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A lot has been written recently, pro and con, about the Fed’s new round
of s QE2. But, frankly, much of the discussion on
both sides lacks a coherent analytical framework for thinking about the key
issues. | try here to provide such a framework.

Ben Bernanke, chairman The Fed, is concerned about the weak economic
recovery and, particularly, by the possibility of future . To counter
this tendency, the Fed plans a new round of , expansion. The main
conclusions that I reach are:

In the present environment, where short-term are
essentially zero, expansionary open-market operations involving

would do nothing (a point with which the Fed concurs).

Expansionary open-market operations featuring long-term Treasury
(QE2) might be expansionary. However, this operation is equivalent to the
Treasury shortening the of its outstanding debt. It is unclear why the
Fed, rather than the Treasury, should be in the debt-maturity business.

In practice, the alternative to raising interest on reserves is not a massive

quantitative easing RLIEIABIR dub [dab] v. #&-----FRA
deflation [di'fleifon] n. W ELE monetary ['manitori] adj. $MH
nominal interest rate 44 M FIZ, ZHEFIR treasury bill [EPEZ

bond [bond] n. fiZ maturity [mo'tjusriti] ». JEEL
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sale of Treasury bills (which the Fed does not possess) but, rather, selling off a
large portion of the assets accumulated since August 2008.

QE2 may be a short-term expansionary force, thereby lessening concerns
about deflation. However, the Treasury can produce identical effects by
changing the maturity structure of its outstanding debts. The downside of
QE2 is that it intensifies the problems of an exit strategy aimed at avoiding
the inflationary consequences of the Fed’s vast monetary expansion. The Fed
is over-confident about its ability to manage the exit strategy; in particular,
it is wrong to view increases in paid on reserves as a new and more effective

instrument for accomplishing a painless exit.
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Are they still marked at the face value? And if the institutions withdraw their

reserves ., would they have to take a loss?
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Hedging, it seems to me that the sellers of toxic assets took some kind of a haircut,

but nothing close to the market value, while the Fed overpaid for them
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Kitty
[he Fed could do that because it merely prints the money 1t needs. It will be
fascinating to watch the Fed try to unload those toxic assets and witness what kind of

price they get for them
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My understanding is that the writer is suggesting the Treasury directly change the

maturity of the debt toward short-term maturities, rather than the Fed doing essentially

the same thing but by essentially pumping more money in the system—money that needs

to be drawn out when a recovery occurs.
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According to FONC, to promote a stronger pace of economic recovery
and to help ensure that inflation, over time, is at levels consistent with its
mandate, the Committee decided to expand its holdings of securities. The
Committee will maintain its existing policy of reinvesting principal payments
from its securities holdings. In addition, the Committee intends to purchase a
further $600 billion of longer-term Treasury securities by the end of the second
quarter of 2011, a pace of about $75 billion per month. The Committee will
regularly review the pace of its securities purchases and the overall size of the
asset-purchase program in light of incoming information and will adjust the
program as needed to best foster maximum employment and price stability.

The Fed is concerned that inflation is too low—it’s been quite clear about
this since Ben Bernanke’s August speech in Jackson Hole—and that falling
inflation is undermining recovery. And indeed, both underlying inflation and
inflation expectations were falling from late April until Mr. Bernanke first

announced his worries in August. So one clear way to assess the success or

FOMC BEHFFgiigmE RS mandate ['mandeit] n. 54

holding ['houldin] n. FHAHIW> securities [si'kjuaritis] n. iE#
asset ['mset] n. ¥rF undermine [ ande'main] v. ¥isFBIR
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failure of the policy would be to watch inflation expectations. And we have
observed a rise back to more normal levels since the Fed began hinting at new
easing in late August. This is basic stuff.

Mr. Bernanke is concerned about low inflation because it makes the
recovery process more difficult. He’s also concerned about it because it
doesn’t leave much of a cushion against new shocks. Are there risks to the
Fed’s policy? Sure. But the lesson from previous crises of this nature is that
disregarding disinflation is an extremely dangerous thing. Mr. Bernanke has
gotten the balance of risks right. Hopefully, he’ll have a stomach to carry
forward despite the barrage of criticism he’s facing.
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