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My Reply to Mark A. Calabria

Mark Calabria of the Cato Institute provides a very civil critique of
my article in the National Review. He raises three key objections to
my arguments in the article. I will address each one in turn.

Calabria's first objection:

[Beckworth] argues that spending is far below trend. That is
true enough as it goes, but this trend includes a massive

housing bubble, where imaginary wealth fueled spending,

aided by massive borrowing from abroad. The objective of our
economic policies should not be to get back to the top of the
previous bubble. It was this desire to replace the lost wealth of
the dot-com crash that contributed to the Fed’s juicing of the
housing market. All that said, consumption today is higher
than at any time during the recent bubble. The primary

problem facing our economy is not a lack of demand.

I never argued in the article for a return to a bubble-driven economy,
only to a stable total current dollar spending level. Such an

objective, which could be achieved via a NGDP level target, does not
require a return to debt-fueled consumption and asset bubbles. As I
note in the article, all it requires is for creditor households, firms,
and banks to simultaneously reduce their demand for money. There
is no need for debtors to incur more debt here. Given the excess
capacity and sticky prices, the resulting increase in nominal

spending by creditors would occur without new asset bubbles

emerging. Asset bubbles typically emerge when market interest
rates are held below the neutral interest rate level. This happened in
the early-to-mid 2000s; it is not happening now. Interest rates are
low now, but so is the neutral interest rate given the weakened state

of the economy.

Another way of looking at this trend is to remember there are plenty
of non-bubble years that follow the trend closely. If it is possible for
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these periods to exist at trend without bubbles why not now, in San Marcos, Texas. I am using
especially given all the resource slack? Actually, the trend I showed this blog as an outlet to express my
in article understates the extent of the problem. For it is based off of ideas, concerns, and questions on
total demand (i.e. total nominal GDP). If one looks to a measure of macroeconomics and markets.

demand on a per capita basis, then one finds it has not even returned VIEW MY COMPLETE PROFILE
its peak level. For example, below is a figure showing domestic
demand per capita: (Click on figure to enlarge.)

SUBSCRIBE NOW: FEED ICON

FELO00

Domestic Demand Per Capita \
- N

SALO00

Subscribe in a reader

Ads by Google

Washington DC

Coupons
1 ridiculously huge

coupon a day. It's like
i doing DC at 90% off!

www.Groupon.com/Washin...

Lan 000

Hiom

SHL000

Final Sales 10 Dometic Purchasers/Population

S35, 000 _— -
B A A A Bernanke's Secret
Plan
Free Report Reveals
I cannot see anything but a demand problem in this figure. Given the Shocking Debt
Fed has significance influence over nominal spending, the incredibly Solution To End
. s . o . Financial Crisis!
slow recovery in this figure also indicates monetary policy has been UncommonWisdomDaily.com
too tight. Market Crash on
12/31/10?
Calabria's second objection: Technical indicators
suggest market
Beckworth believes we have had no inflation. Again like the collapse may begin by

December 31st

Fed, he arrives at this conclusion by subtracting out of the _
www.StealthStocksOnline.c...

inflation numbers all the things that real people spend their

money on, such as food and energy. I would not claim we are Reverse Mortgage

facing hyper-inflation, but two facts should be borne in mind. Get the Facts - Talk to
First, over time even low levels of inflation erode away wealth; a MetLife Bank

and second, a large surge of inflation is likely to occur quite Reverse Mortgage
suddenly, without giving the Fed months or years of warning. Advisor Today

www.MetLifeBank.com
Yes, core inflation ignores volatile real world items, but it is followed

closely for a reason: it is a much better indicator of where inflation is EverBank® MMA
going than the headline number. And after averaging around 2.5%, High Yields & Great

nflation b d d slide starting in lat 3 Convenience in an
core inflation began a downward slide starting in late 2008 as seen EverBank MMA. Learn
below. This is actually the lowest it has been since the core measure More Now.

www.EverBank.com
has been recorded:

LABELS

http://macromarketmusi ngs.blogspot.com/2010/12/reply-to-mark-cal abria.html 12/2/2010



Macro and Other Market Musings. My Reply to Mark A. Calabria

Persangd Consurrgnon Expensteres: Ohawn-Type Price Index Less Food and Ener iy (POEFILFE)
Conausser Price Index for &3 Urban Consarmers: AN Mems Less Food & Energy (CMLFESL)
I8
Eas ey,
{ ' 3
's -,
i N .
E ki
1
; 15 A '-
7] - .
\
18} S———
&5 " i L " i
2006 087 2058 T 05 ELH
Fhpded srass nGcate US ragesanng = FCFRIT
2000 research stinased org - CPRMR

If that were not troubling enough, market-based measures of
expected inflation had been heading down all year up until the Fed
started promoting QE2. Had the Fed not done QE2, then inflation
expectations at their existing trend would have become deflationary
by mid 2011. Now inflation expectations are important because they
provide a proxy for expected nominal spending (assuming no big
changes in productivity). Thus, the decline in expected inflation was
effectively a decline in expected nominal spending. And of course,
expectations of future economic activity help shape current
economic activity. Thus, by allowing these expectations to
deteriorate for so long, the Fed was effectively tightening current
monetary policy.

Finally on this second objection, Calabria's concerns about inflation
suddenly exploding and catching the Fed by surprise is really not an
issue. This was a problem in the past, but not now because we have
real-time, market-based measures in the TIPS market.

Calabria's third objection:

[Beckworth] fails to consider that households may not
be “hoarding” cash by choice. After all, most of us still have
our cash in banks, even if in transaction accounts. The money
hasn’t been stuffed under the mattress. In fact, throughout
this recession and financial crisis, the amount of insured
deposits has been consistently increasing. We are nowhere
near a 1930s style disintermediation of the banking sector,
which greatly contributed to an actual decline in the money
supply during the Great Depression. Most market
participants, me included, would be happy to put their money
into valuable investments. Yet with interest rates near zero,
there’s little incentive not to hold cash balances, as the
opportunity costs are nonexistent.

This last paragraph is way off. If Calabria read the article he would
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know that (1) I said firms, banks, and households had elevated
money demand not just households and (2) nowhere did I say that
excess money demand means stuffing money under one's mattress.
Obviously, firms and banks can't stuff money under their
mattresses! Excess money demand is evidenced by the increased
holdings of cash and other highly liquid assets held by creditor
households, firms, and banks as seen in the graphs at the bottom of
this post. Calabria even acknowledges this is happening in the above
paragraph when he mentions the growth in deposit-insured
accounts, but somehow gets hung up on cash under the mattress.
The key to excess money demand is not where it is located, but that
it is not being spent. (For a fuller treatment of the excess money
demand problem see here.) And all the evidence indicates there are
still excess money balances not being spent. The fact that Fed has
allowed this to occur amounts to an effective tightening of monetary
policy.

Finally, the whole point of QE2 is to raise the opportunity cost of
holding money! That is what the Fed can do by raising expectations
of inflation and future nominal spending. Yes, QE2 could be done in
a more rules-based approach. On that point I am sympathetic to
John B. Taylor and Rep. Paul Ryan's call for a more systematic
approach to monetary policy. I just ask that nominal GDP level
targeting be given a hearing as the monetary policy rule for reasons
discussed here and here.

Update: Here is a figure of velocity from an earlier post. This figure
also points to an ongoing excess money demand problem.
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