perspective on this discussion - as investors in a nominal stable world
tend to become much more leveraged than in a world of monetary instability. That is fine as long as nominal
stability persists, but when it breaks down then deleveraging becomes the name of the game.
1. http://www.freebanking.org/2012/01/01/hyperinflation-alive-and-well/
2. http://marketmonetarist.com/2011/12/06/the-thinking-of-a-great-moderation-economist/
3. http://marketmonetarist.com/2011/12/23/how-i-would-like-teach-econ-101/
4. http://marketmonetarist.com/2011/11/10/repeating-a-not-so-crazy-idea-or-if-chuck-norris-was-ecb-chief/
5.

http://marketmonetarist.com/2011/10/31/

the-inverse-relationship-between-central-banks-credibility-and-credibility-of-monetarism/

David Pearson (2012-01-08 19:29:46)
Lars, The alternative argument is that the GFC was a consequence of the Fed-induced stability that preceded it.
Certainly, the sequencing of the GFC supports this view. Like an iceberg, we see the part that towers above the
water – the period following the failure of Lehman. What is not as visible is the bulk of the dynamic, the shadow
bank runs that began in August of 2007, well before the period of nominal instability. Why did we have global runs
on some of our largest financial institutions before NGDP crashed? The stability/resilience trade off explains this
phenomenon; the NGDP shortfall thesis does not. One thing I’d like to see MM’s do is flesh out whether the difference
between today and the Depression and Japan are greater than the similarities. During the GD, banks failed after the
nominal crash; real interest rates were sky-high; corporate profits were negative (today they are at peak); real wages
had spiked; tadables dominated the economy and reacted positively to monetary stimulus; etc. On the Japanese side,
the country has quite low unemployment; its per-capita RGDP record is not bad; in many ways, the country is better
off after a decade of slow NGDP growth than we are today. Both of these analogies seem somewhat inappropriately
applied to make the case for NGDP targeting to have a large positive impact on our economy.
Lars Christensen (2012-01-08 21:06:14)
David, first of all I would say that there obviously is difference between the Great Recession and Japan and the
Great Depression. Furthermore, there is no doubt that the level of financial development and leveraging was made
possible by a high degree of nominal stability. However, what you suggest is basically that the entire financial system
was a bubble prior to 2008. I don’t believe that to be the case. That said, I would agree that there is a complex
explanation for the Great Recession and I agree that Market Monetarists should be open about these explanations.
To me, however, we would not be in this mess had the US and euro zone followed NGDP targeting. Concerning Japan
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one can hardly say monetary policy has been a success and even though I have argued that the Japanese story is more
complicated than often argued I certainly do not think that the policies followed by the Bank of Japan is an example
to follow.
David Pearson (2012-01-09 01:01:37)
Lars, Here’s an axiom: ”For any free put on nominal instability written by the Fed, financial actors will maximize
the value of that put by increasing leverage and reducing liquidity.” If one accepts that axiom, then what would have
been the impact on systemic risk of introducing NGDP targeting in 2007? Would that risk be lower or higher today?

Guest blog: Growth or level targeting? (by David Eagle) (2012-01-09 21:31)
We continue the series of guest blogs by David Eagle on his research on NGDP targeting and related topics.
See also David’s first guest post [1]”Why I Support NGDP Targeting”.
Enjoy the reading.
Lars Christensen
—————————Guest blog: Growth vs. level targeting
by David Eagle
In my first [2]guest blog for The Market Monetarist I stated that I am in favor of targeting the
level of Nominal GDP (NGDP) and not the growth rate of NGDP. Some economists such as Bennett
McCallum (2011) are in favor of NGDP-growth-rate targeting (”NT) over NGDP Targeting (NT).
I have long opposed inflation targeting (IT) and I view ”NT as almost as bad as IT because both
cause what we call negative NGDP base drift. In order to understand my arguments against ”NT and
against IT, we need to understand the concepts of NGAP and NGDP base drift.
In this blog, I use an example to illustrate these concepts and the difference between NT and ”NT.
It also uses another example to help us understand the concepts of PGAP and price-level base drift, and
the difference between price-level targeting (PLT) and IT.
Growth vs. Level NGDP Targeting
To see the similarities and differences between targeting the growth rate of NGDP (”NT) and the
level of NGDP (NT), assume the central bank’s target for NGDP growth would be 5 %. As long as the
central bank (CB) meets that target, NGDP would follow the path Nt = N 0 (1.05)t where N0 is the NGDP
for the base year and Nt is the NGDP occurring t years after the base year.
For consistency, assume that the CB s target for NGDP (if it targets the NGDP level) would be Nt*
= N0 (1.05)tesizet. Hence, as long as the central bank meets its target, then NGDP will be the same
whether the central bank targets the growth rate or the level of NGDP.
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The difference between growth rate targeting and level target occurs when the central bank misses
its target. Assume for example N0 = 10. Initially, both NT and ”NT have the same intended NGDP
trajectory of Nt = 10(1.05)t; in particular, both NT and ”NT aim for N1 to be 10.5. However, assume the
central bank misses its target and N1 = 10.08, which is 4 % below its targeted level of NGDP. We define
NGAPt as the percent deviation at time t of NGDP from its previous trend; hence in this example NGAP1
= -4 %. Under NT, the central bank will try to make up for lost ground to reduce NGAP to zero and return
NGDP back to its targeted path of Nt = 10(1.05)tnotesizet.
In contrast, under NGDP growth targeting, the central bank will only try to meet its targeted NGDP
growth rate of 5 % in the future. Hence, under NGDP growth targeting, the central bank will shift its
NGDP trajectory to Nt = 10.08(1.05) footnotesizet-1, which is 4 % below the initial NGDP trajectory of
Nt = 10(1.05)tnotesizet. In other words, under NGDP growth targeting, the central bank would let the 4
% NGAP continue indefinitely. NGDP base drift occurs when the central bank allows NGAP to continue
rather than trying to eliminate that NGAP in the future.
Price Level Targeting vs. Inflation Targeting
The concept of NGDP base drift is related to the concept price-level base drift, which many economists
such as Svensson (1996) and Kahn (2009) have long recognized to be the theoretical difference between
price-level targeting (PLT) and inflation targeting (IT).
In particular, Mankiw (2006) states, The difference between price-level targeting and inflation-targeting is
that price-level targeting requires making up for past mistakes, while Taylor (2006) states, Focusing on
a numerical inflation rate tends to let bygones be bygones when there is a rise [or fall] in the price level
[brackets added].
Also, Meh, et al (2008) state, Under IT, the central bank does not bring the price level back and
therefore the price level will remain at its new path after the shock. They go on to say that under PLT,
the central bank commits to bringing the price level back to its initial path after the shock.
To see the similarities and differences between PLT and IT, assume the central bank s target for inflation (if it follows IT) would be 2 %. Then the CB s trajectory for the price level will be Pt = P 0 (1.02)t
where P0 is the price level for the base year and Pt is the price level occurring t years after the base
year. Similarly assume that the central bank’s price-level target (if it follows PLT) would be Pt* = P0
(1.02)tesizet. Hence, when the central bank meets its target, the price level will be the same regardless if
the central bank follows PLT or IT.
The difference between PLT and IT occurs when the central bank misses its target. For this example, assume P0 = 100. Initially, both PLT and IT have the same price-level trajectory of Pt =
100(1.02)otnotesizet. In particular, under both PLT and IT, the CB is aiming for Pt to be 102 at time
t=1. However, assume that the central bank misses its target and Pt = 100.47, which is 1.5 % less than
its targeted price level of 102. We define PGAPt to be the percent deviation of the price level at time t
from its previous trend; hence, in this example; PGAP1 = 1.5 %. Under PLT, the central bank will try
to return PGAP back to zero by increasing the price-level back up to its targeted price-level path of Pt =
100 (1.02)ootnotesizet. Under IT, the central bank will let bygones be bygones and merely try to meet
its inflation target of 2 % in the future. Hence, under IT, the central bank shifts its price-level trajectory
to Pt = 100.47 (1.02)t-1, which is 1.5 % below its initial trajectory. In other words, the central bank lets
the -1.5 % PGAP continue into the foreseeable future. Price-level base drift occurs when the central bank
allows PGAP to continue rather than trying to eliminate that PGAP in the future. Price-level base drift
implies NGDP base drift Because IT leads to price-level base drift, it also leads to NGDP base drift. To
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illustrate with an example, assume the long-run growth rate in real GDP (RGDP) is 3 % and RGDP in
the base year is Y0 = 10 trillion dollars. Therefore, when the central bank expects RGDP to grow at its
long-run growth rate, it expects Yt = 10(1.03)tnotesizet. Initially in this example when the central bank
has a 2 % inflation target, the central bank s trajectory for the price level under inflation targeting is Pt
= 100 (1.02)ootnotesizet. Since Nt=Pt Yt/100 when we use 100 as the price level in the base year, this
means that the CB s trajectory for NGDPt is Nt = 10 (1.02)otnotesizet(1.03)t. When it turned out that
P1 was 100.47 instead of 102, the central bank following IT would shift its price level trajectory to Pt =
100.47 (1.02)t-1 and its NGDP trajectory to Nt = 10.047 (1.02)t-1(1.03)t, which is 1.5 % below its initial
NGDP trajectory. Therefore, NGAP under this trajectory will be -1.5 %, which means a negative NGDP
base drift. ”Inflation targeting” can be many things In practice, inflation targeting is not as simple as
I described above or even as several of the economists I quoted described it. In practice, central banks
following inflation targeting target a long-run rather than a short-run inflation rate. They also try to target
core inflation rather than general inflation. Also, they do consider output gap and unemployment as
well as inflation. Therefore, the question whether IT in practice leads to NGDP base drift is primarily
an empirical one. According to my empirical research that I plan to report in a later blog, past U.S.
monetary policy has on average resulted in a significant negative NGDP base drift. Also, that research
indicates that the primary reason for the prolonged high unemployment following a recession is this negative
NGDP base drift. References: Kahn, George A. (2009). Beyond Inflation Targeting: Should Central
Banks Target the Price Level? Federal Reserve Bank Of Kansas City Economic Review (Third quarter),
[3]http://www.kansascityfed.org/PUBLICAT/ECONREV/pdf/09q3kahn.pd f Mankiw, Greg (2006). Taylor on Inflation Targeting, Greg Mankiw s Blog (July 13) [4]http://gregmankiw.blogspot.com/2006/07/taylor-on-inflation-ta rgeting.html McCallum, Bennett, Nominal GDP Targeting Shadow Open Market
Committee, October 21, 2011, [5]http://shadowfed.org/wp-content/uploads/2011/10/McCallum-SOMC
Oct2011.pdf Meh, C. A., J.-V. Ríos-Rull, and Y. Terajima (2008).
Aggregate and Welfare Effects
of Redistribution of Wealth under Inflation and Price-Level Targeting. Bank of Canada Working
Paper No.
2008-31, [6]http://www.econ.umn.edu/ vr0j/papers/cvyjmoef.pdf Svensson, Lars E. O.
(1996). Price Level Targeting vs. Inflation Targeting: A Free Lunch?” NBER Working Paper 5719,
[7]http://www.nber.org/papers/w5719.pdf, accessed on January 4, 2012. Taylor, John (2006). Don t Talk
the Talk: Focusing on a numerical inflation rate tends to let bygones be bygones when there is a rise in the
price level. The Economist (July 13), [8]http://online.wsj.com/article/SB115275691231905351.html?mod=o
pinion main commentaries
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Bill Woolsey (2012-01-09 23:43:03)
I don’t agree that in general permanent shocks should result in changes in the growth path of nominal GDP. Shifting
to a new price level is often the best signal of the change. If there are many goods, and the permaent change impacts
one (or a few) goods, then having its price change, and the price level change permanently is a best. If you imagine a
one good economy, or that the change impacts all goods (or resources) in proportion, then a change in nominal GDP
would probably be best. Most market monetarists have been interested in per capital nominal GDP targeting. But it
is an open question still, I think.
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Growth or level targeting? « Economics Info (2012-01-10 11:00:53)
[...] Source [...]
Bill Woolsey (2012-01-09 22:09:08)
Interesting post. In my view, the key issue is what causes output disturbances when nominal GDP (or the price level)
changes. If the problem is that changes in prices cause confusion and leads to output changes, then inflation and
nominal GDP growth targeting might well be best. If, on the other hand, it is that some prices (or wages) are difficult
or slow to adjust, then reversing changes in the more flexible prices might be easier than keeping the price level or
nominal GDP on a new growth path, and still requiring the ”sticky” prices and wages to adjust too.
John Hall (2012-01-09 22:49:50)
The goal of monetary policy isn’t to stabilize the level or path of nominal GDP, per se. The goal is to maintain
neutrality of money. Stability of nominal GDP (growth or levels) is only preferred to the extent that it is consistent
with that goal. Assume there is a more-or-less permanent shock to aggregate supply (like a long-term change in
productivity growth or a war or disease that kills a large percentage of the population). In that case, a central bank
would ideally want to adjust its nominal GDP target. If you could revise the target instantly to the level of nominal
GDP that would produce neutral money, then there’s no problem. However, if the central bank fails to do this, then
errors would build up under level targeting rules (for the same reason that level targeting is good to respond to a
temporary shock), resulting in long-term inflation that may be substantially higher or lower than what the central
bank is comfortable with. The difference with the level and growth targeting is that errors do not build up. In some
circumstances, that can be a good thing. Hence, I think theoretical debate is a bit too murky to provide a sufficient
answer to the question. Simulations of these rules, however, may provide more guidance.

Japan shows that QE works (2012-01-09 23:14)
I am getting a bit worried it has happened again! I agree with Paul Krugman about something or rather
this time around it is actually Krugman that agrees with me.
In a couple of posts (see [1]here and [2]here) I have argued that the Japanese deflation story is more
complicated than both economists and journalists often assume.
In my latest post ([3] Did Japan have a productivity norm? ) I argued that the deflation over the
past decade has been less harmful than the deflation of the 1990s. The reason is that the deflation of the
2000s (prior to 2008) primarily was a result of positive supply shocks, while the deflation of in 1990s primarily
was a result of much more damaging demand deflation. I based this conclusion on my decomposition of
inflation (or rather deflation) on my [4]Quasi-Real Price Index.
Here is [5]Krugman:
A number of readers have asked me for an evaluation of Eamonn Fingleton s [6]article about Japan.
Is Japan doing as well as he says?
Well, no

but his point about the overstatement of Japan s decline is right&

&The real Japan issue is that a lot of its slow growth has to do with demography. According to
OECD numbers, in 1990 there were 86 million Japanese between the ages of 15 and 64; by 2007, that was
down to 83 million. Meanwhile, the US working-age population rose from 164 million to 202 million.
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This is exactly my view. In terms of GDP per capita growth Japan has basically done as good (or
maybe rather as badly) other large industrialised countries such as Germany and the US.
This is pretty simple to illustrate with a graph GDP/capita for the G7 countries since 1980 (Index
2001=100).

[7]
A clear picture emerges. Japan was a star performer in 1980s. The 1990s clearly was a lost decade,
while Japan in the past decade has performed more or less in line with the other G7 countries. In fact there
is only one G7 country with a lost decade over the paste 10 years and that is Italy.
Quantitative easing ended Japan s lost decade
Milton Friedman famously blamed the Bank of Japan for the lost decade in 1990s and as my previous post on Japan demonstrated there is no doubt at all that monetary policy was highly deflationary in
1990s and that undoubtedly is the key reason for Japan s lost decade (See my [8]graph from the previous
post).
In 1998 Milton Friedman argued that Japan could pull out of the crisis and deflation by easing
monetary policy by expanding the money supply that is what we today call Quantitative Easing (QE).
Here is [9]Friedman:
The surest road to a healthy economic recovery is to increase the rate of monetary growth, to shift
from tight money to easier money, to a rate of monetary growth closer to that which prevailed in the golden
1980s but without again overdoing it. That would make much-needed financial and economic reforms far
easier to achieve.
Defenders of the Bank of Japan will say, ”How? The bank has already cut its discount rate to 0.5
percent. What more can it do to increase the quantity of money?”
The answer is straightforward: The Bank of Japan can buy government bonds on the open market,
paying for them with either currency or deposits at the Bank of Japan, what economists call high-powered
money. Most of the proceeds will end up in commercial banks, adding to their reserves and enabling them
to expand their liabilities by loans and open market purchases. But whether they do so or not, the money
supply will increase.
There is no limit to the extent to which the Bank of Japan can increase the money supply if it
wishes to do so. Higher monetary growth will have the same effect as always. After a year or so, the
economy will expand more rapidly; output will grow, and after another delay, inflation will increase
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moderately. A return to the conditions of the late 1980s would rejuvenate Japan and help shore up the rest
of Asia.
(Yes, it sounds an awful lot like Scott Sumner&or rather Scott learned from Friedman)
In early 2001 the Bank of Japan finally decided to listen to the advise of Milton Friedman and as
the graph clearly shows this is when Japan started to emerge from the lost decade and when real
GDP/capita started to grow in line with the other G7 (well, Italy was falling behind&).
The actions of the Bank of Japan after 2001 are certainly not perfect and one can clearly question
how the BoJ implemented QE, but I think it is pretty clearly that even BoJ s half-hearted monetary easing
did the job and pull Japan out of the depression. In that regard it should be noted that headline inflation
remained negative after 2001, but as I have shown in my previous post Bank of Japan managed to end
demand deflation (while supply deflation persisted).
And yes, yes the Bank of Japan of course should have introduces much clearer nominal target (preferably a
NGDP level target) and yes Japan has once again gone back to demand deflation after the Bank of Japan
ended QE in 2007. But that does not change that the little the BoJ actually did was enough to get Japan
growing again.
The New Normal is a monetary

not a real

phenomenon

I think a very important conclusion can be drawn from the Japanese experience. There is no such
thing as the [10] New Normal where deleveraging necessitates decades of no growth. Japan only had one
and not two lost decades. Once the BoJ acted to end demand deflation the economy recovered.
Unfortunately the Bank of Japan seems to have moved back to the sins of 1990s
as have the Federal Reserve and the ECB. We can avoid a global lost decade if these central banks learn the lesson from
Japan both the good and the bad.
HT JP Koning
1. http://marketmonetarist.com/2011/10/16/japan%E2%80%99s-deflation-story-is-not-really-a-horror-story/
2. http://marketmonetarist.com/2012/01/07/did-japan-have-a-productivity-norm/
3. http://marketmonetarist.com/2012/01/07/did-japan-have-a-productivity-norm/
4. http://marketmonetarist.com/2011/12/17/a-method-to-decompose-supply-and-demand-inflation/
5. http://krugman.blogs.nytimes.com/2012/01/09/japan-reconsidered-2/
6.

http://www.nytimes.com/2012/01/08/opinion/sunday/the-true-story-of-japans-economic-success.html?_r=1&ref=

general&src=me&pagewanted=all
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Lars Christensen (2012-01-10 01:04:10)
Exactly Alex...and I think the Quasi-Real Price Index makes it very easy to see the difference between the two...
Alex Salter (2012-01-10 00:56:22)
Bravo. Once again, the failure to differentiate between ”good” and ”bad” inflation/deflation leads to unfortunate policy
outcomes.
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JP Koning (2012-01-10 04:44:04)
It would be interesting to see your chart with GDP per working-age resident and not GDP per capita.
JP Koning (2012-01-10 04:52:33)
Also, how much can the hiccup experienced by Japan in 1998 be blamed on the BoJ and how much on the Asian
financial crisis?

Scott Sumner on Lars von Trier (2012-01-09 23:58)
I never thought I would mention the Danish movie director Lars von Trier in one of my posts, but here we
go. After all I am Danish and I share the first name with von Trier.
Other than being a leading Market Monetarist Scott Sumner also is a movie buff. He has a post today
in which he has list of movies he likes. Number 3 on the list is von Trier’s [1]Melancholia.
Here is what Scott has to say about [2]it:
”Melancholia (Danish/English) 3.7 From the opening image you know you are in the hands of a master
filmmaker. The only thing that keeps him from being universally recognized as a great director is that his
subject matter doesn t make people feel comfy. Completely unrealistic and yet utterly authentic.”
I am no big fan of von Trier and surely has a hard time understanding what is point is in most of his
movies, but I never watched Melancholia and now Scott has recommend it I think I better watch it.
And then a little secret. I never met Scott in real life, but I met von Trier. In fact I have a minor roll
in von Trier’s [3]The Kingdom (In Danish Riget) and I mean minor (7 seconds or so...).
1. http://www.imdb.com/title/tt1527186/
2. http://www.themoneyillusion.com/?p=12540#more-12540
3. http://en.wikipedia.org/wiki/The_Kingdom_(television)

Blog post #200 (2012-01-10 13:10)
Believe it or not I have published 200 posts since I started blogging in early October. I have written most of
the blog posts myself, but I have also been lucky with some very good guest bloggers who have contributed
to the blog. I plan to continue to invite people to write on my blog as I want to create a good open forum
for discussion of monetary matters. That said, my blog is not a democratic forum. I decide who will be
contributing and nobody else.
Blogging has been quite an experience for me. I already have an extensive network around the world in
my dayjob, but I must say that the blogging has brought me in contact with many very interesting people
all around the world. So thank you to all of you who regularly comments on my blogs both in private and
in the comment sections.
As blogging is a sparetime project for me it is something I do at odd hours of the day late at night
or early in the morning. I have been a bit surprised with myself that I have been able to keep up the speed,
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but I guess I just had a lot of stuff that need to get out. Monetary theory after all has been an interest of
mine for more than 20 years (yes, I know that s a bit insane when you are 40 years old&).
As my blogging is done in my sparetime at odd hours I have prioritised just getting stuff out other than
spending time editing and rearranging it so the appearance is nice. That means that I sometimes get too
many typos for my liking, but that s life if I want to get out the message and not compromise my other more
important duties in my life my family and my work.
I was actually thinking I would have published a list of the most popular comments in terms of hits that I
have written. However, I have decided not do that and instead ask you my readers for feedback about what
you like and dislike about my blog and what comment has been your favourite comment. If you don t want
to comment on the blog you are welcome to drop me a mail at lacsen@gmail.com.
So thank you very much for following my blog and I hope to write a lot more about monetary theory
and policy in 2012 and I hope that you all will continue with your comments positive and negative.
Lars Christensen
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