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The Case of the Futile Federal Reserve

Not since the Savings and Loan crisis of the 1990s has
the U S. banking systemfaced such dark tinmes. A nunber of
factors, working in concert, have driven the financial
systemto the brink and have the potential to send a
system ¢ shock throughout the economy. Couple this with
what is now an inpotent Federal Reserve and we are faced
wi th what could be the nost significant financial crisis
since the G eat Depression.

The problens began with the overly acconmodati ve
nmonetary policy in the wake of the 2001 recession and the
uncertainty followng 9/11. Wilst nonetary policy
accommodati on was exactly what the econony needed to
pronote growh in trying tines, the length of the Fed's
| oose policy hel ped fuel an unsustainable rise in real
estate prices from 2002 to 2006. During this tine,
mllions of Americans seeking the “Anerican dreani of
homeowner shi p purchased properties that they would not have
been able to afford during normal times but that favourable
interest rates and bank | endi ng standards nade possi bl e.
In addition, speculators in the real estate markets drove
up prices of some properties only to “flip” themfor a
qui ck profit. \When the Fed began renoving its
accommodati ve policy and rates began to rise again, many
who had bought hones were gradually squeezed fromthe
mar kets. As a result, banks faced the prospect of
forecl osing on thousands of properties where the
out st andi ng nortgages were higher than the value of the
property. In response, in the summer of 2007, banks began
tightening their | ending standards, pronpting a credit
crisis that further conpounded an al ready tenuous
si tuation.

In an effort to ease the credit crunch and boost
confidence, the Federal Reserve began cutting interest
rates along with other policy action to boost liquidity in
August and Septenber of 2007. The Fed' s rate cuts
continued into 2008 with the nost recent twenty-five basis
point cut in the federal funds rate to 2%on April 30'"
But the Fed' s actions—+ow rates for too | ong—are what
started the ness by creating a noral hazard for banks to
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| oan noney, with little regard for fundanental val uation

for real estate, whilst the noney was cheap. |n panicking
and cutting rates so aggressively now, the Fed has done
not hi ng but conpound the situation whilst bailing out the
equity markets with a protective “Bernanke put.” After

all, the rate cuts nowwi |l not help those already in

forecl osure or those who cannot afford their honmes anynore—
homes for which they overpaid and the val ues of which have
dr opped consi derably—and that wll ultimately go into

forecl osure.

The banks nust work the problemout on their own.
Many banks have already started taking nassive wite-offs
for bad nortgages. This, in itself, is financial hocus
pocus—the witedowns damage profits now but some of the
loans witten off will still be collected. Wen they are
collected in part or in full, the banks’ profits wll be
hi gher than anticipated. Pay no attention to what the man
behind the curtain is doing...

But the problenms don’t stop just with the banks. Many
i nvest ment banks have becone enbroiled in the ness through
derivatives and collateralized debt obligations. This has
been |i ke a vast Ponzi schene where the investors |eft
hol ding the bag are out billions. Wtness the case of Bear
Stearns whose plays in the real estate/nortgage markets
brought about its collapse only to be bought by JP Mrgan
for cents on the dollar. The justification for the deal
and the Fed' s involvenent was that the coll apse of Bear
Stearns coul d have had a system c inpact on the banking
system and pronpted a run on ot her banks.

Where does this | eave us now? W nmay yet see a run on
t he banks (such as the run on Northern Rock in the UK. ),
all factors considered, though there is anple liquidity in
the system now..or so we are told. And if the banks and
politicians have their way, the taxpayers will subsidize a

massi ve bail out of banks and homeowners that will mnake the
S&L bailout look like a picnic. This is abjectly wong and
will only pronote further noral hazard in the future. The

homeowner s who made bad i nvest nent deci si ons and t he banks
that enabled this should not be rewarded for poor
i nvest nent decisions. Rather, the banks and t he homeowners
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shoul d work together to find a solution, other than
forecl osure, to the problem

The Fed needs to now take away the punch bow by
ending rate cuts and taking back sonme of the policy
accommodation instituted in the last eight nonths. The
econom ¢ sl owdown currently underway was inevitable. The
Fed’s cuts could not stop this. But as a result of policy
accommodation, real rates are effectively 0% given the
dangerous rise in inflation of late. Wth energy prices

still rising and now fueling a dangerous rise in other
consuner prices, nanely for food, continued policy
accomodation will pronpt spiraling inflation, a weaker

dol Il ar, higher comodity prices as investors seek nore
favourabl e returns than on bonds or equities—factors which
will retard | ong-termeconomc activity.

In addition to renoving policy accommodation, the Fed
shoul d rai se the reserve requirenents of banks. Had this
policy tool been used in the past (the last tinme the Fed
used this was to cut the reserve requirenent ), bank
capital ratios would be higher nownregating the need to
shore up bal ance sheets wth additional capital from
foreign investors such as the Saudis. Banks would al so
have been nore judicious in their |ending habits,
particularly in a period of |ow rates.

But despite the failings of the Fed, abolishing this
institution, as sone have suggested, is not a prudent or
financially responsible action. The Fed provides a stable
force in the banking system overseeing regulation of banks
and providing enmergency liquidity to ensure properly
functioning financial markets. Renobving the Fed fromthe
financial markets | eaves regul ati on and oversight to either
anot her governnent departnent or to the industry itself,
| eaves interest rates to be determ ned conpl etely by banks
and the markets, and forces banks to borrow over ni ght
solely fromeach other. It should be easy to see how
tenpting it would be for the banking industry, in the
absence of the Fed, to control interest rates in such a way
as to negatively inpact consuners and t he broader econony.
No, the sinple fact is that we still need the Fed, no
matter how m sguided its actions or its shortcom ngs from
time to tine.



