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EpiTtor’s NoOTE

This issue of the Cato Journal features papers from Cato’s
34th Annual Monetary Conference, “Central Banks and Financial
Turmoil,” which was held in Washington on November 17, 2016.
The conference, hosted by Cato’s Center for Monetary and Financial
Alternatives and generously supported by a grant from the George
Edward Durell Foundation, brought together leading scholars and
policymakers to examine the link between unconventional monetary
policy and financial fragility. History has shown that monetary
activism is a chief cause of financial booms and busts. The Fed’s
unconventional monetary policies have distorted interest rates and
asset prices, misallocated credit, encouraged risk taking, increased
leverage, penalized savers, and increased uncertainty—all of which
have had a negative effect on productive investment, innovation, and
growth. Any short-term benefits of near-zero interest rates, quantita-
tive easing, forward guidance, and increased regulation must be
weighed against those costs.

Unconventional monetary policy has shifted attention from the
long-run objectives of price stability and stable growth of money and
credit to keeping short-run interest rates near zero and maintaining
the Fed’s bloated balance sheet. The failure of the Fed and other
central banks to create robust economic growth following the Great
Recession should not be a surprise: “monetary stimulus” cannot
generate sustainable real economic growth. Zero or negative interest
rates and large-scale asset purchases have created severe distortions
in asset markets by underpricing risk and inflating asset prices. When
rates rise and the Fed starts to trim its balance sheet, those distor-
tions will be fully revealed—which makes it difficult to normalize
monetary policy for fear of triggering a crisis. But the longer the Fed
waits to do so, the higher the risks of further turmoil and another
balance-sheet recession.
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The contributors to this volume explore the risks inherent in
unconventional monetary policy, the steps needed to restore mone-
tary and financial stability, and the policies needed to foster long-run
growth. Some key issues include:

How have recent monetary and regulatory policies contributed
to uncertainty and financial imbalances, and how should they
be reformed?

How can the Fed exit unconventional monetary policy?

How can the Fed exit its intrusion into fiscal policy and credit
allocation without creating financial turmoil?

Did the Fed plug up the monetary transmission mechanism by
paying interest on excess reserves and by overzealous macro-
prudential policies?

What types of monetary institutions/rules could reduce uncer-
tainty and promote stability?

In discussing these and related issues, the contributors to this
volume confront the uncharted waters of unconventional policies
and offer valuable insights about how to move toward a more trans-
parent and robust monetary system.

—J. A. Don



THE LONG-RUN IMPERATIVES OF
MONETARY POLICY AND
MACROPRUDENTIAL SUPERVISION
Thomas M. Hoenig

As central banks have come to dominate financial markets, the
debate over their ability to deliver strong, long-run economic growth
has become increasingly intense. “Central Banks and Financial
Turmoil” is the theme of this conference, and given the dramatic
expansion of central bank balance sheets and their influence over
economies, it is a topic well worth our attention. I congratulate the
conference organizers for their foresight in selecting it.

I will focus my remarks this morning on two areas on which cen-
tral bank performance is judged: monetary policy and macropruden-
tial supervision. While a host of factors determine an economy’s
strength, these two policy instruments have come to play a dominant
role in our economy, and their role going forward is a major subject
of attention. I will suggest that monetary and regulatory policies have
for some time been overly focused on short-run effects at the
expense of long-run goals, which has unintentionally served to
increase uncertainty and economic fragﬂity. Future success requires
that policy move deliberately toward a more balanced long-run
objective.

Cato Journal, Vol. 37, No. 2 (Spring/Summer 2017). Copyright © Cato Institute.
All rights reserved.

Thomas M. Hoenig is Vice Chairman of the Federal Deposit Insurance
Corporation and former President of the Federal Reserve Bank of Kansas. This arti-
cle is based on his keynote address at the Cato Institute’s 34th Annual Monetary
Conference, November 17, 2016, in Washington, D.C. The views expressed herein
are the author’s and do not necessarily reflect those of the FDIC.
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FIGURE 1
REAL FEDERAL FUNDS RATE AND U.S. GDP GROWTH
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Monetary Policy

The dual mandate for U.S. monetary policy, established by
Congress, is to “maintain long-run growth of the money and credit
aggregates commensurate with the economy’s long-run potential to
increase production, so as to promote effectively the goals of maxi-
mum employment, stable prices, and moderate long-term interest
rates.”! In reading this mandate, you might note the emphasis on long-
run effects. As a colleague once described it, “central bankers should
take care of the long-run so that the short-run can take care of itself.”

In a world of discretionary policy, when the moment comes to
choose between long-run goals and short-term effects, policymakers
experience enormous pressure to choose the more expedient short-
run solution, deferring to another time concern with long-run
implications.

This tendency can be seen in the long-run trends of short-term
interest rates. Figure 1, for example, shows the real fed funds rate
from 1960 to August 2016. For comparison, the chart also shows the
average real GDP growth rate of near 3 percent for that period. It is
noteworthy that the real fed funds rate was below the average real

Federal Reserve Act of 1913, as amended.

196



LONG-RUN IMPERATIVES

GDP growth rate for nearly 80 percent of the time, and it was
negative for over 30 percent of the time. Also noteworthy, the real
fed funds rate averaged only 0.9 percent from 1991 to 1995, 0.2 per-
cent from 2001 to 2005, and minus 1 percent or lower from 2008
through 2015. Regardless of what one deems the appropriate U.S.
monetary policy to be, it was—except in the early 1980s—decidedly
directed toward lower interest rates.

Regulatory Policy and Macroprudential Supervision

Turning to macroprudential supervision, its objective might best
be described as that of assuring the integrity of financial institutions,
sound markets, and a reliable payments and intermediation frame-
work. Carrying out this mandate involves an extensive program of
rules and supervisory oversight designed to achieve long-run finan-
cial stability, credit availability, and stable economic growth.

As with monetary policy, authorities have discretion as to how they
carry out the supervision mandate, which has led to different degrees
of oversight over time. For much of the quarter century prior to
2008, for example, there was a systematic easing of constraints on
bank activity and, most notably, an extension of the public safety net
to an increasing number of nonbank financial activities conducted
by both banks and shadow banks. Commercial banks were given
authority to engage in investment banking, trading, and broker-
dealer activities, while investment banks and other financial firms
were permitted to engage in a host of bank-like activities.?

While the safety net was broadened over this period, capital require-
ments were allowed to weaken, exacerbating the downward effects
on stability. Figure 2 shows that, from 2001 through 2008, equity cap-
ital supporting the industry’s balance sheet—defined as the ratio of

*Laws such as the Glass-Steagall Act were repealed, which ended the separation
of commercial banking from investment banking, broker-dealer activities, and, in
some cases, nonfinancial commercial firms. Bankruptcy law changed to allow
short-term liabilities to be secured with mortgages instead of short-term U.S. gov-
ernment securities. The SEC eased capital restraints for investment banks in 2004.
SBetween 1993 and 2007, financial regulators allowed leverage at regulated firms
to increase to unprecedented levels. The average leverage—measured as total
assets to tangible equity capital—of the 20 largest, most systemically important
U.S. financial institutions increased from 18 dollars of assets being funded by one
dollar of equity, to a high of 31 dollars of assets being funded by that same dollar.
This represents almost a doubling of debt used to fund assets.
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FIGURE 2
TANGIBLE LEVERAGE RATIO FOR U.S. BANK
HoLDING COMPANIES
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SOURCE: Federal reserve Y-9C.

tangible equity to tangible assets—declined to less than 4 percent.
This trend of lower capital continued a century-long shift in which
market and public confidence in banks relied less on bank capital lev-
els and more on the growing presence of government safety nets.*

Leveraging the Economic System

Figure 3 shows the longer-run effects of accommodative monetary
and supervisory policies. Total U.S. debt relative to nominal GDP
rose from 265 percent in 2000 to 365 percent in 2008, and it has
improved only slightly since then. Behind this broad trend, debt
within sectors also has substantially increased. For example, gross
federal debt increased from 39 percent to 51 percent of GDP, con-
sumer debt increased from about 70 percent to almost 100 percent
of GDP, nonfinancial debt increased from 63 percent to 74 percent,
and U.S. debt extended to the rest of the world increased from about
8 percent to 11 percent of GDP.

These trends in debt have been described by some as a conse-
quence of a global savings glut. However, it is no coincidence that the

*FDIC calculations based on data from the FDIC and Cambridge University Press.
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FIGURE 3
DEBT SECURITIES AND LOANS OUTSTANDING IN THE
UNITED STATES
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trends followed nearly a decade of systematic and sometimes dra-
matic accommodative U.S. monetary policy and capital standards
that encouraged higher bank and financial leverage.

Finally, Figure 4 shows that despite these ever-more accom-
modative monetary and regulatory policies, and despite the increase

FIGURE 4
ANNUAL REAL U.S. GDP GROWTH DURING EXPANSIONS
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SOURCES: Bureau of Economic Analysis; National Bureau of Economic
Research (Haver Analytics).
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in financial and economic leverage, the growth rate of the U.S.
economy has not increased. Indeed, real GDP growth during expan-
sionary periods has declined steadily from more than 4 percent
annually in the 1980s to just over 2 percent today.

Financial Crisis

These trends suggest that the financial and economic shock expe-
rienced in 2008 did not just happen randomly. It followed an
extended period of accommodative policies in which long-run con-
siderations were most often discounted against the perception of
immediate needs. Extended periods in which monetary policy
catered to short-term growth objectives and regulatory policies
encouraging ever-declining capital levels among financial firms made
the system increasingly vulnerable to shocks.

As 2007 and 2008 unfolded, the effects of these policies erupted
and losses quickly overwhelmed the financial industry. Figure 5
shows that cumulative losses and TARP capital injections in 2008
approached nearly 6 percent of total industry assets. Several of the

FIGURE 5
CUMULATIVE WRITEDOWNS AND TARP DISBURSEMENTS
FOR U.S. BANKS IN 2008
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*Data for 26 large U.S. bank holding companies from the Bloomberg
WDCI command.
SOURCES: Bloomberg and U.S. Treasury.
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largest financial firms failed, requiring unprecedented government
support to prevent collapse, while many others appeared ripe for fail-
ure. The public and the market did the rational thing: they ran for the
exits. The crisis was on.

Central banks, using unprecedented facilities, injected enormous
amounts of liquidity into the economy. In an important sense, their
actions represented a decisive execution of the lender and liquidity
provider of last resort, which calmed fears and staunched the crisis.
While it was the appropriate short-run response, its extended dura-
tion comes with a substantial public cost.

Postcrisis Monetary Policy and Discretion

By the third quarter of 2009, an economic recovery was underway.
Then, as now, the month-to-month data were mixed” but the overall
trend suggesting a sustained recovery was compelling. For example,
average GDP growth during the first year of recovery was 2.7 per-
cent, which compares favorably to the 2.9 percent growth rate in the
first year following the 1991 recession and 2.3 percent growth follow-
ing the 2001 recession.

Nevertheless, most policymakers were uncertain of the recov-
ery’s durability and were loath to normalize monetary policy
regardless of the emerging favorable evidence. Long-run consider-
ations took a back seat to short-run concerns.® In November of
2010, under the title QE2, the Federal Reserve voted to purchase
$600 billion of Treasuries at a rate of $75 billion per month. Again
between 2012 and October 2014 the Federal Reserve, under QE3,
purchased $40 billion of mortgage-backed securities (MBS)

®For example, industrial production ranged between a negative 0.4 percent in
June to plus 1.1 percent in August, and durable goods orders varied from a strong
7.1 percent in July to a minus 3.2 percent in June. Private job growth continued
to decline, but at a slower pace.

“Tn justifying the highly accommodative policies of 2010, the arguments echoed
those used in the 2003 easing period, when the federal funds rate was lowered to
1 percent, and where it remained until 2004. For example, during this earlier
period, there were constant references among FOMC members to a risk of defla-
tion and constant reminders of Japan’s deflation. And although in the third quar-
ter of 2003 real GDP in the U.S. expanded at an annual rate of nearly 7 percent,
the policy rate still remained at 1 percent for nearly a year. The insistence on
keeping rates low set the stage for the speculative binge that contributed to the
2008 financial crisis. Policymakers accepted the risk of greater long-run financial
instability for short-run gains.
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per month. Monetary policy throughout 2010 and beyond not only
remained accommodative but also represented an unprecedented
policy easing into a recovering economy.

As a result, a fragile equilibrium dependent on low interest rates
has settled so deeply into the economy and financial markets that the
difficulty of moving rates higher represents an unsettling force within
the United States and global economies.

Postcrisis Macroprudential Supervision

As monetary policy was steadily eased, concern arose regarding its
negative long-term effects on financial firms and the broader econ-
omy. To offset these concerns, macroprudential supervision was
touted in financial policy circles as a powerful force to balance any
negative effects of monetary policy.

Enhanced macroprudential financial rules and standards are tools
that serve the goal of greater financial stability, but as a complement
to monetary policy they raise their own set of issues. If monetary pol-
icy is set to stimulate credit expansion and wealth effects, it is highly
unlikely that bank supervisors would take actions that impede those
policies.

Figure 6 shows the trend line for tangible capital to tangible assets
for the largest U.S. banks since 2012. This ratio increased from
3.66 percent in the second quarter of 2012 to 5.75 in the second
quarter of 2016.7 Before 2008 it was argued that requiring increased
capital would slow economic growth. These arguments tended to win
the day in policy circles but do not hold up as data and experience
show (see Gambacorta and Shin 2016, Pogach 2016). Referring back
to Figure 5, cumulative losses plus TARP capital injections for the
26 largest U.S. banks in 2008 were nearly 6 percent of total assets.
Thus, should the largest firms experience losses in the future similar
to those of 2008, those losses would absorb nearly all of their
reported tangible equity capital and would, again, place enormous
stress on the financial system.

While strengthening bank capital would serve the industry and
the economy well, an effort is underway to back away from this

“Global Capital Index of capitalization ratios for global systemically important banks,
second quarter 2016. See www.fdic.gov/about/learn/board/hoenig/capitalizationratio
2q16.pdf.
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FIGURE 6
IFRS TANGIBLE LEVERAGE RATIO FOR U.S. GLOBAL
SYSTEMICALLY IMPORTANT BANKS
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NoOTE: IFRS refers to International Financial Reporting Standards.
SourcEs: Federal Reserve Y-9C / SEC 10-K and 10-Q Forms.

macroprudential policy goal.8 The argument continues now, as it
did pre-crisis, that increasing capital from current levels will
hurt economic growth. To the extent that these arguments are suc-
cessful, the industry and economy will be very poorly served.
Macroprudential supervision and monetary policy are not tools for
fine-tuning the economy but are blunt instruments generally man-
aged toward the same policy goals. The mandate for these policies
is long-term stability, but too often the immediacy of the short term
has taken precedence—and the cost has been great.

Changing the Approach

After nearly a decade of highly accommodative monetary policy
and uneven supervision, the U.S. economy is growing more slowly

than policymakers had hoped for or expected when this policy cycle

SA press release, dated September 11, 2016, from the Bank of International
Settlements (BIS 2016), noted that the Governors and Heads of Supervision
(GHOS) “endorsed the broad direction of the Committee’s reforms. The GHOS
discussed the Basel Committee’s ongoing cumulative impact assessment and
reaffirmed that, as a result of this assessment, the Committee should focus on not
significantly increasing overall capital requirements.”
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began. While it prevented a financial collapse in 2008, subsequent
easing failed to deliver the expected economic growth and has left
the system fragile. And allowing financial firms to operate at
minimum capital levels fails to accelerate economic growth and
leaves the system more vulnerable to shock.

This accommodative policy loop must change. To normalize mon-
etary policy, interest rates must increase, which will temporarily put
downward pressure on financial industry asset values and earnings. It
is also understood, but less acknowledged, that, if capital levels of the
world’s largest banks remain at current levels, these firms will con-
tinue to be vulnerable to losses that flow from higher rates and
macroeconomic adjustments. Such consequences could weaken
bank balance sheets significantly and undermine their ability to sup-
port the economy through the adjustment period.

The challenge is to find a path that enables central banks to rebal-
ance monetary policy without shock overwhelming the financial sys-
tem and undermining long-run economic growth. One such path to
consider is for interest rates to be increased in a clear, deliberate
manner toward an announced long-run target rate or range. The
time line, adjustment path, and target range would be influenced by
a host of factors, including, for example, fiscal policy, demographics,
and international events. However, once chosen and announced, the
policy must not be abandoned at the first—or even second—sign of
stress. It took a decade to get to this point, and it will take time to
return to “normal.”

Importantly, there should be no backing away from insisting on
strong equity capital standards. Capital should be set to levels that
ensure the industry can absorb future losses and reduce concerns
about its resilience. This requires building tangible equity capital
beyond current levels.

While challenging, there is clearly room to strengthen capital
through retained earnings. For example, since 2009, the eight largest
U.S. banks have paid out $243 billion of the $431 billion earned. The
industry, therefore, has the capacity to systematically strengthen cap-
ital and build industry resilience through retained earnings.

Importantly also, retained earnings would not be stale reserves, as
is sometimes suggested. Retained earnings are working capital that
facilitates bank lending, enhances bank earnings, promotes financial
stability, and supports long-term economic growth. While concern
has been expressed in some quarters that requiring increased equity
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would lower returns to investors and raise the cost of capital, there is
ample evidence that well-capitalized banks trade at higher premiums
than less-well-capitalized banks and have a lower cost of capital over
time. History also shows that, without the government safety net, the
market would insist on banks having tangible capital levels—in other
words, owner equity—higher than currently maintained. And, as a
matter of public policy, we should not allow the benefits of the gov-
ernment safety net, which are meant to protect the public, to flow as
a subsidy to private investors.

Conclusion

Monetary and macroprudential policies need to focus independ-
ently on the long run; interest rates need to normalize; and bank cap-
ital needs to be strengthened. Policy cannot stay on its current path
of low-for-long rates and return-to-lower capital without undermin-
ing the resilience of the financial system and the economy, and with-
out inviting harsher future adjustments, as occurred in past episodes
when policy was highly accommodative. We have an opportunity to
strengthen banks, the financial system, and the economy to achieve
real long-run growth goals if the view of policymakers shifts from
short-run effect to long-term sustainability.
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THE IMPACT OF MONETARY AND
REGULATORY POLICY ON MAIN
STREET BANKING
John A. Allison

I spent my career in business. In fact, I was at one time the longest-
serving CEO of a major financial institution in the United States.
BB&T, the bank I ran from 1989 to 2008, is a Main Street, community
bank, and so I tend to think from that perspective. However, my expe-
rience since stepping down from BB&T has made it clear to me that a
lot of influential people just do not see the world in the same way.

Between 2012 and 2015, I was president and CEO of the Cato
Institute, and so I encountered a lot of policymakers. Right now, I'm
teaching at Wake Forest University and so work alongside a lot of
academics. Of course, I also have many friends and colleagues on
Wall Street. And the thinking that characterizes each of those places
is very different from the kind of thinking that takes place on Main
Street. Certainly, there are some commonalities, but in the end it’s a
very different world view.

Accordingly, my goal in this article is to explain the impact of
Federal Reserve policy on Main Street and—by extension—
fundamental economic activity. In what follows, I am going to deal sep-
arately with monetary and regulatory policy. Sometimes those policies
work together, but often they actually pull in different directions. T will

Cato Journal Vol. 37, No. 2 (Spring/Summer 2017). Copyright © Cato Institute.
All rights reserved.

John A. Allison is an Executive in Residence at the Wake Forest School of
Business. He has served as president and CEO of the Cato Institute, and chairman
and CEO of BB&T Corporation. This article is based on his remarks at Cato’s 34th
Annual Monetary Conference, November 17, 2016.
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go on to draw a distinction between the policy responses to the finan-
cial crises of the 1980s and 1990s, on the one hand, and the approach
taken to the more recent crisis on the other. Finally, T will offer my
thoughts on the state of banking today, and its prospects under the new
U.S. administration.

What Caused the Crisis?

I want to begin with some context, by looking at the last economic
cycle. The commonly held belief is that deregulation, coupled with
greed on Wall Street, caused the 2008 financial crisis. To put it
bluntly, however, this account of the crisis is simply not true. On the
contrary, based on my own experience, I believe very strongly that
the recent financial crisis had its roots in government housing policy,
which aimed to provide affordable homes now and gave no thought
to the longer-term consequences. The Community Reinvestment
Act, which put banks under enormous pressure to expand subprime
lending, deserves particular blame, as do the activities of those giant
government-sponsored enterprises Freddie Mac and Fannie Mae,
which by the time they failed had amassed liabilities of $5 trillion,
including $2 trillion of subprime mortgages.'

These misguided policies were amplified and made much worse, in
my view, by the actions of the Federal Reserve. As CEO of BB&T, I
saw this up close. It began in the early 2000s, when Alan Greenspan—
at that time the Fed chair—responded to a much-needed market cor-
rection (the bursting of the dot-com bubble) by engineering a radical
reduction in real interest rates. That turned out to be an incredibly
destructive move.

You see, at that point we already had a housing bubble in the
United States. At BB&T, we gauged the market by looking at the
debt service on people’s home mortgages versus their incomes. On
that basis, we thought house prices were at least 10 percent too high
and were gearing up for a housing correction. But the opposite hap-
pened when the Greenspan Fed crashed interest rates. It was like
pouring gasoline on a fire: all of a sudden, house prices were 30 to
35 percent too high, and there was enormous overinvestment in the
housing sector as a whole.

"For more on the contribution of government housing policy to the financial cri-
sis, see Allison (2012: chap. 5).
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What followed was very interesting. Greenspan claimed that there
was a global savings glut and that as a result, interest rates would stay
low indefinitely. At BB&T, we didn’t pay too much attention to that.
But then it went on for several years. At that point, we had to pay
attention—for banks, prolonged low interest rates mean you have no
spread in your business and therefore struggle to turn a profit. That’s
why many banks at that time started to lengthen the duration of their
bond portfolios—they needed to find higher yields somewhere.
BB&T was one of the last banks to join that party (Allison 2012:
27-28). But then—wouldnt you know itP—Greenspan suddenly
started raising rates. He raised them very rapidly. In fact, this was the
fastest percentage increase in interest rates ever.

Of course, the overall level of interest rates never went that high—
and economists tend to focus on that level. However, if you're running
a business, the cost of money is your cost of goods. And if that cost of
goods doubles—or even triples—in a very short period of time, it
becomes very hard to run that business. I often ask my students to
imagine the following scenario: you go to college, and in your first
semester, tuition is $25,000; the next semester, it rises to $50,000;
then it goes to $75,000; and then $100,000. It's hard to handle that
kind of price increase—but that’s exactly what happened to the cost
of goods for banks when Greenspan started raising interest rates.

Bernanke continued the trend when he took over. But then he
did something incredibly disruptive—something I argue markets
would never do on their own: he inverted the yield curve. In other
words, short-term rates somehow ended up higher than long-term
rates. This created an enormous problem for banks, who make their
money by borrowing short and lending long. With an inverted yield
curve, banks faced negative spreads and were therefore forced to
take more risk if they wanted to maintain their returns. It is no sur-
prise, in this context, that a disproportionate share of the bad assets
held by the banks at the time of the financial crisis were acquired
during the last couple of years of the economic cycle. In short, the
Fed had created a massive, perverse incentive: the banking indus-
try either had to take more risk or else go broke from negative
spreads.

It is important to understand that the impact of all this was not
just on the housing market. In fact, there were multiple bubbles,
appearing everywhere from commodities markets to the automo-
bile industry. By its actions, in other words, the Federal Reserve
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encouraged massive malinvestment across the economy. When the
bubble inevitably burst, those investments were unwound very
rapidly, at vast economic cost. The so-called Great Recession
ensued.

The Impact on Main Street

Many Main Street business people feel fooled by the Federal
Reserve. The perception is that the Fed said one thing but did some-
thing completely different. What's more, the Fed’s predictions didn’t
reflect reality: Bernanke was still saying there wouldn’t be a recession
after the recession had started! As a result, people on Main Street are
asking themselves whether America’s monetary policymakers really
know what they're doing.

That loss of faith has serious consequences. What's happening
today is that the average Main Street business person—who is not an
expert on monetary policy—expects inflation and can’t figure out
why it isn’t happening. They read in the Wall Street Journal about
quantitative easing and the massive expansion of the money supply,
and they think inflation must surely be around the corner. Now, that
may be a misinterpretation, but it’s what the average Joe thinks is
going on. Meanwhile, these people are running their businesses and
not seeing any revenue increases.

Put yourself in their position: you're running a Main Street busi-
ness, you expect inflation, and your revenues are flat. What do you
do? For most Main Street businesses, the answer is to become very
cautious. That means bearing down on costs and not making any big
investments. Big public companies take advantage of cheap financing
to buy back stock. Industries consolidate—but the mergers are
driven by cost, rather than revenue.

It all stems from uncertainty. Main Street businesses believe
they've been fooled in the past, are worried about what the future
might hold, and have little faith in the Federal Reserve’s ability to
steer the right course. I like to use the analogy of the Wizard of Oz.
That's how people saw Alan Greenspan when he was Fed chair—"the
wonderful things he does!” But when the financial crisis hit, it was like
the curtain being pulled back. Suddenly you realize it’s just this old
guy and that the rest was all smoke and mirrors. That analogy might
not be entirely fair, but it does capture what a lot of Main Street busi-
ness people think when they look at the Federal Reserve today.
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The Consequences of Regulation

As much trouble as monetary policy has caused, when it comes to
this correction, the regulatory side of policymaking arguably did even
more damage. Of course, you hear all the time that banks were
deregulated in the run up to the financial crisis, but, for someone
who was actually running a bank during that period, this just seems
like a bizarre argument. In fact, there was a massive increase in bank
regulation under the George W. Bush administration. There was the
Privacy Act, Sarbanes-Oxley, and the Patriot Act. Together, these
pieces of legislation constituted a radical increase in the regulation
imposed on the American banking industry—you can just go count
the pages.

What's more, banks were put under huge pressure to carry out
subprime lending. For example, the regulators wouldn't approve
mergers unless the banks in question were doing lots of subprime
lending. Then there was the perverse way risk weighting was applied
to banks’ capital ratios>—you had to keep only half as much capital
against a subprime mortgage loan as you did against a loan to
ExxonMobil. In Europe, of course, you could loan money to the
Greek government and then hold no capital against it whatsoever
(Allison 2012: 51). Bank capital regulation made no logical sense, but
it certainly provided a great incentive for crazy investments.

The worst part is that financial regulators don’t seem to have
learned anything from their mistakes. There’s a discussion going on
right now about the next set of Basel rules, which will aim to set
capital ratio risk weights globally. This is a recipe for disaster. Let’s
imagine—and it doesn’t take much to picture it—that the Basel com-
mittee underweights a particular asset, meaning that banks don’t
have to hold as much capital against it. What's going to happen? Well,
you'd expect to see lots of investment flow into that particular asset,
which means that asset is going to get a lot more risky. It’s exactly
what happened in the mortgage business a few years ago. It doesn’t
seem regulators have got any better at judging risk, either. Just look
at energy credits, which were considered low-risk two years ago, but

suddenly became high-risk when the energy bubble burst.

2For more on why the financial sector was misregulated, not deregulated, see
Allison (2012: chap. 13).
3For more on the perversities of risk-weighted capital ratios, see Dowd (2014).
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Ultimately, this risk weighting just isn’t ever going to work.
Financial regulators are presuming to know things they cannot pos-
sibly know with any degree of certainty, and storing up problems for
the future in the process.

A Tale of Three Crises

During my career in the banking industry, I had the experience of
going through several financial crises—first in the early 1980s, when
I was running BB&T’s lending business, and then again in the early
1990s and late 2000s, when I was CEO. What a lot of people don’t
seem to realize about these three crises is that the first two were han-
dled radically differently by the regulators than was the most recent
one. And those divergent regulatory approaches had a huge impact
on the respective economic outcomes.

An economist looking at the 1980s crisis with no prior knowledge
would probably guess at a much worse outcome than we had in the
late 2000s, principally because the country was in much worse shape
going into that earlier crisis. Same for the crisis of the early 1990s.
Yet it didn’t work out that way—why? A lot of it comes down to how
bank examiners handled those earlier crises: they effectively attacked
the bad banks, putting them out of business. But, crucially, they dis-
criminated between banks and allowed the good ones to continue
operating unmolested. As it happens, BB&T grew during those
cycles. We were able to help our existing customers through the
downturn, and we were able to help new customers who had been let
down elsewhere.

This time around, we had an inverted regulatory action. Instead of
letting the bad banks fail, the government bailed them out. At the
same time, regulators attacked good banks—banks that had made
prudent investments and had gone into the crisis with strong balance
sheets—by radically tightening lending standards. That approach
made things drastically worse: the last thing you want to do in a credit
crunch is suddenly impose additional restraints on lending, but that’s
exactly what regulators did. As a result, BB&T was forced to put
thousands of people—our customers, who were relying on us for
credit—out of business for no good reason. If regulators hadn’t taken
such a destructive approach, those customers could have stayed
afloat and kept creating jobs.

This terrible response to the crisis was, I think, driven by panic.
Bernanke’s book, The Courage to Act, offers an interesting window
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into his perception of what was going on. He really thought we were
on the verge of a global Armageddon, that the entire financial system
was about to collapse, and that the aftermath was going to make the
Great Depression look like a picnic. But that perception wasn’t
rooted in reality, and it certainly didn’t reflect what was happening in
the Main Street banking business. BB&T wasn't about to go broke
just because Goldman Sachs was going broke. In fact, at BB&T we
were buried in cash; the same was true for Wells Fargo and most of
the banking industry. Yet this irrational fear of “contagion” spread
like wildfire, and the regulators completely overreacted. In the
process, they helped turn a financial crisis into a prolonged economic
downturn.

Banking in Trump’s America

Looking forward, I am more optimistic. Nevertheless, a great deal
of damage has been done since the passage of Dodd-Frank, and that
will take time to unwind. The significant rise in capital requirements,
while not necessarily a bad idea on its own (Allison 2012: 189), has
come alongside a much-increased regulatory burden, as well as a
much-narrowed yield curve spread. Together, those factors have
made it hard for Main Street banks to make money. Another prob-
lem is the big increase in liquidity requirements. This forces banks to
hold lots of short-term government debt and to maintain unproduc-
tive excess reserves.

Then there’s the dramatic tightening of lending standards, which
has continued since the financial crisis. This is of particular concern to
me. I started out as a small business lender, and over the years
the kind of “venture capital” loans I made helped entrepreneurs to
create hundreds of thousands of jobs. But banks literally can’t make
those sorts of loans anymore. Bernie Marcus, a friend of mine who
started Home Depot, says today he would never get the kind of
financing he had then—and he’s right. Lending standards for small
businesses are tighter now than at any time in the last 45 years. We will
never know how many great opportunities are being lost as a result.

It was interesting, though, to see the market reaction to Donald
Trump’s election, with bank stocks performing very strongly.
Investors clearly think the new administration is going to make
some beneficial reforms to financial regulation, and I think that’s
a reasonable expectation. For all his flaws, Donald Trump
has agreed to support a bill—Rep. Jeb Hensarling’s proposed
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Financial CHOICE Act—that would do a lot to improve the regu-
latory climate. It’s not a perfect free-market plan for banking
reform, of course, but what it would do is allow banks to effectively
opt out of Dodd-Frank so long as they maintain a strong leverage
capital ratio. That would be a hugely liberating move for the bank-
ing industry.

Moreover, even if that bill doesn’t get passed, we are still likely to
get some regulatory relief. And that’s because regulators always act in
the regulatory interest and look to the federal government’s political
leadership to judge that. Let me explain with an example from my
own experience: early in my career as a CEO, Bill Clinton was
elected president, and for whatever reason, he was convinced that
there was racial discrimination in banking. But this was the 1990s—
there had been plenty of discrimination in the 1960s, but it was all
over by the time Clinton came to office. Nevertheless, President
Clinton instructed his FDIC staff to find racial discrimination and
then put an end to it.

Of course, racial discrimination had been against the law for a long
time. And officials at the FDIC knew banks in the 1990s weren’t
really discriminating against their customers. But these regulators
had to make the boss happy, and so they started cutting some inter-
esting deals. They would go into banks, use crazy formulas to prove
the existence of racial discrimination, but then let the “guilty” banks
off with a small fine and a slap on the wrist—just so long as bank
executives accepted responsibility and let the FDIC get some good
publicity for themselves out of it.

Now, when the FDIC came to BB&T, we refused to play ball.*
We knew we didn’t racially discriminate, and, after one look at the
FDIC’s crazy accusations, we said we'd see them in court. But the
FDIC didn’t want that, and so they took a different approach: they
said they wouldn’t let us do any mergers or open any branches; they
said they'd send in an army of inspectors and just sit on our organiza-
tion until we gave in to their demands. They said we’d be paralyzed as
a business. And, for four months, we were. BB&T fought the FDIC
like crazy, but in retrospect it was probably a bad business strategy—
it would have been better for our bottom line if we had just rolled over
like they wanted us to.

“For an expanded account of this episode, see Allison (2012: 43-45).
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Then the 1996 mid-term elections came around, and the
Republicans were elected to Congress. A couple of days later, every
single FDIC examiner went home, and we never heard from them
again. No laws had changed yet, but the shifting balance of political
power was enough to completely change BB&T’s regulatory environ-
ment. With the Republicans now in control of all three branches of
the federal government, it’s entirely possible something similar will
happen again today.

Conclusion

Ultimately, you can’t have a viable economic system—or a healthy
level of economic growth—without a sound, dynamic banking sys-
tem to support it. Main Street banks play a huge role in that but have
been subjected to tremendous, unnecessary stress ever since the
financial crisis of 2008. Policymakers today have an opportunity to set
matters right. I, for one, hope they seize it.
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MONETARY DISORDER:
MoVE OVER, MANDARINS
James Grant

You remember Jonathan Gruber. He was the brainiac from MIT
who helped to design Obamacare and who credited the “stupidity” of
the American electorate for its happy enactment (DelReal 2014).

I think of Professor Gruber in the context of the proliferating plans
to reinvent our monetary and banking institutions. We critics have
been champing at the bit for the opportunity that Donald Trump was
good enough to hand us on November 8. Surely, this is the moment
for new thinking. What can we contribute?

New Thinking

We don't lack for ideas. Audit the Fed. Collapse its bloated bal-
ance sheet. Abolish Humphrey-Hawkins. Repeal Dodd-Frank.
Normalize interest rates. Let the stock market find its own level. Stop
taxing gold as if it weren’t money (it is money). Strike the Federal
Reserve governors mute.

So many opportunities. So much need. Where to begin? May I
suggest a preliminary consultation with the president? But, before
even that essential courtesy call, an extended listening tour among
the American people? Only think of the trouble that Professor
Gruber might have saved himself if he had asked the customers what
they wanted.

Cato Journal, Vol. 37, No. 2 (Spring/Summer 2017). Copyright © Cato Institute.
All rights reserved.
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I happen to be partial to fixed exchange rates, a convertible dollar,
and the responsibility of the shareholders for the solvency of the
banks in which they own a fractional interest. I believe that money
should be an objective measure of value, not a magic wand, and that
the price mechanism, not the FOMC, should determine bond yields,
price-earnings ratios, and cap rates. I support free-range interest
rates, not the cage-grown variety. In short, I favor many of the forms
and institutions in place a century ago.

Not unlike Professor Gruber, I have made a study of the situation.
I believe I can defend the seeming paradox of seeking progress by
restoring what was “excellent, if not perfect” (to steal a line from
Alexander Hamilton) (Hamilton and Rossiter 1961: 441).

There is a small problem. I can’t help but notice that America
seems not to be on board just yet. In the not always edifying presi-
dential debates, the Federal Reserve was almost a nontopic. The
public debt, the astonishing growth of which the Fed’s ultra-low
interest rates have facilitated, likewise got the silent treatment.

I wonder what’s come over us. In ages past, money and banking
were fighting words. To its critics in the early 19th century, the Bank
of England literally had blood on its hands (this was a time when offer-
ing a fake bank note was a capital crime and the Old Lady of
Threadneedle Street had a voice in granting clemency to, or withhold-
ing it from, convicted counterfeiters) (Fetter 1965: 95). To Andrew
Jackson, the Second Bank of the United States was a “monster”
(Catterall 1903). People on both sides of the Atlantic debated recon-
dite monetary points until they were blue in the face. In England, it
was the Banking School versus the Currency School. In America, it
was the goldbugs versus the silverites. “Coin’s Financial School,” an
1894 pamphlet extolling inflation, had an astounding sale, about one
million copies (Snow 1981). Woodrow Wilson rode the “money trust”
and its supposed evils to the White House in 1912 (Grant 1992: 125).
The remedy for this wickedness turned out to be the Federal Reserve.
The Fed came in for plenty of abuse in the great inflation of the 1970s.
And when it belatedly reversed course in 1979, ultimately sending
long-dated Treasurys to 15 percent, it caught more abuse.

Scrutinizing Central Banks

It will be observed that the central banks of the world are coming
under new scrutiny today. But not even the crisis of the pension
funds, or zero-percent savings rates, or recriminations over the errors
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that so largely contributed to the coming of the Great Recession, can
get the Fed much political air time. The fact is that America’s central
bank has paid no institutional price for its manifold failures, unless
the assignment of helping to lead the Financial Stability Oversight
Council, Wall Street’s own Transportation Security Administration,
can be accounted a form of political retribution.

Which brings me to the people and their elected representatives.
I feel, as Professor Gruber must have felt, as if they have so much to
learn. I wish they would attend a little more closely to the distortions
wrought by ZIRP and QE and to the technical difficulties presented
by the interest that the Fed pays on excess reserves. I am disap-
pointed that my fellow citizens do not see what the world has lost by
the substitution of the Ph.D. standard for the gold standard and the
socialization of credit risk for the “double liability” of bank sharehold-
ers (until the 1930s, it was the shareholders, not the taxpayers, who
got a capital call when a bank shut its doors) (Macey and Miller
1992). T wish that the voters and the statesmen would see as clearly
as some of us do the flaws in the Fed’s purchase of Treasurys and
mortgages with money that didn’t exist until the mandarins whistled
it into existence on their computers. Has America really come to
accept, as if it were the Washington Monument, an undisruptable
government monopoly that is protected from operational competi-
tion by the law and from intellectual competition by the tenure sys-
tem in university departments of economics?

Mr. Trump did not win the election by ignoring the electorate.
What do the people think about money and monetary policy? I
wouldn’t bother polling them—you know about polls. Better consult
the daily soundings conducted by Mr. Market.

The Monetary Status Quo

These results, it pains me to say, seem heavily to support the mon-
etary status quo. At least, investors seem to like things much as they
are. Karl Rove, writing in the Wall Street Journal, reports that two-
thirds of the voters this past election day judged the economy to be
“poor” or “not so good” (Rove 2016). The Trump voters are angry, all
right, but this concern has so far not led them, or the fiduciaries who
act in their name, to rise up against the ongoing monetary disorder.

As recently as a few months ago, some $13 trillion of sovereign
debt was priced to deliver a negative nominal yield (Wigglesworth
and Platt 2016). Think about that. The owners of wealth equivalent
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in size to not much less than America’s GDP could have bought
something besides bonds priced to deliver a certain loss. But no, they
gobbled up Japanese, German, and Swiss debt at sub-zero yields.
“Here,” said the stewards of these trillions (addressing the central
bankers), “take our money. We know that you mean to depreciate its
value by 2 percent a year. So deep is our trust (or so certain are
we that others, following us into this investment, will be even more
trusting) that we are happy to lend on terms never before seen in
5,000 years of recorded interest-rate history” (Homer and Sylla
1991). Try to explain that one to your grandchildren.

I am not at all uncertain about what is wrong with 21st-century
money. But I'm not in the least certain what the customers want.

No Monetary Utopia

There has never been a monetary utopia. The classical gold stan-
dard, “the least imperfect monetary system devised,” in the words of
Lewis E. Lehrman (2012: iii), cohabited with the not-quite-least-
imperfect system of fractional reserve banking. There were panics
and bank runs in 1825, 1837, 1847, 1857, to name but a few. Lord
Overstone, the 19th-century English monetary theorist who had
vested his hopes in gold convertibility (as enshrined, in Britain, in
Peel’s Act of 1844), came to conclude that credit was the Achilles’
heel of the monetary system (O’Brien 1971: 823). It was, and it so
remains. We at Grant’s have very broadly paraphrased and summa-
rized his thinking as follows: “The trouble with money is credit, and
the trouble with credit is people” (Grant 2016).

As to the people and their elected representatives, what tradeoffs
are they prepared to accept to institute a better system of money and
credit? I mean a system in which money measures value but is not an
adjustable instrument of national policy.

In a dynamic economy, there is constant need for adjustment.
Something’s got to give in response to changes in supply and demand
and technology. What is that something to be? Nowadays, interest
rates bear the brunt of adjustment.

In 2008 the residential real estate market was overencumbered
and badly mispriced. Bad mortgage debt threatened the solvency of
major financial institutions. What to do?

What the Fed did do was to press down interest rates, materialize
trillions of digital dollars, infuse banks with capital, raise up equity
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prices—anything to postpone the adjustments required in residential
real estate itself. Eight years later, the world is on tenterhooks await-
ing only the second rise in the funds rate since that long-ago upheaval.
Post-2008 economic growth has been anemic—President Trump
himself is living proof of that contention.

You know, cosseted college students aren’t the only habitués of
today’s safe spaces. Wall Street occupies its own padded shelter. To
protect America’s asset-holding classes from aggressions, both micro
and macro, the Fed stands guard. The benefits of these monetary
protective services are evident enough. The costs are hypothetical
yet, clearly, real enough.

Editorializing about the failure of Obamacare, the Wall Street
Journal (November 15, 2016) pointed out that Americans bitterly
resent government interference in a matter as personal and essential
as health care. Money, too, is personal and oh-so essential, and—say
we critics—the government is making a hash of it.

Conclusion

Obamacare failed the test of the political marketplace not because
it violated the spirit of American individualism. It failed because it
didn’t work. I expect that one of these days, the non sequiturs and
derangements of our system of governmentally imposed interest rates
and governmentally administered asset prices will break down. Come
that reckoning, the scales will fall from the eyes of the people who,
after all, are not stupid but who are not engaged as they might be.

So I will welcome the next full-strength bear market as a public
necessity. Demonstrating the failure of discretionary monetary policy
by former college faculty, it will open eyes and ears to monetary alter-
natives. A better system—perhaps a properly time-tested one—may
emerge. The mandarins have had their chance. Let’s hear from the
heirs to Andy Jackson.
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CENTRAL BANK POLICIES AND
THE DEBT TRAP
Athanasios Orphanides

Monetary theory is like a Japanese garden. It has esthetic
unity born of variety; an apparent simplicity that conceals a
sophisticated reality; a surface view that dissolves in ever
deeper perspective. Both can be fully appreciated only if
examined from many different angles, only if studied leisurely

but in depth.

—Milton Friedman (1969)

The combination of high government debt levels and the
unprecedented monetary expansion implemented by central banks
around the world since the 2008 financial crisis has raised concerns
about the potential for money mischief. Whenever a government
faces the prospect of a high debt trap, money printing can be a
tempting way out. Relying on inflation to eat away the real value of
the debt may be far more appealing politically than raising more
taxes to repay it. Since 2008, through quantitative easing policies,
central banks in many large economies have been effectively print-
ing money and purchasing government debt with the proceeds.
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Should we worry? While the risk of debt monetization can never be
completely dismissed in a monetary economy, a rapid increase
in high-powered money is not necessarily a harbinger of inflation.
As suggested in the epigraph, taken from the Preface of Milton
Friedman’s The Optimum Quantity of Money, in monetary phe-
nomena surface appearances may be misleading and require deeper
analysis from multiple perspectives to appreciate fully.'

This article delves into an international comparison of central bank
policies in relation to government debt dynamics since the crisis.
It examines the policies of the Federal Reserve, Bank of Japan (BOJ),
and European Central Bank (ECB) and their respective effects on
the United States, Japan, Germany, and Italy. Monetary policy and
fiscal dynamics are inexorably linked but not only through the
potential for debt monetization. Within limits, central banks can allay
market concerns about fiscal dynamics without compromising
price stability. This can be achieved through policies that promote
economic growth, which are crucial when aggregate demand is
depressed as was the case in the aftermath of the crisis. It may also
be achieved through financial repression, which reduces the real cost
of refinancing government debt.” Financial repression is a feature of
quantitative easing (QE), and, although it is associated with distor-
tions, it nonetheless deserves attention because it may be preferable
to alternative policies with potentially higher economic costs, such as
debt monetization through high inflation or debt default.

In the aftermath of the crisis, a crucial challenge faced by the Fed,
the BOJ, and the ECB was to provide sufficient accommodation to
the economy while facing the zero lower bound (ZLB) on interest
rates that constrained conventional monetary policy. All three central
banks provided additional accommodation by expanding their
balance sheets and engaging in some form of QE. Despite rapid
increases in high-powered money, inflation has remained subdued.
Indeed, for all three central banks, inflation has been below their
respective goals, on average, since the crisis. Moreover, because

Friedman (1982) repeated this text in Money Mischief, pointing out that his
observation about monetary theory also applied to monetary history.
2Reinhart, Kirkegaard, and Sbrancia (2011) offer a concise description of the
practices that constitute financial repression and examples of its use since the cri-
sis. They describe financial repression as policies that channel to governments
funds that in a deregulated market environment would go elsewhere.
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financial repression is a feature of QE policies, balance-sheet expan-
sions also helped improve debt dynamics. However, the effectiveness
of these policies varied, as can be seen by comparing Japan and Italy.
Whereas BOJ policies have successfully allayed concerns about
Japanese government debt dynamics without compromising price
stability, ECB policies, which apply to all members of the eurozone,
appear to have favored Germany at the expense of Italy, with adverse
consequences on market concerns regarding the sustainability of
Italian government debt.

With regard to the normalization of the extraordinary accom-
modative policies adopted since the crisis, the Fed’s current
experience is compared with that of the QE policies in the 1930s.
The historical precedent suggests that policy normalization could be
achieved over time without shrinking the Fed’s balance sheet.
Maintaining the current size of the balance sheet, while nominal
GDP grows in line with the economy’s potential output growth and
2 percent inflation, would lead to a reduction of the Fed’s balance
sheet as a percentage of GDP similar to that recorded after the 1930s
balance-sheet expansion. If the current size of the balance sheet is
maintained, however, a faster pace of increases in short-term interest
rates would be required to preserve price stability.

Debt Dynamics and the Debt Trap

To organize the discussion, it is instructive to review some basics
of debt dynamics and factors that can contribute to or allay concerns
of a government being caught in a debt trap. Equation 1 provides a
useful summary of the evolution of debt dynamics for a government
that finances shortfalls in its expenditures over revenues (the pnmary
deﬁut) through the issuance of nominal bonds in local currency:®

(1) Ab = (r—g)b_, +d

The equation shows how the change of the debt-to-GDP ratio from
one period to the next, Ab, depends on the previous period’s debt-to-
GDP ratio, b1, the primary-deficit-to-GDP ratio, d, the real interest
rate, r, and the real growth rate, g.

SMore detailed analysis, including complications such as debt denominated in
foreign currency, can be found in Annex 1 of the pertinent IMF Staff Note on
Public Debt Sustainability, IMF (2013).
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A government faces the prospect of being caught in a debt trap if
the debt-to-GDP ratio is persistently rising over time, risking reach-
ing levels so high as to question the government’s ability to refinance
it. Eventually, this raises prospects of defaulting on the debt. High
primary deficits for a time (high d) can elevate the debt-to-GDP-
ratio, b. Indeed, persistent primary deficits are invariably the root
cause of debt problems. However, a more critical factor for debt sus-
tainability is whether the cost of refinancing the debt is expected to
be persistently higher or lower than the growth of the economy.
To see this consider the case when a state with a positive debt level
runs a primary balance, d = 0. For this state, government finances
will still be in deficit with the total deficit being equal to the interest
cost of servicing the existing debt. The total level of debt will be ris-
ing over time. But if GDP is rising even faster, the debt-to-GDP ratio
will be declining, nonetheless. The key is how r compares with g. If
the interest rate on the debt is lower than the growth of the economy,
r < g, then the debt-to-GDP ratio will be declining over time.
Conversely, if r > g, the debt-to-GDP ratio will be rising over time,
rendering the debt unsustainable.

What can push an economy to the debt trap? First, policies that
kill growth. Persistent periods of low or negative growth can create
debt problems even if a government is not maintaining primary
deficits. Second, for any given level of nominal interest rates, policies
that deliver too low inflation or deflation. By raising the real interest
rate a government faces to refinance its debt, deflation can render
debt dynamics unsustainable. Third, for any given level of risk-free
real interest rates, policies that raise the perceived risk characteristics
and thus the cost of refinancing the debt. For example, policies that
induce fear that a government might be forced to default on its debt
obligations in the future raise the risk premium investors demand as
compensation for such fears. Such policies therefore raise the real
interest rate a government faces to refinance its debt and can render
the debt unsustainable. This channel also illustrates how fears of
default can be self-fulfilling, reflecting situations where default fears
render a given level of debt unsustainable when in their absence debt
would be sustainable.

How to avoid a debt trap? First and foremost with sound fiscal
policy. Avoiding persistent primary deficits in the first place
eradicates high debt levels and maintains the fiscal space needed to
pursue countercyclical fiscal expansions in recessions without raising
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concerns of debt sustainability. Second, by promoting higher real
growth over time. Structural policies that raise potential output
growth can have particularly high payoffs in the long run, though they
may be unpopular and difficult to implement for political reasons.

Central bank policies also have important implications for debt
dynamics. Some policies can unnecessarily worsen debt dynamics. In
a recessionary environment (e.g., as experienced in the global econ-
omy in the aftermath of the financial crisis) monetary policy that is
insufficiently accommodative can induce persistently low inflation,
lower than a central bank’s definition of price stability, and depress
growth. Inappropriately tight monetary policy can create a debt
problem for a government even if primary deficits are kept low.

Central banks can also diffuse debt concerns but with potentially
undesirable consequences. A classic example of money mischief is
debt monetization. Money printing can diffuse an unsustainable debt
situation by repaying the nominal value of the debt with freshly
printed and increasingly worthless money. High inflation effectively
wipes out the real value of existing debt. But it also destabilizes the
economy, harming growth over time.

There is, however, another central bank policy option that can
reduce, within limits, the risks associated with high debt without
compromising price stability: financial repression. The central bank,
sometimes in coordinated actions with the government, can induce
conditions that reduce the real cost of financing government debt,
relative to other assets in the economy. In extreme forms, financial
repression can induce the real cost of debt to remain negative for
considerable time, with inflation remaining consistent with the
central bank’s price stability Objective.4

Both monetary and regulatory policies can be employed to induce
financial repression. On the monetary policy side, the outright
purchase of long-term government debt, as central banks do when
they engage in quantitative easing, reduces the supply of government
debt available in the private sector, which in turn reduces long-term
term premia. Easing the fiscal burden on government debt is a key
feature of quantitative easing. On the regulatory side, policies that
require financial institutions to hold government debt, for instance
for liquidity purposes or for risk control purposes, create a captive

*Reinhart and Sbrancia (2015) document historical episodes where financial
repression has successfully liquidated government debt.
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market for government debt that reduces its yield relative to that of
private debt with similar characteristics.”

Financial repression effectively represents a form of tax to the
financial system and creates distortions. As with other policy-induced
distortions in the economy, financial repression may have detrimen-
tal effects to growth over time. However, faced with concerns of a
debt trap, financial repression may be the lesser evil among bad
alternative policy options. The challenge for an independent central
bank that has been dealt a terrible hand is how to select among bad
and worse options.

Three Central Banks, Four Countries

The Great Recession has left visible scars on government finances
in most advanced economies. This section briefly compares the
experience of three central banks and four economies since the cri-
sis. Special attention is given to factors that influence debt dynamics
in the countries for which these central banks are responsible for
monetary policy. The comparison illustrates how, for better or for
worse, different policy choices by central banks can have dramatic
€conomic consequences.

We focus on the Fed, the BOJ, and the ECB and four countries:
the United States, Japan, Germany, and Italy. The correspondence is
not one-to-one because the ECB is responsible for monetary policy
for the eurozone as a whole, which currently consists of 19 member
states. Germany and Italy are the largest and third largest members
of the eurozone, respectively, and their inclusion in the comparison
highlights differences in economic consequences within a monetary
union, in addition to the differences across monetary blocs.

There are commonalities and differences among these four coun-
tries and three central banks. All four countries were significantly
adversely affected by the 2008 crisis and experienced sharp contrac-
tions. All three central banks were constrained by the ZLB in pursu-
ing monetary policy and were forced to resort to quantitative easing.
Among the countries, Japan was experiencing mild deflation before
the crisis so conditions were less favorable than in the other three

"The Liquidity Coverage Ratio that has been added to the Basel framework for
bank regulation in the aftermath of the crisis is an example of such regulations
and their global appeal. In the United States, the recent restrictions introduced
in the money market mutual fund industry are another example.
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FIGURE 1
GROSS GOVERNMENT DEBT
(PERCENT OF GDP)
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countries when the crisis hit. Among the central banks, ECB policies
were complicated by the euro crisis, in addition to the ZLB chal-
lenges that were similar to those faced by the Fed and the BOJ. The
differences in the policies adopted by the three central banks, and
the implication of these choices for the economies of the four coun-
tries, facilitate our understanding of how central banks can diffuse or
worsen concerns about government debt.

Figure 1 plots the debt-to-GDP ratio for the four countries as
reported by the IMF.® As can be seen, debt ratios rose for all four as
a result of the crisis. For the United States, Japan, and Italy, the debt
ratios have effectively been on a rising path since 2007 while for
Germany the rise was contained and its debt ratio has been declining
since 2012. Judging from the trajectory of debt, and the fact that its

5Debt, deficit, and GDP data and forecasts shown in the figures are drawn from
the database associated with the October 2016 World Economic Outlook
(IMF 2016).
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FIGURE 2
GOVERNMENT PRIMARY BALANCE
(PERCENT OF GDP)
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current debt ratio exceeds 240 percent of GDP, one might consider
Japan to be at the greatest risk of a debt trap.” And yet, according to
financial market indicators, Italy, with a debt ratio under 140 percent
of GDP, is considered to be the greater risk. Spreads on Credit
Default Swaps (CDS) on government debt are indicative of market-
based assessments. On November 16, 2016, the five-year CDS
spreads for the United States, Japan, Germany, and Italy were 24, 33,
23, and 163 basis points respectively.

The apparent puzzle is reinforced when data on primary deficits
are compared. Figure 2 plots the primary fiscal balance for the four
countries, as reported by the IMF. The primary balance is defined as
the negative of the primary deficit, so larger negative values indicate

"The figures refer to gross government debt. Net government debt figures are
lower for all four countries, but their comparison suggests the same ranking and
conclusion.
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larger deficits and positive values indicate surpluses. As can be seen,
Italy’s fiscal stance has been considerably more restrained than
Japan’s and more similar to Germany’s.

Comparing Japan and Italy, in particular, against the backdrop of
the United States and Germany, is quite instructive for understand-
ing the crucial role central banks play in relation to concerns
regarding debt traps. As will be discussed below, the difference in
perceptions regarding the riskiness of the debt is intimately related to
specific central bank policy choices.

A starting point is the comparison of monetary policy of the three
central banks, both conventional interest rate policy and unconven-
tional measures such as quantitative easing. Figure 3 shows the evo-
lution of overnight interest rates (LIBOR) in dollars, euro, and yen,
summarizing the interest rate policies of the Fed, ECB, and BOJ,
respectively. The chart shows that all three central banks cut interest
rates and faced the ZLB after the 2008 crisis. It also shows that the
ZLB is not a hard constraint at zero. Slightly negative interest rates
can be engineered by central banks, although in the presence of

FIGURE 3
OVERNIGHT INTEREST RATES

Federal Reserve

Percent

2001 2003 2005 2007 2009 2011 2013 2015 2017
SOURCE: Federal Reserve Bank of St Louis.

231



CATO JOURNAL

currency notes bearing zero interest negative rates may be associated
with some unwelcome distortions. While the Fed decided not to
push short-term interest rates below zero, the ECB and BOJ have
implemented somewhat negative rates since summer 2014 and early
2016 respectively. The Fed is the only central bank among the three
that has completed its easing cycle and initiated a normalization with
the rate hike evident in the figure at the end of 2015.

In light of the ZLB, conventional monetary policy proved insuffi-
cient to counter the recessionary forces following the crisis. All three
central banks adopted unconventional easing measures by expanding
their balance sheets through the purchase of government bonds and
also by other means, such as purchases of nongovernment securities
and the provision of liquidity to the financial system that was in turn
used for asset purchases, including government debt.

Comparison of unconventional policies identifies important differ-
ences among the three central banks. Figure 4 shows the evolution
of the size of the balance sheets of the three central banks, indexed
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to 100 in the month prior to September 2008. Of the three central
banks, the only one with experience with QE in living memory before
the crisis was the BOJ. The BOJ had been constrained by the ZLB at
the end of the 1990s—the first such episode in global central bank-
ing since the Great Depression—and implemented QE to defend
against deflation in the early 2000s. However, the BOJ’s QE policies
were too timid and failed to reverse the prevailing deflationary envi-
ronment in a sustained manner.® Following the 2008 crisis, the BOJ
once again adopted a rather timid response. Since the appointment
of Governor Haruhiko Kuroda in 2013, however, QE has been
implemented decisively, as can be seen in the figure. The policy,
which will be described in greater detail below, aims to raise inflation
to 2 percent and continues to date.

The Fed expanded its balance sheet most aggressively following
the collapse of Lehman in September 2008, and further adjusted
the pace of increase upward when it deemed that additional accom-
modation was needed to achieve its 2 percent inflation goal. By the
end of 2014, the Fed was the first to assess that monetary conditions
had restored economic stability and ended the expansion of its bal-
ance sheet. In contrast, the ECB expanded its balance sheet after
the crisis but subsequently reversed its policy and contracted its
balance sheet from mid-2012 to the end of 2014, causing an unwel-
come decline in inflation below its price stability goal. While the
ECB subsequently started outright purchases of government debt
in early 2015, ECB QE has been insufficient to guide inflation
toward 2 percent, as would have been warranted by the ECB’s price
stability objective. The ECB’s QE policy has been hampered by
implementation issues that reflect the unique challenges it faces in
the context of the euro crisis, as will be described below.

While, under ordinary circumstances, the “money printing” asso-
ciated with large balance sheet expansions would be expected to be
inflationary, the calculus is quite different when policy rates are con-
strained and additional monetary easing is required to guard against
deflation.” Expanding the central bank’s balance sheet through

8See Orphanides (2004) for a discussion of the BOJ's experience with the ZLB
before the crisis and a comparison with the Fed’s experience in the 1930s.

“See, for example, Clouse et al. (2003) and Orphanides and Wieland (2000) for a
discussion of the ZLB. If interest is paid on reserves, a large balance sheet need
not be inflationary.
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quantitative easing is the indicated policy at the ZL.B when addi-
tional monetary accommodation is required to raise inflation in line
with a central bank’s objective. Through quantitative easing, the
central bank can help restore growth and defend against deflation,
which, in turn, improves the profile of government debt dynamics.
QE can also directly help a government stay away from the debt trap
by reducing the cost of financing government debt. This form of
financial repression is a key feature of QE.

The effectiveness of QE at the ZLB depends on the decisiveness
with which it is pursued and, as will be highlighted below, on specitfic
implementation characteristics. Judging by outcomes, QE appears to
have been effective overall for the Federal Reserve, and somewhat
effective but only after a costly delay for the BOJ. For the ECB,
policy appears to have been effective for Germany but not for Italy.

Two pertinent indicators are shown in Figures 5 and 6. Figure 5
compares the nominal interest rate on government securities at long
maturities. For all four countries, these have declined in recent years.
Two particular elements merit further discussion. The first is the
notable decline in the Japanese yields to around zero since the BOJ’s
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FIGURE 6
THE REAL CosT OF THE CRISIS: REAL GDP PER PERSON
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adoption of decisive accommodative policies in 2013, despite the
continuing increase in government debt, as shown in Figure 1. In an
environment of mildly rising core inflation, the real cost of financing
of the government debt in Japan has declined notably since 2013 as
a result of the BOJ’s policies. The second element is the persistent
divergence in German and Italian interest rates in the past few years,
given that they are in the same currency and reflect in large part the
policies pursued by the ECB. This is a key factor for the perceived
riskiness of Italy as the cost of refinancing Italian government debt
(both in nominal and in real terms) has been significantly higher than
that faced by Japan, despite Italy’s lower debt ratios and more
restrained fiscal policy. As shown in Figure 2, since the crisis the pri-
mary deficit in Italy barely exceeded 1 percent of GDP (in 2009) and
registered a small surplus in every year since 2010. By contrast, Japan
ran a primary deficit in each of these years. The primary deficit in
Japan reached nearly 10 percent of GDP (in 2009) and declined
slowly to about 5 percent of GDP in 2015.
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The relatively tight monetary conditions reflected in the high cost
of financing government debt in Italy—compared to the other
countries—has been an important factor in constraining growth.
The economic consequences have been dramatic, as shown in
Figure 6. Italy is unique among the four countries for the dramatic
decline registered in real GDP per person since the crisis. While all
four countries started recovering after the 2008 crisis and real GDP
per person rose in 2010, a remarkable divergence can be seen in the
data since then. Since 2010, Japanese and U.S. real GDP per capita
has increased roughly comparably, with the United States growing
somewhat faster than Japan. In contrast, German per capita GDP
rose much faster than that of Japan and the United States while
Italian per capita GDP collapsed.

Comparing the policy decisions taken by the BOJ and the ECB in
implementing QE is informative for understanding these
differences. We turn to that next.

The BOJ’s Unique Challenge

As already mentioned, the BOJ had experience with QE already
in the early 2000s, but at that time it had adopted a timid stance that
barely contained deflation risks. In the aftermath of the crisis, mild
deflation, unfavorable growth and persistent primary deficits con-
tributed to the sustained deterioration of debt dynamics evident in
Figure 1. This mix put Japan in a tricky situation raising questions
about debt sustainability.

According to IMF projections, as published in the October 2016
World Economic Outlook (IMF 2016), Japan's debt-to-GDP ratio
is projected to rise further to 255 percent by 2018, and subsequently
decline very gradually. And yet, no discernible concerns of either
default or debt monetization through high inflation appear in finan-
cial markets.

Looking closely at the policies of the BOJ since 2013 suggests an
explanation. Under the direction of Governor Kuroda, the BOJ has
embarked on what appears to be the most aggressive QE program
ever implemented by a central bank and a powerful demonstration of
how financial repression can contain debt sustainability concerns
while preserving price stability. The BOJ also provided guidance that
it intends to maintain its aggressive policy accommodation until infla-
tion rises satisfactorily in line with the BOJ’s price stability definition
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of 2 percent inflation per year. While acknowledging potential risks
and distortions from persistently low interest rates, during 2016 the
BOJ further adjusted its policy so as to bring the whole term struc-
ture of interests lower, significantly reducing the cost of refinancing
government debt.

Three phases of the BOJ's QE program can be identified. The
first phase, adopted in April 2013, involved maintaining short-
term interest rates at zero and was described as “Quantitative and
Qualitative Monetary Easing.” The second phase, adopted in
January 2016, went further by guiding short-term interest rates
below zero and was described as “Quantitative and Qualitative
Monetary Easing with a Negative Interest Rate.” The third phase,
which was adopted in September 2016 and remains in effect,
went even further. In addition to negative short-term rates, it
effectively kept the 10-year government yield close to zero,
thereby engineering a negative term structure of interest rates for
all maturities up to 10 years, with a slight positive slope. The
program was aptly described as “Quantitative and Qualitative
Monetary Easing with Yield Curve Control.” There are three key
elements of the decision, as announced on September 21, 2016:
(1) the BOJ confirmed that short-term interest rates would
remain negative; (2) it explicitly announced that the 10-year yield
would be maintained around zero, while it would continue pur-
chasing government debt; and (3) it committed to continue this
policy until inflation was stably established in accordance to its
price stability objective (BOJ 2016).

In addition to engineering a negative nominal and real cost of
refinancing government debt, the BOJ continued to accumulate its
holding of government debt at a fast clip. As a result, government
debt not held by the central bank has been declining rapidly. The
two debt metrics, projected to 2021 are shown in Figure 7.19 As can
be seen, while the total debt-to-GDP ratio is projected to stay quite
high—equal to 254 percent in 2021—when restricting attention to
debt not held by the central bank, the ratio is projected to decline to

01p the figure, the total debt ratio is based on the October 2016 IMF projec-
tions while the ratio excluding BOJ holdings is based on available BOJ data
and the assumption that the BOJ will continue its current pace of purchases
until 2021.

237



CATO JOURNAL

FIGURE 7
JAPAN’S DEBT: THE POWER OF THE BOJ] BALANCE SHEET
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102 percent in 2021 from a high point of 214 percent, which was
reached in 2012, the year before the current aggressive QE policy
started.

To be sure, the BOJ cannot ensure that the success of its current
policy will be maintained going forward, regardless of government
actions. While financial repression significantly reduces the burden
of fiscal adjustment that needs to be completed and provides the
Japanese government with precious time to complete that adjust-
ment without hampering economic growth, there are limits to the
support that can be provided without compromising price stability.
Since the current QE program should be expected to be phased out
as inflation reaches the 2 percent goal, the Japanese government
needs to complete the adjustment required for long-term stability as
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suggested, for example, in the comprehensive, coordinated approach
advocated in Gaspar, Obstfeld, and Sahay (2016).1

The ECB’s Self-Imposed Restriction

In stark contrast to the BOJ's policy that has notably improved the
prospects of the Japanese economy and reduced concerns regarding
debt sustainability while safeguarding price stability, the ECB has
adopted policies with decidedly uneven economic consequences for
the economies of eurozone member states. In theory, the ECB is
mandated to operate in the best interest of the eurozone as a whole,
and is expected to keep the rate of inflation close to but below 2 per-
cent. In practice, however, ECB policies over the past few years
appear to have been influenced by political pressure from some euro
area member states. ECB policy choices have disproportionately ben-
efited some states at the expense of others. By pursuing a policy that
has lowered inflation significantly below its definition of price stability
for the eurozone as a whole, the ECB has harmed growth prospects
for the eurozone as a whole and unhelpfully raised debt sustainability
concerns especially for member states that were most vulnerable in
the aftermath of the crisis. But for other member states, the adopted
policies have been very favorable. The comparison between Germany
and Italy in Figures 5 and 6 is illustrative of the consequences.

To be sure, in the period since the 2008 crisis, the eurozone has
experienced additional challenges, in large part because of decisions
by eurozone governments which were beyond the control of the
ECB.'? An important aspect of the mismanagement of the euro cri-
sis could be identified with the injection of credit risk in the govern-
ment debt of euro area countries perceived to be relatively weak, such
as Italy.13 As a result, if two advanced economies have similar eco-
nomic fundamentals but one is outside the eurozone while the other
is one of the relatively weak states inside the eurozone, the state inside

"While it expands its balance sheet, the BOJ also needs to build up surplus
capital which could be used to pay interest on reserves once inflation rises and
policy rates need to be lifted. Goodfriend (2014) suggests that this aspect of QE
could be understood as a “carry trade.”

12Wyplosz (2014) describes the situation as a near-perfect case of mismanagement.
The Franco-German agreement in Deauville in October 2010 was a key turn-
ing point, leading to the substantial increase in the perceived risk of debt of other
states, such as Italy (Orphanides 2014).
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the euro area is saddled with an additional premium on its debt that
was not present before the crisis.'* This development has important
distributional consequences and benefits states perceived to be rela-
tively strong inside the eurozone. The rationale is straightforward: by
injecting risk in euro-denominated debt issued by other governments
(debt that was considered safe before the crisis), the beneficiary states
managed to divert the global demand for euro-denominated safe
assets away from the other member states and toward their debt.
The shift in relative demands had a predictable effect on relative
prices, inducing a windfall gain in the form of a lower premium on
government debt for states such as Germany and an implicit tax in the
form of a higher premium on government debt for states such as
Ita]y.”5 However, the size of the implicit subsidy/tax to Germany/Italy,
respectively, is not independent of the actions of their common cen-
tral bank. The large disparity observed partly reflects ECB policy
decisions and the ECB’s perceived reluctance or unwillingness to
support member states similarly to independent central banks of
other economies, such as the Federal Reserve and the BOJ.

As already mentioned, similar to the Fed and the BOJ, the ECB
has been constrained by the ZLB. Because the ECB serves multiple
governments, the natural application of ECB QE would have been to
embark on common purchases of government bonds of all member
states, proportional to the size of the respective economies. However,
this proved politically controversial in some member states, and the
ECB became the target of sharp criticism and legal challenges.
Despite its legal independence, the ECB got caught up in the poli-
tics of the euro crisis. The ECB adopted tighter policy than what
would have been in the interest of the eurozone as a whole and
implemented its QE program in a manner that has favored states
such as Germany at the expense of states such as Italy.16

Two aspects of ECB QE highlight how its implementation has
resulted in higher spreads between the yields of Italian and German
government debt and deserve brief mention.!” First, the ECB decided

This issue was highlighted by De Grauwe (2011) with a comparison of Spain
and the United Kingdom.

*Dany, Gropp, and Schweinitz (2015) present estimates of the associated benefits
accruing to Germany in the form of a lower cost of refinancing German govern-
ment debt.

BFor examples of the pressure applied on the ECB, see Orphanides (2016a, 2016b).
A more detailed exposition is presented in Orphanides (2017).

240



DEBT TRAP

against the common purchases of government debt, deviating from the
prevailing practice for its common monetary policy operations.
Instead, it instructed the national central bank in each state to assume
the responsibility for such purchases. Thus, the Bundesbank has pur-
chased German debt and Banca d’Ttalia has purchased Italian debt
under the ECB’s QE program. A potential justification for this decision
is that it protects the ECB from complications associated with loss-
sharing in the event a state is forced to exit the euro area. If the euro
breaks up, for example, Banca d'Ttalia will be holding Italian debt and
the Bundesbank will be holding German debt. By implicitly recogniz-
ing risk associated with such scenaria—effectively contingency plan-
ning for the breakup of the euro—the ECB has made such scenaria
more likely and effectively widened the spreads in yields of states con-
sidered to be strong versus those considered to be weak. Specifically,
the ECB policy decision against common purchases raised the pre-
mium on weak states whose currency would be expected to depreciate
upon exit, and increased the safe-haven subsidy on states considered
stronger whose currency would be expected to appreciate upon exit.
Second, the ECB has decided to effectively restrict purchases of gov-
ernment debt to member states that maintain an investment-grade
credit rating. Weak states that currently qualify for the QE program
but have a rating close to the threshold face the risk of being excluded
from the program in the event of an adverse shock. In effect, this self-
imposed restriction skews the distribution of future bond purchases
away from the government debt of states with lower ratings, which are
the ones perceived to be weaker. Both of these effects tend to rein-
force monetary conditions that are more accommodative for a state
such as Germany and less accommodative for a state such as Italy. This
is exactly the opposite of what would have been desirable to promote
stability in the euro area and contributes to the widening of spreads
seen in Figure 5 and the economic divergence seen in Figure 6.

The Fed's Exit Strategy

Of the three central banks discussed, the Fed is the only one that
has completed its accommodation cycle and has taken some steps
toward the normalization of its policy stance. This reflects the Fed’s
early adoption of decisive QE after the 2008 crisis, compared to the
BOJ and the ECB. Policy normalization may be pursued both by rais-
ing short-term interest rates and by unwinding QE, which would
tighten monetary conditions by raising longer-term rates. A pertinent
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question is whether and how rapidly it may be necessary to reduce
the size of the Fed’s balance sheet going forward.

Comparisons of the current environment with the Federal
Reserve’s earlier experience with QE, from the 1930s, provides use-
ful perspective. To this end, it is important to note that, for compar-
isons over long periods, the absolute level of the balance sheet is less
informative than its size relative to the size of the economy. In a
growing economy, the balance-sheet-to-GDP-ratio would be shrink-
ing even if its absolute level were unchanged, similar to the effect of
growth on debt ratios. To illustrate the effect of growth, it is instruc-
tive to consider the historical experience together with a projection
of the size of the balance sheet as a ratio to nominal GDP under the
assumption that the absolute size of the balance sheet remains
unchanged at its current level.

Figure 8 plots the historical ratio and projection. The history
spans the period from the founding of the Federal Reserve right
before World War I until 2015, using data provided by the Federal
Reserve Bank of St Louis. From 2016 on, the series plots a projec-
tion that shows how the ratio declines if the size of the balance
sheet is maintained at its current level and nominal GDP rises
according to the October 2016 IMF projection of GDP for the U.S.
economy until 2021 and a constant 4 percent annual growth rate
thereafter. The 4 percent growth for nominal GDP is consistent
with a 2 percent inflation rate, reflecting the Fed’s price stability
goal, and a 2 percent growth rate for potential real GDP, in line
with recent estimates.

Two points are noteworthy. First, while the expansion of the bal-
ance sheet pursued by the Federal Reserve from 2008 until 2014
appears unprecedented when compared to recent history, it was
not in fact dramatically different (in relative magnitude) to that pur-
sued in the 1930s. An important difference is that in the 1930s the
Fed failed to provide the required accommodation promptly after
the 1929 crash, with very costly consequences for the economy.
This accounts for the steeper slope evident in the figure for the cur-
rent episode. The second point is that a gradual normalization of
the balance sheet, similar to the one experienced after the 1930s
balance sheet expansion, can be achieved with reasonable GDP
growth even if the current size of the balance sheet is maintained,
in absolute terms. This offers historical precedent for a policy of
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FIGURE 8
HISTORY AND PROJECTION OF FED BALANCE SHEET
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unchanged and nominal GDP grows as projected by IMF until 2021
and 4 percent per year thereafter. Vertical line indicates start of projec-
tion in 2016.

SOURCE: Federal Reserve Bank of St Louis, International Monetary
Fund, and author calculations.

maintaining the current absolute level of the balance sheet and pur-
suing policy normalization by adjusting the short-term interest rate
instead.

The alternative normalization options entail tradeoffs. In the cur-
rent environment, delaying the normalization of the balance sheet
would require a faster pace of increases in policy rates. Reducing the
level of the balance sheet would reduce the distortions associated
with the financial repression feature of QE. On the other hand,
shrinking the balance sheet would raise the premium embedded in
long-term debt and increase the real cost of refinancing of
government debt.
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Conclusion

Unsound fiscal policy overburdens central banks. The limited
fiscal space observed in many economies in the aftermath of the
crisis was in part due to high debt levels accumulated before
the crisis. When an economy faces the prospect of being caught
in a debt trap, the consequences of central bank policies on
debt dynamics become particularly important. Monetary policy
and fiscal dynamics are inexorably linked. Debt monetization
through high inflation may be feared. The challenge for an inde-
pendent central bank is to identify the extent to which it can
adopt policies that allay debt concerns without compromising
price stability. One option is financial repression. Despite associ-
ated distortions, financial repression can create fiscal space while
preserving price stability.

In the aftermath of the crisis, the Fed, the ECB, and the BOJ
faced an additional difficulty. The ZLB constrained the monetary
accommodation that could be provided by lowering policy rates. As
financial repression is a feature of QE, effective implementation of
QE, as observed in the United States and since 2013 in Japan, pro-
vided more fiscal space for the governments of these countries.
However, the effectiveness of QE policies has varied across coun-
tries, reflecting central bank decisions. For example, while Italy has a
considerably lower debt-to-GDP ratio than Japan and has been run-
ning primary surpluses virtually consistently since the crisis while
Japan has been registering substantial primary deficits, financial mar-
kets suggest considerably greater concerns about the sustainability of
Italian debt. ECB policy decisions have been a factor for this differ-
ence as they have kept the real cost of financing of Italian govern-
ment debt significantly higher than that of Japan while reducing the
cost of financing of German government debt to be about the same
as that of Japan.

The experience since the crisis confirmed that decisive QE pro-
vides an effective policy response at the ZLB. With regard to the
normalization of the balance sheet, the historical experience of the
Fed, following the QE policies of the 1930s, suggests that normaliza-
tion could be achieved without necessarily shrinking the level of its
balance sheet. The Fed’s balance sheet as a ratio to GDP has been
declining since the end of 2014 and will continue to decline gradu-
ally as nominal GDP grows in line with potential GDP.
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MONETARY MISCHIEF AND THE
DEBT TRAP
Robert Heller

“Monetary mischief” is a situation in which the current stance of
monetary policy does not serve the long-term objectives of the
nation. In this article, I argue that the Federal Reserve is causing
monetary mischief in two ways.

First, the Federal Reserve is mistaken in declaring that 2 percent
inflation constitutes price stability. In fact, the cumulative effect of
such an inflation rate over time will be very significant and eventually
result in a massive erosion of the value of the dollar.

Second, the Fed’s long-lasting low interest rate policy, which
was implemented through massive purchases of federal debt and
mortgage-backed securities, has led the United States toward a “debt
trap,” in which the debt-to-GDP ratio rises above 100 percent and
the interest rate on debt service is greater than the growth rate of
GDP. In such a situation, debt service obligations grow more rapidly
than the economy; eventually, the accumulated debt can no longer
be serviced properly. In other words, the dynamics of the situation
become unsustainable and a death spiral ensues.

I short, I believe that the Federal Reserve’s policies on inflation
and quantitative easing have resulted in severe financial dislocations
that will cause future financial and economic instability.

Cato Journal, Vol. 37, No. 2 (Spring/Summer 2017). Copyright © Cato Institute.
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The Fed's Congressional Mandate

It is appropriate to begin any discussion of central bank monetary
policy with the mission statement given to the Fed by Congress.
According to Section 2A of the Federal Reserve Act, “The Board of
Governors of the Federal Reserve System and the Federal Open
Market Committee shall maintain long-run growth of the monetary
and credit aggregates commensurate with the economy’s long-run
potential to increase production, so as to promote effectively the
goals of maximum employment, stable prices, and moderate long-
term interest rates.”

While it is somewhat incongruous that the three congressional
mandates of maximum employment, stable prices, and moderate
long-term interest rates are usually referred to as the “dual mandate,”
most observers agree that moderate long-term interest rates gener-
ally go hand-in-hand with stable prices. Hence, if the goal of price
stability is achieved, it is likely that moderate long-term interest rates
will also prevail. Consequently, instead of three separate goals, there
are really only two independent ones.

But what about the other two objectives: maximum employment
and stable prices? Former Fed chairs Paul Volcker and Alan
Greenspan often argued that price stability is a precondition for the
attainment of maximum growth and employment. Ben Bernanke
(2006) also stated that he agreed with “the modern consensus that
price stability, besides being desirable in itself, tends also to increase
economic growth and stability.” In economists’ terms, then, price sta-
bility is a necessary condition for full employment and maximum eco-
nomic growth. Price stability should therefore be the overarching
goal of the Federal Reserve in its conduct of monetary policy (see
Heller 2016: 266—67).

Does 2 Percent Inflation Constitute Price Stability?

During Alan Greenspan’s tenure as chairman, the FOMC had a
formal deliberation on the appropriate long-term inflation goal. This
discussion took place on July 2, 1996; the inflation rate at that time
was about 3 percent, as measured by the year-on-year increase in
the consumer price index. Then-Governor Janet Yellen led off the
debate by suggesting that the FOMC adopt a 2 percent inflation tar-
get (Board of Governors 1996: 45).
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During that discussion, Chairman Greenspan defined price stabil-
ity as “that state in which expected changes in the general price level
do not effectively alter business or economic decisions.” When
pressed by Yellen to put a number on that, he replied: “I would say
that number is zero, if inflation is properly measured” (ibid.: 51).

The discussion of the FOMC was wide-ranging, and not all par-
ticipants clearly specified their preference. But if I read the tran-
script correctly, one-third of the speakers favored a zero percent
inflation target—that is, actual price stability—just like Chairman
Greenspan. Another third of the FOMC members favored moving
as soon as practicable to a 2 percent inflation target. The remaining
third wanted to “cap” inflation at the current level of 3 percent but
move to a lower inflation rate over time.

Trying to form a consensus, Chairman Greenspan summarized
that “we have all now agreed on 2 percent,” leaving open the ques-
tion of what inflation measure to use: the consumer price index, the
personal consumption deflator, the GDP deflator, or possibly some
other measure of inflation (ibid.: 63).

After concluding the discussion of the 2 percent inflation target,
Greenspan cautioned that

The question really is whether we as an institution can make
the unilateral decision to do that . . . I think this is a very fun-
damental question for this society. We can go up to the Hill
and testify in favor of it; we can make speeches and proselytize
as much as we want. I think the type of choice is so fundamen-
tal to a society that in a democratic society we as unelected
officials do not have the right to make that decision [ibid.: 67].

By this, Greenspan questioned whether the Federal Reserve actu-
ally had the right to take such an action, and wondered what the pos-
sible consequences might be.

The following morning, Greenspan praised the FOMC: “The
discussion we had yesterday was exceptionally interesting and
important” (ibid.:72). But he also admonished the Committee
members: “I will tell you if the 2 percent inflation figure gets out of
this room, it is going to create more problems for us than I think
any of you might anticipate” (ibid.). Thus, he expressed his grave
concern that even an informal inflation target of 2 percent might
raise a few Congressional eyebrows, as it might be seen as not being

249



CATO JOURNAL

in full compliance with the mandate for “price stability” as enunci-
ated in the Federal Reserve Act.

Fifteen years later, under Chairman Bernanke, the FOMC
announced a formal inflation target of 2 percent. Since then, the
FOMC has consistently argued that this 2 percent inflation target
conforms with the congressional mandate for price stability.

However, a 2 percent inflation rate means that the price level will
double approximately every 35 years. This means that, over a normal
lifespan of 70 years, the purchasing power of a dollar will decline to
a mere 25 cents. It is highly questionable whether Congress had this
in mind when it tasked the Fed with achieving “price stability.”
Defining 2 percent inflation as price stability may well constitute
“monetary mischief” in the eyes of many impartial and fair-minded
observers.

Moreover, there is little or no evidence that a 2 percent inflation
rate will actually maximize employment or the growth potential of the
economy. Some of the current FOMC members argue that 2 percent
inflation will reduce the likelihood of undesirable deflation, but offer
little evidence that some modest deflation is actually harmful. For
instance, most observers probably agree that the modern technology
sector is one of the most vibrant sectors of the U.S. economy. But this
sector has also been experiencing considerable price decreases for
many years without suffering ill consequences as a result.

Some observers, including some members of the FOMC, have
argued that the Fed should actually increase its inflation target to as
much as 4 percent (see Bernanke 2016). But if 4 percent is better
than 2 percent, wouldn't 8 percent inflation be better still? Where
does this argument stop? We only have to look at U.S. history—or
that of other high inflation countries, such as Venezuela—to see con-
vincing evidence that high inflation will inevitably result in a troubled
economy.

A Fixed Inflation Target versus a Target Range

Instead of the fixed 2 percent inflation target, the Fed might have
been better off specifying an inflation target range of 0 to 2 percent,
with lower inflation rates within that range being preferable.'

"ndeed, an inflation target range was suggested by several of the participants in
the FOMC debate of July 2, 1996. See Board of Governors (1996).
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First of all, it is very hard to hit a fixed target like the specified
2 percent inflation target. Such a target also implies that policy will
change soon after the threshold is crossed in either direction. Yet
given the long and variable lags in monetary policy, such a strategy
may introduce additional instability in the policymaking process and
in the expectations of market participants. If instead a target range
were specified, market participants could expect a steady policy as
long as inflation is within the announced range.

Moreover, if the Fed had an inflation target range of 0 to 2 per-
cent, the rationale for holding interest rates at near zero would have
disappeared many years ago and the process of interest rate normal-
ization might be completed by now. Such a policy stance would have
avoided many of the undesirable and presumably unintended side
effects of the unorthodox monetary policy measures that were
actually pursued.

The Ineftectiveness of Quantitative Easing

Since 2008, the Fed has engaged in several episodes of unconven-
tional monetary policy—generally referred to as quantitative easing,
or QE—that involved massive purchases of U.S. Treasury obligations
and mortgage-backed securities (MBS) to stimulate the economy.
Most observers agree that, in the period right after the crash of 2008,
these asset purchases provided much needed liquidity to financial
markets and helped to avoid a market “freeze” or “lock up,” which
might have precipitated an even deeper recession. This liquidity
injection followed the classical prescription of Walter Bagehot
(1873), who argued that central banks should lend freely during peri-
ods of financial crisis.

While the initial liquidity injection was helpful in returning finan-
cial markets to stability, market liquidity was no longer an issue dur-
ing the following episodes of QE2 and QES3. The first round of QE
involved the purchase of over $1.8 trillion of Treasury securities,
MBS, and other paper. At the end of QE1 in March 2010, depository
institutions were holding about $1.1 trillion in excess reserves at the
Fed.? The liquidity shortage had clearly ended.

Nevertheless, the Federal Reserve continued its quantitative eas-
ing policy. During the second round of QE in 2010-11, the Fed

*Figures from FRED Economic Data, Federal Reserve Bank of St. Louis.

251



CATO JOURNAL

bought another $600 billion of Treasury securities. Finally, QE3
involved the open-ended purchase of $40 billion of securities per
month, which was later expanded to $85 billion per month.
Eventually, the Fed ceased its QE program in October 2014, by
which time its balance sheet had increased six-fold—from about
$750 billion to $4.5 trillion—and depository institutions had accumu-
lated excess reserves of $2.6 trillion.

Those accumulated assets are still on the books of the Federal
Reserve System because, rather than letting maturing securities “roll
off,” and thereby reduce the size of the Fed’s balance sheet, the
FOMC has instead chosen to continually roll them over.
Consequently, the enormous excess-reserve overhang continues to
present a future inflationary danger for the economy.

The obvious question is whether this enormous liquidity injec-
tion was effective in increasing economic growth in the United
States, as it was intended to do. Sadly, there is strong evidence that
QE had little, if any, effect on U.S. economic growth (see Taylor
2014: 62; Thornton 2014; and Fisher 2014). As a matter of fact, the
current recovery has averaged less than 2 percent real growth per
year, which makes it the slowest on record since the end of World
War I1.

Not only was the Fed’s QE policy ineffective in raising GDP
growth, but FOMC members themselves consistently overrated the
effectiveness of QE in stimulating future GDP growth rates. In the
years since 2008, committee members overestimated the growth rate
of GDP for the coming year in 13 out of 14 forecasts made. During
the same time period, all of the FOMC’s two-year forecasts of GDP
growth were too high. In many cases, these forecasts erred by more
than 2 percentage points (Hilsenrath 2016, Goolsbee 2016).
Comparing the midpoint of the central tendency of the two-year
GDP growth forecasts made mid-year by FOMC members during
the QE period (2009-13) with the actual GDP growth performance,
we find forecast errors of more than 75 percent.” This is a rather large
forecasting error by any standard.

While FOMC members’ growth projections were rather exuber-
ant during the QE period, this optimism was not validated by the

See “Longer-Run FOMC Summary of Economic Projections for the Growth
Rate of Real GDP,” central tendency, various dates.
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subsequent performance of the economy. After QE ended, the
growth forecasts of the Committee members became more reason-
able and were closer to the economy’s actual performance. This
shows that the FOMC itself was much too optimistic with regard to
the effectiveness of the QE program. We may conclude that the QE
experiment was singularly unsuccessful in raising the U.S. econ-
omy’s growth rate, and that it left the Fed with a bloated balance
sheet that will be difficult to unwind. So far, the Federal Reserve
has not enunciated any concrete policy on to how it plans to
unwind its swollen balance sheet and thereby remove the potential
inflationary threat from the economy.

In sum, the QE experiment constitutes enormous “monetary mis-
chief” that the Fed does not know how to undo and that embodies
the potential for significant future price inflation.

Similar conclusions were reached in a study by the Bank for
International Settlements with respect to the experience of other
countries. Borio and Zabai (2016) conclude that, while QE had some
influence on interest rates, its impact on GDP was generally only
very modest and diminished over time.

The same study points out the increasingly large negative side
effects of QE around the world. These include a decline in the
profitability of banks, insurance companies, and pension funds. In
addition, because of the low or negative returns on many financial
instruments, more risk taking in financial markets has ensued.

The Unintended Consequences of Quantitative Easing

Both the growing federal debt and the portion of that debt
financed by the Federal Reserve have significant unintended conse-
quences for the U.S. financial system and the economy at large.
Essentially, the Federal Reserve monetized via QE a good portion of
U.S. federal and mortgage debt; this continues to represent a poten-
tial inflationary overhang. As already noted, the Federal Reserve has
announced no firm strategy or plans for unwinding its swollen
balance sheet.

While the ultimate effect of QE cannot be fully known until it
is unwound, we can already discern numerous negative financial
and economic consequences attributable to the expansion of the
Federal Reserve’s balance sheet in pursuit of a low interest rate

policy.

253



CATO JOURNAL

Limited Room for Future Policy Stimulus

First, the current low-interest rate level does not allow the Fed to
cut interest rates if a new recession appears on the horizon. If the
Fed had normalized interest rates a few years ago—after the initial
liquidity crisis had passed—short-term rates might now be in the
neighborhood of 4 percent. The Fed would then have ample scope
to cut rates should a new recession arise. Typically, the Fed cuts
interest rates by several hundred basis points at the onset of a reces-
sion; clearly, this is not feasible now unless the Fed drives interest
rates into negative territory. In other words, the Federal Reserve
cannot avail itself of this important and well-established counter-
cyclical monetary policy tool under current circumstances. It has lost
its room to maneuver.

Financial Sector Imbalances

Some of the most severe unintended effects of low interest rates
can be found in the financial sector, where banks, life insurance com-
panies, and pension funds are experiencing very low earnings. It is
important to look at these effects in somewhat greater detail, as they
may have a significant impact on the future stability of the financial
system.

One of my former professors at the University of California at
Berkeley, Hyman Minsky, always warned that “every expansion cre-
ates the seeds of its own destruction,” and that “stability itself is desta-
bilizing.” Economists now talk of a “Minsky moment™—a situation in
which “debt levels reach breaking-point and asset prices across the
board start plunging” (The Economist 2016a). Given the near-zero
interest rate environment of the last eight years, such a Minsky
moment may well be approaching.

Banks and similar financial institutions have experienced greatly
reduced net interest rate margins due to the artificial flatness of the
yield curve. From a high of 4.9 percent at the beginning of 1994, and
3.8 percent in Q1 2010, margins have now declined to a mere
3.0 percent for all U.S. banks.*

Traditional maturity transformation is the bread and butter of
these institutions, and their ability to earn traditional margins has

“Figures from FRED Economic Data, Federal Reserve Bank of St. Louis.
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been severely impaired. Higher margins would have incentivized
them to increase lending to their customers. This would have stimu-
lated consumption, investment, employment, and economic growth.
Improved earnings would have also allowed banks and other finan-
cial institutions to increase their capital base more rapidly, thereby
enhancing their safety.

The low interest rate environment has also resulted in a virtual
cessation in the chartering of new banks. New bank formation has
declined from several hundred per year to a mere trickle in the years
since the institution of the Fed’s low interest rate policy. Only three
new banks were chartered in the years 2011-15 (Gruenberg 2016).

Studies by the Federal Reserve have shown that 75 to 80 percent
of the decline in new bank formation can be attributed to the low
interest rate policy pursued by the Fed (McCord, Prescott, and
Sablik 2015; Adams and Gramlich 2016). The market entry of new
banks would not only have increased the volume of lending but
would also have stimulated competition among an ever shrinking
number of banks.

The more stringent and burdensome regulatory environment
imposed by the Dodd-Frank Act of 2010 has also had a negative
effect on new bank formation. Obviously, it is difficult to clearly dis-
entangle the relative importance of low interest rate policy and con-
temporaneous regulatory changes, but it is clear that the combined
effect has been devastating to the banking industry. Overall, the
number of FDIC-insured commercial banks declined by an astound-
ing 27 percent from 7,076 in 2008 to 5,170 in 2016 (FDIC 2016).

Pension funds and life insurance companies are also experiencing
the negative impact of the low interest rate environment. In calculat-
ing the amounts that they can offer to pay to beneficiaries, many pen-
sion funds and life insurance companies still assume that they will
earn rather healthy returns on their investment portfolios. For
instance, the giant CalPERS pension fund assumes a rate of return
on assets of 7.5 percent per year, but earned only a paltry 0.6 percent
return for the last fiscal year (2015-16). If these shortfalls persist,
CalPERS will have to turn eventually to the taxpayers to make up the
difference (CalPERS 2016, Gittelsohn 2016).

According to the Center for Retirement Research at Boston
College, the approximately 4,000 state and local pension funds in the
United States are 72 percent funded at interest rates of 7 to 7.5 per-
cent. At a 4 percent rate, however, the funding percentage drops to

255



CATO JOURNAL

42 percent. As The Economist (2016b) notes, this implies a collective
shortfall in funding of more than $4 trillion.

The situation is even more dire in several European countries as
well as in Japan, where returns on governmental obligations are actu-
ally negative. By their extreme negative interest rate polices, some
foreign central banks have managed to turn income-earning assets
into liabilities. According to Whittall and Goldfarb (2016), about
$13 trillion worth of debt worldwide now trades at negative interest
rates.

When interest rates rise, which they inevitably will, pension funds,
life insurance companies, and regular savers will face another prob-
lem: the face value of the bonds in their portfolios will decline. This
difficulty will be particularly acute for long-dated bonds and will
exacerbate the low earnings problem experienced at the present
time.

The current low interest rate environment will have boxed all
financial institutions holding long-term bonds into a corner: they will
be caught in a gigantic debt trap of their own. A powerful “Minsky
moment,” which will threaten the stability of the financial system as
well as the economic security of the population, may soon be upon us.

Income Inequality

Stock market valuations have benefitted substantially from the
low-interest rate policies of central banks, as investors chased yield in
the stock market. The low-interest environment helped to boost the
Dow Jones Index by more than 250 percent since the end of the
Great Recession.

During the QE program, the growth rate of the stock market
indices tracked closely the growth rate of the Federal Reserve asset
purchases. As Warsh (2016) notes, it is telling that more than 50 per-
cent of all the changes in the value of the S&P 500 occurred on days
of FOMC meetings.

Obviously, most of the stock market gains driven by QE accrued
to people at the upper end of the income and wealth spectrum, as
stockholders saw their assets appreciate significantly. At the same
time, as the Fed drove interest rates down, bond holders benefitted
from the appreciation in the market value in their portfolio.

Given that the wealth distribution in the United States is highly
skewed, most of the profits that resulted from the stock and bond
market gains accrued to the wealthiest Americans, and thereby
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exacerbated the existing income and wealth inequalities. Clearly,
this was an unintended consequence of the low interest rate policy
of the Fed, but it contributed to the increasingly uneven income
and wealth distribution decried by many observers. It may be
hoped that a “trickle down™ effect will eventually benefit the peo-
ple at the lower end of the income and wealth distribution as well.

The Federal Debt Trap

As interest rates will inevitably rise in the future, governments at
all levels —federal, state, and local—will face a debt trap when inter-
est rates exceed the growth rate of their revenues.

The total federal government debt was $18.1 trillion at the end of
2015. Of this total, $13.1 trillion was held by the public, while the rest
was held by the Federal Reserve and other governmental entities.
When compared to a 2015 GDP of $17.9 trillion, the gross debt-to-
GDP ratio is now over 100 percent. The net debt ratio is 74 percent
(Council of Economic Advisers 2016).

Because of the current low interest rate environment, the federal
government made net interest payments of “only” $223 billion in
2015, which amounted to a rather modest 1.7 percent of GDP. As
nominal GDP growth of 3.7 percent was higher than that, we are still
in a situation where the growth in the annual interest paid on the
debt is lower than the dollar growth of GDP. That is, we have not
yet fully entered the debt trap; the interest-to-GDP ratio is not yet
unstable. But the day of reckoning is rapidly approaching.

There are two dangers looming on the horizon, both of which may
lead the United States into the debt trap with dynamically increasing
debt burdens. First, if the federal budget continues on its currently
projected path, the Congressional Budget Office (CBO) estimates
that annual federal deficits will increase from about 3 percent to
5 percent of GDP over the coming decade. Under these circum-
stances, about $10 trillion would be added to the federal debt over
the next 10 years (CBO 2016). A higher debt level will result in
higher interest payments by the government. Second, as interest
rates are normalized, federal interest payments will also increase
inexorably.

As aresult of these two forces, the CBO projects that over the next
decade the ratio of the federal debt held by the public to GDP will
reach 86 percent, while the total debt will exceed GDP. The CBO
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warns that federal spending on interest payments will increase sub-
stantially; productivity and wages will be lower; and the probability of
a financial crisis will increase.

Three decades from now, the CBO projects that the debt held by
the public will be equal to 155 percent of GDP. That is a level com-
parable to that of Greece and Portugal at the present time. Just like
these countries, the United States will have fully entered the debt
trap, where the debt level will inexorably rise, creating an unstable
situation. This is the situation that we are perilously close to finding
ourselves confronted with.

In this scenario, the government may lose its capacity to borrow
and may not be able to fulfill its existing debt service obligations
except by printing money—thereby precipitating a highly infla-
tionary spiral. Financial turmoil and an economic crisis may well
result. While these problems are difficult to solve from an eco-
nomic perspective, political consequences may further exacerbate
the problems. The broader political and security implications may
be calamitous.

What Should Be Done?

What policy actions should be taken now to correct the situation
that the United States find itself in? First of all, the Federal Reserve
should increase interest rates as rapidly as possible to “normal” lev-
els. This would be appropriate for today’s near-full employment situ-
ation. It would also give the Fed additional room to maneuver should
a new recession confront the country. Feldstein (2016) offers a simi-
lar analysis.

Second, the Fed should let Treasury and mortgage-backed secu-
rities “roll off” its balance sheet as they mature. This will not upset
financial markets and will allow for a gradual reduction in the size of
the Fed's balance sheet, thereby helping to lower the amount of
excess reserves held by banks.

Third, the Fed should stop paying interest on those excess
reserves. Such a shift would give banks an additional incentive to lend
out these funds, which was surely the purpose of the reserve expan-
sion in the first place.

Fourth, the federal government should take actions to sharply
reduce the federal deficit, just as was done in the late 1990s at the
peak of that cyclical expansion. There is no economic theory that
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would advocate the running of substantial deficits near the peak of
the economic cycle.

The deficit should be reduced by curtailing expenses on both
entitlement programs and discretionary spending. In addition,
sensible tax reform that simplifies the tax structure and reduces
excessively high marginal corporate rates while eliminating loop-
holes would help to reduce the deficit. Such a policy would also
stimulate greater economic growth that would enhance tax rev-
enues. Regulatory reform that eliminates unnecessary restrictions
could give an additional impetus to economic growth (O’Keefe
2016).

Conclusion

In this article, I have argued that the Federal Reserve’s infla-
tion target of 2 percent is not in conformity with the
Congressional mandate for price stability. Furthermore, I have
shown that the quantitative easing policies used to implement the
Fed’s low interest rate policy have been ineffective in raising eco-
nomic growth. Together, these twin policies have had many unin-
tended consequences that may well precipitate future instability
in the financial sector. As such, they offer a good example of the
“monetary mischief” that policymakers have engaged in over the
last few years. Unless corrective actions are taken soon, the fed-
eral government will face a debt trap as it is confronted with
increasing deficits and rising interest payments. Entering this
debt trap might result in a fiscal and financial crisis of major pro-
portions, which would also have broader economic, political, and
security repercussions.
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FEDERAL RESERVE MISCHIEF AND
THE CREDIT TRAP
Daniel L. Thornton

The Federal Reserve’s monetary policy response to the financial
crisis is a disaster. The financial crisis began on August 9, 2007, when
BNP Paribus suspended redemption of three investment funds. The
Fed responded first by reducing its lending rate (the primary credit
rate) and then by reducing its target for the federal funds rate from
5.25 percent on September 17, 2007, to 2 percent on May 1, 2008.
Despite these actions the recession worsened and the financial crisis
intensified (see Thornton 2014a).

Instead of increasing the monetary base (the Fed’s contribution to
the supply of credit) as it should have, and as Friedman and
Schwartz (1963) recommended, the Fed sterilized the effect of its
lending on the supply of credit by selling an equivalent amount of
Treasury securities. This forced the market to reallocate credit to the
institutions to which the Fed made loans (see Thornton 2009). It did
this so it could continue to implement monetary policy with the fed-
eral funds rate. Had the Fed not sterilized its lending, the reserves
created would have made it impossible to keep the funds rate much
above zero. Indeed, the Fed attempted to sterilize its massive lend-
ing following Lehman’s September 2008 announcement by having
the Treasury issue supplemental financing bills and deposit the pro-
ceeds with the Fed (as much as $559 billion). Despite these efforts,
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the monetary base exploded, doubling in size from August to
December 2008. The funds rate headed for zero, well below the
Fed’s 2 percent target and well in advance of the FOMC reducing
the target to zero on December 15 (see Thornton 2015).

Then, instead of simply allowing its balance sheet to shrink back to
its pre-Lehman level as the economy improved and lending was
repaid, as would have been appropriate, the Fed engaged in a mas-
sive purchase of long-term securities—quantitative easing (QE)—in
an attempt to stimulate economic growth by reducing long-term
yields.

However, in this article I show why both QE and the FOMC'’s for-
ward guidance policy actually had virtually no effect on long-term
yields. On the other hand, the FOMC’s 8-year low interest rate pol-
icy has caused long-term yields to be lower than they would have
been otherwise. It is important to draw this distinction because it pin-
points the real source of the Fed’s mischief.

The FOMC's low interest rate policy has resulted in excessive risk
taking by citizens, pension funds, banks, and other financial institu-
tions; a large and likely an unsustainable rise in asset prices; and an
unprecedented increase in the money supply. The low interest rate
policy has also distorted the allocation of economic resources in a
variety of ways, many of which are impossible to determine, and may
have effects that are impossible to predict. These results are the con-
sequence of a policy that was ill conceived, motivated by fear, and
lacking theoretical foundations. The last point applies to the FOMC’s
low interest rate policy as much as to QE and forward guidance, as it
is predicated on a model that lacks empirical support and has a the-
oretically weak central premise. In short, the FOMC’s low interest
rate policy has not only failed to deliver but has also had terrible and
potentially drastic consequences. An increasing number of analysts
are beginning to realize this. Unfortunately, none of them are mem-
bers of the FOMC.

In what follows, I will discuss the consequences of the FOMC'’s
low interest rate policy and speculate on how it might end. I will con-
clude by arguing that the Fed’s mischief is just the latest installment
in the long history of the credit trap—a trap facilitated, if not caused,
by the widespread acceptance of Keynesian economics. I will begin,
however, by showing why QE and forward guidance should not have
had—and, in fact, did not have—a significant effect on long-term

yields.

264



FEDERAL RESERVE MISCHIEF

Doomed to Fail

QE and forward guidance were doomed to fail because their the-
oretical foundations are made of sticks, not bricks. Bernanke (2012),
Gagnon et al. (2011), and others argued that QE reduced long-term
interest rates through the so-called portfolio-balance channel, and by
reducing term premiums on long-term debt. However, their version
of the portfolio-balance channel requires that markets are segmented
beyond the degree determined by the risk characteristics of bonds
and market participants” aversion to risk. Specifically, it requires
the market to be segmented along the yield curve, which is at odds
with over 50 years of finance theory. Bernanke and others suggest
that such circumstances prevailed after Lehman Brothers” bank-
ruptey announcement. But even this seems unlikely: the collapse of
the interbank and other markets was more likely due to the fact that
most banks and other financial institutions had a large quantity of
mortgage-back securities (MBS) and other derivatives on their bal-
ance sheets. These securities were “toxic’—that is, no one knew
exactly what they owned and, by extension, the real value of those
holdings. Banks did not know the credit risk of their own MBS, let
alone those of other banks. Consequently, the interbank market froze
up. Other markets were also impaired. Credit risk premiums sky-
rocketed. But only temporarily, as is shown in Figure 1, which dis-
plays the spread between the 3-month CD and T-bill rates
weekly over the period January 2007 through December 2009. This
spread, which had risen from 56 basis points the week before the
financial crisis began to 119 basis points the week before Lehman’s
announcement, jumped to 344 basis points the week of that
announcement. The spread peaked at 437 basis points for the week
ending October 17. Yet just as economic theory would predict, finan-
cial markets soon healed and credit risk premiums declined. By the
week ending January 9, 2009, the spread was down to 96 basis
points—below the pre-Lehman level. By early May, the spread
dropped well below its pre-financial crisis level and remained there.

Other credit-risk spreads behaved similarly, although some
returned to their pre-Lehman level more slowly. For example,
Figure 2 shows the bi-weekly spread between Baa and Aaa corporate
bonds yields over the same time period. The spread increased after
the onset of the financial crisis and exploded following Lehman’s
announcement. It peaked in late December at 350 basis points.
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FIGURE 1
THE 3-MONTH CD/T-BILL SPREAD (WEEKLY DATA)
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Its decline was briefly interrupted when the FOMC announced that
the Fed would purchase a total of $1.75 trillion in long-term debt,
because Baa yields rose relative to Aaa yields. However, this spread
returned to its pre-Lehman level, about 150 basis points, by the two-
weeks ending August 12. It continued to fall as the Baa yield fell rel-
ative to the Aaa yield as both yields declined.

There is no reason to believe that markets were segmented along
the term structure on May 18, 2009. By these spreads and other indi-
cators, markets were functioning well by the time the FOMC
launched its massive QE program. Consequently, there is no reason
to believe that QE had any significant effect on long-term yields—or
on the structure of rates generally—through the portfolio-balance
channel. While large by historical standards, the Fed’s purchases
were simply too small to have any significant effect on the level of the
overall structure of interest rates (Bauer and Rudebusch 2014). Any
such effect would be so small as to be undetectable.

The idea that QE reduced term premiums, which was hypothe-
sized to occur because the Fed’s purchases removed a large quantity
of interest rate risk from the market, is equally fanciful. The term
premium of a long-term bond relative to a short-term bond depends
on two things; both are independent of the amount of bonds in the
market. The first is the relative duration risk of the two bonds, which
is determined solely by the relative durations of the bonds, which in
turn rests on those bonds™ characteristics (e.g., their relative maturi-
ties, call provisions, collateral, and so on). The second is the risk aver-
sion of market participants, which is innate to each investor. In the
case of default-risk-free Treasuries, this means the risk premium
could decline only if the Fed’s purchases caused the most risk-averse
investors to leave the market. This seems unlikely: the most risk-
averse investors are surely more likely to remain in the default-risk-
free Treasury market, while the least risk-averse investors seek
higher returns elsewhere. In that scenario, term premiums would
rise, not fall. In any event, whether the term premium falls or rises
depends solely on who stays in and who leaves the market.

The empirical evidence for QE significantly reducing long-term
yields is no more compelling. Gagnon et al.’s (2011) present time-
series evidence suggests that the FOMC'’s $1.75 trillion bond purchase
reduced the term premium on 10-year Treasuries by between 38 and
82 basis points. However, as I pointed out in Thornton (2014b), that
finding rests on an error that the authors made in constructing their
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“supply” measure, and was arrived at only because the authors ignored
common trends in their supply, bond yield, and term premium vari-
ables.! When these problems are corrected, there is no evidence that
QE reduced the 10-year term premium or the 10-year Treasury yield.

The most commonly cited evidence that QE reduced long-term
yields comes from event-studies. Event-studies look at the high fre-
quency response of long-term yields to the FOMC’s QE or forward
guidance announcements. However, for QE to be said to have a sig-
nificant effect on output and employment, the effect on long-term
rates must be permanent. This is not the case: long-term yields are
most often higher for an extended period following the most impor-
tant QE announcements (see Thornton 2015: 20).

Furthermore, that QE event-study evidence does not meet the
minimum evidentiary standard (see Thornton 2016a); namely, that
announcement effects must be statistically significant and must be
due solely to QE news. Only the March 18, 2009, announcement
effect satisfies these requirements. But this announcement effect
was so short-lived that it caused Janet Yellen to alter her opinion
about the effectiveness of Treasury purchases on Treasury yields
(Thornton 2015: 10-11). In any event, the estimated announce-
ment effects are typically small unless they are summed over the
entire QE period, as is the case with some researchers (e.g.,
Gagnon et al. 2011 and Neely 2015). That approach can be justi-
fied only if interest rates are true random walk processes—which
they certainly are not.

The theory and evidence that forward guidance significantly
reduced long-term yields is equally weak. Forward guidance is
based on the expectations hypothesis of the term structure of inter-
est rates, which suggests that the long-term interest rate is deter-
mined by market participants’ expectations for the short-term rate
over the holding period of the long-term security, plus a maturities-
specific term premium. The expectations hypothesis has been mas-
sively rejected using a variety of long- and short-term rates, sample
periods, and monetary policy regimes (Campbell and Shiller 1991;
Sarno, Thornton, and Valente 2007; and Della Corte, Sarno, and

1Speciﬁcally, from the public’s holding of Treasuries the authors subtract foreign
official holdings of non-Treasuries, which causes their measure of the public’s
holding of Treasuries to be negative after November 2007.
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Thornton 2008). This is not surprising, for a number of reasons: not
the least of which is the fact that the expectations hypothesis is not
a fully-specified theory (see Thornton 2017).

Furthermore, as Woodford (2012) notes, the effectiveness of for-
ward guidance depends on the creditability of the Fed’s commitment.
That means the FOMC essentially eliminated forward guidance at its
December 2012 meeting, when it replaced its state-contingent for-
ward guidance with the statement, “To support continued progress
toward maximum employment and price stability, the Committee
expects that a highly accommodative stance of monetary policy will
remain appropriate for a considerable time after the asset purchase
program ends and the economic recovery strengthens.” Saying “we
won't raise the funds rate until we decide to” can hardly be considered
creditable and effective forward guidance. Consistent with these
observations, Kool and Thormnton (2016) find that no central bank’s
forward guidance policies actually produced the intended effect.

It is particularly interesting that QE and forward guidance are
based on diametrically different theories of financial markets. The
expectations hypothesis assumes a high degree of substitutability
among bonds across the term structure, while the effectiveness of QE
is based on the assumption that markets are segmented across the
term structure. Hence, if QE is effective, forward guidance cannot be,
and vice versa. This suggests that, in its response to the financial cri-
sis, the FOMC was either highly irrational or hedging its bets.

The Effect of the FOMC’s Low Interest Rate Policy

Given their lack of theoretical foundations, and the absence of
empirical evidence to support them, it seems unlikely that QE or for-
ward guidance caused long-term rates to be lower than they would
have been otherwise. Nevertheless, I am certain that the FOMC’s
low interest rate policy did, in fact, have this effect. I base this con-
clusion on my investigation of Greenspan's famous “conundrum”
(see Thornton 2016b). In his February 2005 congressional testimony,
Greenspan (2005) observed that the 10-year Treasury yield was
essentially unchanged despite the fact that the federal funds rate tar-
get had been increased by 150 basis points. This is shown in Figure 3,
which displays the federal funds rate and the 10-year Treasury yield
over the period March 1983 to March 2007 (the vertical line denotes
February 2005). Greenspan considered several possible explanations
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FIGURE 3
FEDERAL FUNDS AND 10-YEAR TREASURY RATES
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for what he saw as the 10-year yield’s aberrant behavior. Rejecting
them all, he declared it a conundrum.

My investigation of this conundrum suggests that the change in
the relationship between the funds rate and the 10-year yield
occurred in the late 1980s, long before Greenspan noticed it.
Moreover, the change was not due to aberrant behavior on the part
of the 10-year Treasury, as Greenspan and subsequent researchers
assumed. Rather, it occurred because the FOMC began using the
federal funds rate as its policy instrument.

The effect of this change on the relationship between the funds
rate and the 10-year Treasury yield is shown in Figure 4. The figure
presents the 48-month rolling estimate of R? from a regression of the
change in the 10-year Treasury yield and the federal funds rate (the
data are potted for the last observation in the window). Estimates of
R? fluctuate around 20 percent until the mid-1990s, then fall to zero
and stay there.

I did a statistical test to determine the most likely date of the
change; the test indicated May 1988. The FOMC transcripts also
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FIGURE 4
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support this date. Greenspan couldn’t explain the aberrant behavior of
the 10-year yield because that wasn’t what changed. What really hap-
pened is that, once the FOMC started targeting the funds rate, that
rate changed only when the FOMC moved its target. The 10-year
Treasury yield, on the other hand, continued to respond to economic
fundamentals.

Figure 4 also shows this change in the behavior of the federal
funds rate. After the late 1980s, the funds rate moves with the
FOMCs target and is less affected by news about economic funda-
mentals. The relationship between the funds rate and the FOMC'’s
funds rate target became increasingly close as the FOMC became
increasingly open about the target rate.

This change in the relationship between the 10-year Treasury
yield and the funds rate went unnoticed for so long because both
rates were trending down. The common trends in the two rates can
be seen in Figure 3. The spread between the trends is 141 basis
poin’cs.2 Greenspan noticed the change in early 2005 because by then

®These trend lines are restricted to be identical. However, the trends are nearly
identical to those shown even without that restriction.
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FIGURE 5
DETRENDED 10-YEAR TREASURY AND
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the trends were flattening out. However, the dramatic effect of the
FOMC'’s adoption of the funds rate as its policy instrument on the
relationship between the levels of the rates is obvious when the com-
mon trends are removed, as shown in Figure 5. Both rates move
closely together until the late 1980s, but move more independently
thereafter. There are periods when the rates are positively corre-
lated, negatively correlated, or uncorrelated.

The FOMC'’s adoption of the funds rate as its policy instrument
changed the relationship between the funds rate and all Treasury
rates. The effect of a change in the funds rate target is larger on
shorter-term rates than on longer-term rates. Consequently, the shift
to targeting the funds rate also affected the relationships among
Treasury rates. This can be seen in many ways. For example, Figure 6
shows the federal funds rate and the 20-, 10-, and 5-year Treasury
yields from March 1983 to March 2007 (the vertical line denotes May
1988). The three yields move closely together as they rise and fall
until the late 1980s. Thereafter, not only are the spreads larger on

272



FEDERAL RESERVE MISCHIEF

FIGURE 6
20-, 10-, AND 5-YEAR TREASURY YIELDS
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average, but they also widen when the funds rate declines and nar-
row when the funds rate rises.

The effect of this change on the spread between the 5- and 10-
year Treasury yields from July 1954 to September 2016 is shown in
Figure 7 (the vertical line denotes May 1988). The spread fluctuated
around zero until the late 1980s and averaged just 11 basis points up
to May 1988. In contrast, the spread was much larger after May 1988.
It averaged 55 basis points, and was seldom negative. It reached 100
basis points or more on some occasions. Note that the spread became
particularly large during the three periods when the funds rate was
reduced to atypically low levels. Consequently, it seems the FOMC’s
low interest rate policy caused the 5-year yield to be lower than it
would have been otherwise. Though not shown here, the spread
between the 20- and 10-year Treasury rates changed similarly, so the
policy also depressed the 10-year yield relative to what it would have
otherwise been.

Figure 8 shows the spread between the 1-year Treasury rate and
the 3-month T-bill rate. The spread narrowed after the late 1980s,
reflecting the fact that shorter-term rates were more affected by
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FIGURE 7
FEDERAL FUNDS RATE AND THE 10-YEAR/5-YEAR SPREAD
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changes in the funds rate than longer-term rates. The spread has
been particularly low since the FOMC began its low interest rate
policy. The spread between the funds rate and the 3-month T-bill
rate behaves similarly.

Of course, inflation and output growth were considerably more
stable in the 1990s and 2000s than they had been previously. Hence,
some might argue that the smaller spread was due to these factors,
and not the FOMC’s use of the funds rate as a policy instrument. If
that were the case, however, the effect on long-term and short-term
rate spreads should have been similar. That it was not suggests that
shifting patterns of growth and inflation cannot explain the change in
the behavior of short-term rates.

In my view, the FOMC’s use of the funds rate as a policy instru-
ment caused interest rates along the yield curve to be pulled by
opposing forces after the late 1980s. Market fundamentals were
pulling longer-term yields in the direction of those fundamentals,
while the FOMC’s funds rate policy was pulling rates in the opposite
direction. Figure 7 shows that, when the FOMC funds rate was more
or less in line with economic fundamentals, long-term spreads were
lower and at levels more consistent with those of the prior period.
Shorter-term spreads, however, continued to be more heavily influ-
enced by the behavior of the funds rate.

This explains why I am certain that the FOMC'’s low interest rate
policy has caused interest rates across the yield curve to be lower
than they otherwise would have been. I will now turn to discussing
the practical consequences of that policy.

Distorting the Allocation of Resources

The FOMC'’s low interest rate policy has distorted bond yields.
Consequently, it has also distorted the allocation of real economic
resources. This, of course, was the FOMC'’s intention. The problem
is myopia: the FOMC could see only good things happening—that s,
that lower rates would increase spending, output, and employment.
But this is not what actually occurred, and for good reasons.

For one thing, economists have known for some time that con-
sumer and business spending is not very interest rate—sensitive.
Indeed, as Bernanke and Gertler (1995) noted in their highly cited
“Black Box™ article, there is little reason to believe that low interest
rates should have much effect on spending. Moreover, what effect
lower interest rates do have on spending should be particularly weak
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during financial crises and recessions, when investment prospects are
poor, and flights to safety are widespread. This is truer still for the
2007-09 recession, which was accompanied by a tremendous over-
hang of residential real estate and associated infrastructure—roads,
utilities, and so on.

The distortions brought about by atypically low interest rates are
difficult to know and, hence, impossible to predict. However, it is
clear that the FOMC'’s policy has inflated equity and real estate
prices. That these prices are inflated is reflected in Figure 9, which
I call “my scary graph.” The figure shows household net worth as a
percentage of personal disposable income since the first quarter of
1952. Household net worth increased gradually from 1974 to the
mid-1990s, but then increased by nearly 120 percentage points
between the fourth quarter of 1994 and the first quarter of 2000.
This increase was fueled by a dramatic rise in equity prices
spawned by easy credit and an unbridled—and in some instances
unwarranted—optimism about technology. The dot-com bubble
burst in the first quarter of 2000 and household net worth went
with it.

FIGURE 9
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Household net worth began increasing again in early 2003 and
reached an even higher peak in the fourth quarter of 2006. This rise
was fueled by aggressive monetary policy, lax lending standards, ill-
conceived and ill-advised government policy, and the misguided
belief that house prices could not fall nationally. The Fed kept the
funds rate target at the then historically low level of 1 percent from
June 2003 to June 2004, and subsequently increased it slowly at
what the FOMC called a “measured pace.” Household wealth
increased dramatically as house prices rose, only to collapse as house
prices fell.

Household wealth has risen again above its previous peak. This lat-
est increase is fueled by equity prices and house prices—not by real
assets. I don't see any way that household wealth can increase much
further. Indeed, I find it hard to believe that it can stay at its current,
inflated level. The question is: Will household wealth fall precipi-
tously, as it did on the previous two occasions, or will it decline slowly
over time? I believe the FOMC'’s aggressive low interest rate policy
has set the economy up for another financial crisis and recession.
What remains unknown is the triggering mechanism.

The Fed’s low interest rate policy has also caused excessive risk
taking. Pension funds were affected in two ways. First, the Fed’s pur-
chase of over $2 trillion in long-term Treasuries deprived pension
funds of over $2 trillion of safe assets. When the FOMC announced
it would purchase an additional $600 billion in long-term Treasuries,
I told my colleagues at the St. Louis Fed that the FOMC should call
this the “make-pension-funds-take-more-risk” policy. Second, the
FOMCs persistent low interest rate policy caused longer-term yields
to be lower than they would have been otherwise, which also forced
pension funds to hold more risky portfolios.3

The Fed’s low interest rate policy has penalized savers, inflated the
prices of existing assets, but generated relatively little new capital.
Retirees and others on fixed incomes have been hit particularly hard.
They face two bad choices: live on substantially less or invest in signif-
icantly more n'sky assets.

It is interesting that an impending disaster caused by the FOMC'’s
QE policy has gone essentially unnoticed. The FOMC’s QE policy has
produced a massive increase in the money supply. This is illustrated

3For other negative effects of the FOMC'’s policy, see Dowd and Hutchison (2017).
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in Figure 10, which shows the M1 money measure from January 1960
to September 2016 (the vertical line denotes September 2008). There
has been a massive increase in reserves. The increase was initially
fueled by the Fed’s lending following Lehman’s announcement, but
ballooned with the FOMC’s QE program. The Fed’s lending
increased total reserves by $775.1 billion from August to December
2008. Bank lending during this period caused total checkable deposits
to increase by $162.4 billion—a 26 percent increase in just
four months. The reason, of course, is that banks were no longer
financing their lending with large certificates of deposit and other
loans, as they did when excess reserves were only about $2 billion.
Instead, banks were financing their loans with reserves supplied by
the Fed. If banks had transformed the additional $775.1 billion in
reserves into required reserves, they would have had to make at least
$9.3 trillion in news loans or investment. Try as they might, banks just
couldn’t make that many loans. Consequently, most of the new
reserves ($765.4 billion) accumulated as excess reserves.

The FOMC’s QE program exacerbated this problem. The
Emergency Economic Stabilization Act of 2008, passed on

FIGURE 10
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October 3, 2008, allowed the Fed to pay interest on excess reserve
balances (IOER). The IOER rate was 25 basis points until
December 16, 2015, when it was increased to 50 basis points. It
was thought that IOER would cause banks to hold excess reserves
rather than make loans and investments, and thus prevent a large
expansion of the money supply. However, required reserves have
nearly quadrupled since Lehman’s bankruptcy announcement,
increasing from $43.9 billion in August 2008 to $166.6 billion in
October 2016. This increase has been associated with a massive
increase in total checkable deposits and, hence, M1. Figure 10
shows that M1 has increased more since August 2008 than it did in
the previous 48 years, rising from $1.4 trillion to $3.3 trillion. Yet
banks still hold nearly $2 trillion in excess reserves. The ratio of
checkable deposits to required reserves has averaged 11.5 since
January 2015. Banks would have to make an additional $23 trillion
in loans to return excess reserves to the pre-Lehman level of about
$2 billion—an impossible task!

The conventional wisdom that banks are voluntarily holding excess
reserves is nonsense. Banks have an incentive to make any loan or
investment with an expected risk-adjusted rate of return that is
higher than the IOER. Hence, banks have made riskier loans than
they would have made otherwise. They will continue to do this as
long as the risk-adjusted return on loans is higher than the IOER. Of
course, the FOMC could raise the IOER to a level sufficiently high
to quell banks” incentive to make risky loans.* But this seems improb-
able, because the rates on loans and investments increase with the
IOER—and it’s unlikely the dog will manage to catch its tail. Tt is
more likely that banks will instead continue making risky loans and
the money supply will continue to increase at a rapid pace.

Bernanke (2016), Cochrane (2014), and others have suggested
that the Fed can operate indefinitely with a large balance sheet.
Specifically, Bernanke notes that “with the enormous quantity of
reserves now available . . . small changes in the supply of reserves
no longer suffice to control the funds rate,” erroneously inferring
that the Fed historically controlled the funds rate through
open market operations.5 He suggests some “pros” and “cons” for

*However, Selgin (2016) has noted this would be illegal.

5See Thornton (2014c¢), in which I show why the Fed cannot in reality control the
federal funds rate with open market operations. See also Friedman (1999).
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having a permanently large balance sheet, but ignores the effect
on the money supply and its likely drastic consequences. The
Fed could operate this way if it set reserve requirements at
100 percent, but this would require the Federal Reserve Act be
amended, which is unlikely.

Some might say: “Who cares about M1? Goods and services infla-
tion is well-contained.” Well, yes—but for how long? So far inflation
has shown up primarily in equity and home prices. But I believe that,
if the rapid pace of money growth—11 percent for the past eight
years—continues (which it assuredly will unless the FOMC begins
normalizing its balance sheet very soon), this money will eventually
be reflected in consumer prices as well. If that does happen, QE will
have created an inflation disaster.

Why a disaster? First, the Fed has historically been slow to
respond to increased inflation pressures. I suspect this time will be
no different. Indeed, several members of the FOMC have suggested
they would be comfortable with inflation somewhat in excess of the
FOMC’s 2 percent target. Second, the FOMC will find it nearly
impossible to shrink the balance sheet fast enough to avoid further
increases in M1. Third, there is no hope that the FOMC would
reduce M1 to avoid the impending inflation disaster. The only way
this could be done is by a marked increase in reserve requirements.
This too seems highly unlikely. In any event, by the time the FOMC
got around to implementing such a policy, the inflation-expectations
cat would be out of the bag.

When Did the Credit Trap Begin?

I am inclined to believe that the horrendous monetary policy
the FOMC has pursued since the financial crisis is a reflection of
a broader societal problem. It seems to me that society has steadily
increased its reliance on credit over the last 50 years. The
increased reliance on credit is reflected in a variety of ways—not
only in the FOMC’s monetary policy. For example, debt-reliance
is reflected in the fact that the federal government has run a per-
sistent budget deficit since at least 1970. Prior to 1970, budget
deficits in some years were partially, or in some cases fully, offset
by surpluses in subsequent years. Since then, deficits have been
large by historical standards, and more often than not have
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increased as a percentage of GDP. There have been only four
surplus years (1998-2001) since 1970. The public debt is now
52 times larger than it was then, while GDP is only 17 times larger.
Hence, the federal debt, which was 35 percent of GDP in 1970, is
now 105 percent of GDP.

The increased reliance on credit is also reflected in the willingness
of federal, state, and local governments to take on ever-larger
unfunded liabilities. The federal government’s pension funds and
other promises (e.g., Social Security, Medicare, and Medicaid) are
grossly unfunded, and most state and local pensions are woefully
underfunded—by some estimates as much as $3 trillion short of what
is needed.

Credit-reliance is also reflected in financial innovations such as
collateralized debt obligations, securitization, and credit default
swaps. Collateralized debt obligations compound rather than reduce
risk. Securitization and credit default swaps distance the lender from
the assets that secure the loans. The result is a tendency to create
more promises than there are real assets to back them. As a conse-
quence, asset prices rise above their long-run value. I don’t believe
the house price bubble could have occurred if most real estate loans
were made and held locally.

It is hard to know exactly the cause of this credit trap. Indeed,
it is likely that there are a number of contributing factors. But I
believe the widespread adoption of Keynesian economics is an
important one. Credit is the hallmark of Keynesian economics: if
the economy is growing too slowly, the response is to borrow more
and spend more. Deficit spending—whether public or private—is
seen as the cure for all ills. Meanwhile, the belief that saving is
essential for investment and economic growth has more or less
vanished from economic discussion. When the economy is not per-
forming to expectations, the cure is always more credit, more
spending, and less saving. The FOMC'’s response to the financial
crisis, and its policies since, are part and parcel of this approach to
economic management.

Conclusion

After the Volker Fed brought an end to the Great Inflation, the
FOMC once again began equating the stance of monetary policy
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with the level of the federal funds rate. The FOMC didn’t want to be
seen as returning to a failed practice, so it said it was using a bor-
rowed reserves operating procedure (see Thornton 2001, 2006). The
FOMC’s reliance on the funds rate as an indicator of the stance of
monetary policy came to a head in the late 1980s when the FOMC
adopted the funds rate as its policy instrument shortly after
Greenspan became chairman. Greenspan later described the meta-
morphosis as follows:

As you may recall, we fought off that apparently inevitable
day as long as we could. We ran into the situation, as you may
remember, when the money supply, nonborrowed reserves,
and various other non-interest-rate measures on which the
Committee had focused had in turn fallen by the wayside.
We were left with interest rates because we had no alterna-
tive. I think it is still in a sense our official policy that if we
can find a way back to where we are able to target the money
supply or net borrowed reserves or some other non-interest
measure instead of the federal funds rate, we would like to
do that. I am not sure we will be able to return to such a
regime . . . but the reason is not that we enthusiastically
embrace targeting the federal funds rate. We did it as an
unfortunate fallback when we had no other options [Board of
Governors 1997: 80-81].

Yet the adoption of the funds rate as the policy instrument was
not only due to the lack of a relationship between money and
reserve aggregates, on the one hand, and things policymakers care
about on the other. In fact, it was driven in large part by a theoreti-
cal model of the economy in which money and reserves do not exist
in any meaningful way, or are at best implicit (see McCallum 2008
and Woodford 2008). In the New Keynesian model, monetary pol-
icy works exclusively through the interest rate channel. It is a
tragedy that this school of thought is so dominant because—as I
have noted elsewhere (Thornton 2014a)—the best monetary policy
antidote for a financial crisis is a massive but temporary increase in
credit, brought about by the expansion of the monetary base. In con-
trast, the Fed’s preferred alternative, a persistent-verging-on-
permanent low interest rate policy, is nothing more than a recipe for
disaster.
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RETHINKING CENTRAL BANKING
Gerald P. O’Driscoll Jr.

Central banks are a relatively recent development in monetary his-
tory (Smith [1936] 1990). Money can and has been created privately
and competitively.1 In many cases, princes coined money but their
coins had to compete for acceptance with other coinage both
princely and privately produced. The Maria Theresa Thaler was first
struck in Vienna in 1741, and it was adopted globally for international
trade. The dollar is a government monopoly in the United States, but
globally the greenback must compete for usage.

The creation of the Federal Reserve System was an innovation.
It was not created to conduct discretionary monetary policy but to
manage the gold standard. “There was no provision in the Federal
Reserve Act for discretionary monetary policy” (Jordan 2016a:
373). So, both theoretically and historically, there are alternatives
to central banking.

The Federal Reserve’s foray into credit allocation has moved it
into a form of central planning. In this article, I initially focus on the
problems inherent in conducting discretionary monetary policy in a
central bank. I then offer a public choice analysis of why we are
nonetheless stuck with discretion. Finally, I present policy reforms
that need to be implemented if we are to move from discretion to a
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policy rule. Congress, or at least the House of Representatives, has
indicated a willingness to mandate rule-based monetary policy. It is
important that these reforms be implemented in order that a rule-
based policy can be successfully executed.

The Knowledge Problem

The knowledge problem is most closely associated with F. A.
Hayek, who emphasized that the knowledge needed for decision-
making is localized and dispersed across the population.2 In markets,
prices economize on information and communicate what is needed
for economic actors to make allocational decisions. That part of
Hayek’s argument is generally understood.?

There is more to Hayek’s argument, however. Much relevant eco-
nomic knowledge is tacit. Individuals have unarticulated knowledge
vital to decisionmaking but no understanding or theory of why what
they do works. As Caldwell (2004: 337) observed, “The dispersion of
such knowledge is a permanent condition of life.” It is permanent
because tacit knowledge by its nature cannot be articulated and,
hence, cannot be transmitted.

The knowledge problem is an obstacle to achieving intertemporal
equilibrium even if money were neutral. The existence of monetary
shocks greatly complicates the formation of intertemporal expecta-
tions. It also complicates the conduct of monetary policy. A central
bank confronts the problem of assembling dispersed knowledge,
some of which cannot even be conveyed. The problem of imple-
menting an optimal monetary policy is conceptually the same prob-
lem confronting a central planning authority. Implementing optimal
monetary policy requires surmounting the knowledge problem,
which is impossible.

Milton Friedman presented his own take on the knowledge prob-
lem in Friedman (1968). He offered two propositions, the first being
that monetary policy should do no harm. Too often, central banks
violate that norm. Second, he argued that monetary policy should
provide “a stable background for the economy” (Friedman 1968:
12-13). “We simply do not know enough” to engage in discretionary

2This section borrows from O Driscoll (2016).

*Hayek developed his argument in a number of papers collected in Hayek (1948).
O’Driscoll (2016) provides specific citations to these papers.
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monetary policy (Friedman 1968: 14). His analysis of the knowledge
problem is what led to his advocacy of a simple monetary rule. The
rule would minimize harm and provide a stable background. He did
not believe that monetary policy was capable of increasing the eco-
nomic growth rate. That depended on “those basic forces of enter-
prise, ingenuity, invention, hard work, and thrift that are the true
springs of economic growth” (Friedman 1968: 17).

Friedman’s awareness of the knowledge problem and his adoption
of policy rules as a solution to it predate his AEA presidential address
or even his work on money. “Friedman was already advocating
rules . . . before his monetarist theoretical position came to fruition.
But Friedman'’s case for rules did rely on a strong theoretical motiva-
tion: in particular, the possibility that stabilization policies might give
rise to destabilization of the economy” (Nelson 2015: 204). The con-
viction that, in a world of uncertainty, stabilization policies might
actually destabilize the economy is what most united Hayek and
Friedman. Both the Great Depression and the Great Recession
exemplify that dynamic—stabilization policies destabilizing the
economy.

Other monetary economists followed in the Hayek-Friedman
mold of emphasizing uncertainty in policymaking. Karl Brunner and
Allan Meltzer are notable examples, and Meltzer (2015) reprises
their contribution. Axel Leijonhufvud (1981) emphasized the role of
information in economic coordination. These monetary economists
all had a UCLA connection, which is where Chicago and Vienna
intersected. Other, nonmonetary UCLA economists who con-
tributed to the economics of uncertainty were Armen Alchian (1969)
and Thomas Sowell ([1980] 1996). Today, John Taylor’s work follows
closely in that tradition. The Monetary Policy Rule website provides
a useful compendium of recent articles (Taylor 2016a).

Fed Governance: Bureaucracy and Incentives

Conti-Brown (2016) is highly critical of the Fed’s structure, which
he views as causing governance problems and a lack of democratic
accountability. He recommends changing it by eliminating the
private-component resident in the reserve banks from monetary
policymaking. Reserve banks are private institutions and their pres-
idents are not political appointees. According to Conti-Brown, the
Fed’s structure is a mistake and it needs to be fixed.
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Decades earlier, Kane (1980) looked at the same reality and found
the “murky lines of internal authority” serve identifiable political
goals. “Once the Fed is viewed as a policy scapegoat for elected offi-
cials, these developments emerge as intelligible adaptations to recur-
ring political pressures” (Kane 1980: 210).* In Kane’s analysis, if
macroeconomic outcomes are good, politicians can claim credit for
them. If outcomes are bad, politicians can blame the Fed. Central
bank discretion and “independence” benefit both sides. Fed officials
are not bound by rules and thus enjoy the sense of power that comes
with discretion. Politicians are happy to grant that discretion because
it allows them to scapegoat the central bank. If the Fed were effec-
tively rule-bound, then politicians could only blame themselves for
choosing the rule.

The last thing politicians want is to have the buck stop at their
desk. So they tolerate ambiguity in Fed governance, nontransparency
in policymaking, and long tenure for Fed officials. These features
provide plausible deniability for both the administration and
Congress. Fed officials, in turn, get power and prestige, which are
valuable nonpecuniary returns. There is symbiotic rent seeking by
Fed officials and politicians. The two sides feed off each other to
their mutual benefit.

Conti-Brown (2016: 109) is particularly critical of the Reserve
Bank structure because it impedes democratic accountability. In a
public-choice analysis, however, the last thing politicians crave is
accountability. With respect to fiscal policy, politicians love to spend
without levying taxes to pay for the spending. So future, unspecified
taxes (debt finance) are preferred to present taxes. If taxes are levied,
nontransparent taxes are preferred. The corporate income tax is an
example.

The preference for dispensing benefits without providing for the
financing of those benefits exhibits blame avoidance, which Weaver
(1986) identified as the main goal of politicians generally. Voters
exhibit “negativity bias.” Perceived losses are punished more than
perceived benefits are rewarded. So politicians engage in strategies
to avoid blame. Two of those are passing the buck and finding a
scapegoat (Weaver 1986: 386-88). Creating independent agencies

#Kane (2016: 210) described “the Fed’s special bureaucratic features™ as “its inde-
pendence, its acceptance of impossible policy assignments and its murky lines of
internal authority.”
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is one way to pass the buck, and scapegoating is a fall back. So
Weaver (1986), drawing from the political science literature, con-
firmed the intuition of Kane (1986), which focused just on
monetary policy.

When it comes to monetary policy, it is in the interest of Congress
and the president not to compel the Fed to specify a complete mon-
etary strategy. “The advantage that I see is that by leaving the Fed
high command a substantial amount of ex ante discretion, elected
officials leave themselves scope for blaming the Fed ex post when
things go wrong” (Kane 1980: 206). What for Conti-Brown is a defect
in Fed governance is for a public-choice theorist like Kane a desir-
able feature for rent-seeking politicians and Fed officials.

A public-choice analyst would agree with Conti-Brown that noth-
ing like optimal policy would be the outcome of the current system.
But the analyst would also agree with Kane (2016: 200) that it is a
“utopian conception of Fed intentions” to characterize monetary pol-
icy as pursuing optimality.

Monetary policy is not neutral. For instance, some identifiable pri-
vate interests are inordinately sensitive to changes in interest rates.
What Kane (1980: 207) describes as “the low-interest lobby” resists
increases in interest rates. The lobby puts political pressure on their
representatives to avoid rate hikes. Politicians need a central bank
that is responsive to these pressures. Incompleteness in monetary
strategy is the answer.

The Federal Reserve has been signaling for approximately two
years its intentions to implement a program of rate increases. It suc-
ceeded in implementing only a one-quarter point increase in short-
term interest rates in December 2015. It did not raise rates again
until December 2016, again a one-quarter point increase.

A letter to the Editor of the Wall Street Journal by Congressman
Scott Garrett (2016) specifies one channel by which political pres-
sures are applied to the Fed.

As T pointed out to Chairwoman Janet Yellen during a con-
gressional hearing last year, her own calendar reflects weekly
meeting with political figures and partisan special-interest
groups. Even more troubling, there is a long history of Fed
chairs or governors serving as partisan figures in the Treasury
or the White House before their appointment. So while the
Fed is quick to decry any attempts at congressional oversight,
it cannot credibly claim to be politically independent.
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Garrett’s letter reveals that, while all elected politicians share a com-
mon interest to stay elected and retain power, their interests divide
along partisan lines. There are also conflicts between the branches of
government.

In sum, a public-choice approach to analyzing monetary policy is
useful in rendering intelligible otherwise murky aspects of monetary
policy and Fed governance. The analysis reveals there is political
symbiosis between the central bank and government. And, finally, it
clarifies that the Fed is not politically independent (Cargill and
O’Driscoll 2013).

Central Banking and Central Planning

The dollar is an evolved currency that was in use in the American
colonies long before it was adopted and defined by the Currency Act
of 1792. Dollar notes were issued by private banks against specie.
The Union issued Greenbacks to finance the Civil War. The National
Banking Act established a new system of private currency issue
denominated in dollars. After the Civil War until 1879 (the resump-
tion of gold payments), the Greenbacks circulated side by side with
gold. The National Bank System was in place until the creation of the
Federal Reserve System in 1913 (Friedman and Schwartz 1963).

As already noted, the Federal Reserve System was not created to
engage in discretionary monetary policy. (It would be anachronistic
to impute such an idea to the System’s creators.) Only in 1933 was
the link to gold severed domestically; only with the closing of the gold
window in 1971 was the linkage broken internationally. The dollar
was only then a purely managed currency (Eichengreen 2011).

There is no playbook for a managed fiat currency that also serves
as the global currency. It has been a work in progress. Domestically,
the Great Inflation was followed by the Volcker Era and then the
Great Moderation. Many observers thought the Fed and other cen-
tral banks had finally got it right (Friedman 2006). A housing bubble
was already pumped up, however, and soon we had a housing bust
and a global financial crisis (Taylor 2009).

Under Chairman Ben Bernanke, the Federal Reserve responded
with unprecedented and unconventional monetary policy. There
were many aspects to the policy; I will focus on just one: credit alloca-
tion. The credit allocation took many forms: special loans to particular
financial firms (both banks and nonbanks), and even to commercial
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firms, was one channel. So, too, were the aggressive purchases of
mortgage securities and long-dated Treasuries. Those purchases ben-
efited the financial firms selling them to the Fed, who might other-
wise have been forced to sell the securities at market prices.
Additionally, the housing industry benefited by what amounted to a
bond-support program for housing securities. These aggressive asset
purchases called into question any claim of Fed independence.

The Fed celebrates the 1951 Accord with the Treasury as its
Independence Day (Hetzel and Leach 2001: 33). By committing to
maintaining short-term interest rates near zero and long rates at low
levels, however, the Fed effectively surrendered that independence
(Meltzer 2016).

The Fed for now has suspended quantitative easing. Janet Yellen’s
speech at the 2016 Jackson Hole Conference, however, put future
bond purchases squarely in the Fed’s toolkit (Yellen 2016). In any
case, the Fed continues to maintain the size of its balance sheet by
replacing maturing securities. It remains a significant holder of mort-
gage securities and thus continues to influence the allocation of
credit. That was the intent of the bond-buying program when
Bernanke announced it at the 2010 Jackson Hole Conference
(Hummel 2011: 510).

Hummel (2011) strongly criticized Bernanke’s credit allocation
policies, now also followed by Yellen. Hummel (2011: 512) charged
that “central banking has become the new central planning.” The new
policy is dangerous for the economy and for the central bank itself.

As an institution, the Fed was formally held in high esteem. Not
so anymore. On the political right and left, there is great hostility to
the institution. Fed Chairwoman Janet Yellen commands respect
from only 38 percent of Americans while Alan Greenspan, in the
early 2000s, gained the confidence of more than 70 percent
(Hilsenrath 2016: A6).

The Fed jealously guards its political independence and acts
aggressively to maintain it. Fed officials have vigorously opposed
efforts by Congress to institute a policy audit—even though the Fed’s
expanded balance sheet and forays into credit allocation are the
greatest threats to its putative independence. As former Fed
Governor Kevin Warsh (2016: A11) recently put it, “Central bank
power is permissible in a democracy only when its scope is limited,
its track record strong, and its accountability assured.” Today’s Fed
fails on all three counts.
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Reforming the Fed

Downsizing the Fed’s balance sheet is a necessary condition for
implementing a sound monetary reform. Any central bank with a bal-
ance sheet of $4.5 trillion is going to find itself in the business of allo-
cating credit. In the Fed’s case, its balance sheet grew because of its
foray into supporting housing finance. Even if it had ballooned its
balance sheet by traditional purchases of Treasury securities, there
would be calls for the Fed to support this or that sector. There have
already been calls for the Fed to purchase student loans. There will
surely be calls to bail out public pension funds (Wall Street Journal
2016). Come the next major municipal bond crisis, surely some will
suggest a central bank bailout. Who will save the finances of the state
of linois if not the Fed?

If the Federal Reserve were the politically independent insti-
tution that it claims to be, its overseers would long since have
begun to shrink its balance sheet to avoid being called upon to
implement financial rescues of politically connected groups. In its
downsizing, the Fed should have rid itself of mortgage-backed
securities. Yet Fed officials luxuriate in their role of dispensers of
public capital. As the editors of the Wall Street Journal (2016)
have observed, “the Fed is now a joint venture partner with the
biggest banks.”

There are also technical problems created by the Fed’s expanded
balance sheet and its move out of short-term, highly liquid Treasury
securities into long-dated bonds.”> Commercial banks are no longer
reserve-constrained. Nearly all of the reserves on the Fed’s balance
sheet are in excess of what is required for banks to hold. For that rea-
son, few federal funds are traded. Influencing the availability and cost
of federal funds has been the traditional way the Fed has conducted
monetary policy. There is scant demand for federal funds in a world
in which reserves are abundant.

Traditionally, when the Fed wanted to tighten money and credit,
it would sell Treasury bills to absorb reserves and put upward pres-
sure on the fed funds rate. But the Fed has not had bills on its bal-
ance sheet for some time, so it cannot affect the fed funds rate
directly by acting on the asset side of its balance sheet. Instead, the
Fed has taken actions on the liability side of the balance sheet by

®Jordan (2016b) deals with these issues in more detail.
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paying interest on reserves (IOR) and on reverse repurchase agree-
ments.® Tt is counting on arbitrage to move the fed funds rate in tan-
dem. Even if somewhat successful so far, the policy actions are a
rather meaningless exercise. The fed funds market no longer plays
the role it once did in allocating credit among banks. And the admin-
istered rates the Fed is paying are not succeeding in keeping other,
market-set short-term interest rates moving in tandem. For instance,
when IOR is 50bp and interest on reverse repurchase agreements is
25bp, the four-week Treasury bill was 10bp on September 26, 2016,
and 16bp on September 27th. These are not cherry-picked rates. As
Jordan (2016b: 26) details, after the Fed’s December 2015 hikes in
administered rates, “yields of market-determined interest rates sub-
sequently fell and remain below the levels that prevailed before the
increase in administered rates.”

At a minimum, the Fed should commence letting maturing obli-
gations roll off its balance sheet. It should also sell some longer-
term securities to move the process of downsizing the balance sheet
along. The goal is get banks reserve-constrained so that the Fed can
conduct conventional monetary policy. The Fed has thus far
refused to do either. In its statement on “Policy Normalization
Principles and Plans,” the FOMC promised to “normalize the
stance of monetary policy.” It will do so “when it becomes appropri-
ate.” The statement is vague not only as to timing but also as to what
its balance sheet will look like after normalization (Taylor 2016b:
716-17).

Reigning in emergency lending (Section 13 (3) of the Federal
Reserve Act) is essential to keeping the Fed out of credit allocation
and lending to politically favored entities (banks and nonbanks). As
long as the central bank retains emergency lending powers, it will be
in the credit allocation business. Any lending to markets for liquidity
reasons can be accomplished via open market operations.

With these changes in place, advocates of monetary rules have a
way forward. There would be no more technical impediments to
implementing the Taylor rule or NGDP targeting, or still another
monetary rule. Serious discussion of which rule to choose could
begin. With the bloated Fed balance sheet, however, such discussions
are premature.

6]erry Jordan was among the first to observe that the Fed is now operating
entirely on the liability side of the balance sheet.
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Reserve Banks

I want to deal briefly with the recurring question of the status of
the reserve banks and their presidents. Conti-Brown (2016) has
most recently resurrected the issue. He treats their existence as
solely the result of a political compromise by President Woodrow
Wilson between two competing plans (the 1910 Aldrich Plan and
the 1912 Glass Plan). He thus views the reserve banks solely in polit-
ical terms (Conti-Brown 2016: 20-23). He all but ignores the eco-
nomic function of the presidents. The closest he comes to
acknowledging that is when he quotes Wilson: “We have purposely
scattered the regional reserve banks and shall be intensely disap-
pointed if they do not exercise a very large measure of independ-
ence” (Conti-Brown 2016: 22).

The economic justification today for the regional reserve banks is
to provide economic policy perspectives from around the country.
Without that input, only the policy elites of Washington and New
York would be heard. To say they are insular and out of touch with
people in most of the rest of the country would be an understate-
ment. The energy industry is concentrated in the Kansas City and
Dallas Federal Reserve districts; agriculture is concentrated there
and in other districts; and so on. Simply put, the reserve bank presi-
dents are there to prevent group think and be able to back up their
views by voting on monetary policy. That, I submit, is the gravamen
of Woodrow Wilson’s argument.

If T were to criticize the presidents, it would be for not dissenting
more often. Too many have gone along to get along. If the presidents
don’t exhibit their independence more often, they will undermine
the best argument for their existence. Happily, at the September
2016 FOMC meeting, three presidents dissented from the policy:
Esther George (Kansas City), Loretta Mester (Cleveland), and Eric
Rosengren (Boston).” Perhaps the presidents have got back their pol-
icy mojo, and the FOMC will function as intended.® The unanimous
vote for a rate increase at the December meeting involved the

"Three dissents at a meeting is a large number, but not unprecedented. Thornton
and Wheelock (2014) analyze the history of FMOC dissents.

Fed governors, once active dissenters, have almost ceased to dissent. There have
been only two dissents by governors since 1995 (Thornton and Wheelock 2014: 225).
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committee’s adopting the policy advocated by the dissenters at the
earlier meeting. Dissenting worked as it should.

I will not respond to Conti-Brown’s arguments in detail. He
thinks the reserve banks are unconstitutional, but other legal schol-
ars disagree.9 He is mightily offended because the banks are private
entities performing a public function. When they were created,
however, providing a national currency was not considered an
inherently governmental function. Moreover, operating a clearing-
house, which the reserve banks took over from clearinghouse asso-
ciations owned by commercial banks, was not considered an
inherently governmental function. So banker involvement in the
reserve banks made sense. Conti-Brown (2016: 105) grudgingly
acknowledges that the involvement of commercial bankers in
Federal Reserve banks has been reduced. I, for one, would have no
objection if it were reduced further. But getting rid of the decen-
tralization in the Federal Reserve System would be a policy blun-
der. Meltzer (2016) argues the role of reserve banks should be
strengthened and suggests allowing all 12 presidents to vote at every
FOMC meeting.

My principal objection to Conti-Brown’s jihad against reserve
banks is that it is beside the point and a distraction in the current cir-
cumstance. Abolishing the reserve banks would not address any
pressing monetary policy issue of the day. It would not address the
Fed’s bloated balance sheet, credit allocation, emergency lending, or
lack of monetary rules. Conti-Brown wants the Fed to be more dem-
ocratic. From a public-choice perspective, that goal translates into
the Fed being even more political. It has already become too
political; no more of that influence is needed.

Conclusion

In 1913, Congress took a wrong turn when it enacted the Federal
Reserve Act. Other, better reforms were available. An asset-based
currency would have provided an elastic currency (Selgin 2016).
In both the Great Depression and the Great Recession, the Federal

“Walker Todd (2016) is one who disagrees. According to him, the reigning prece-
dent is McCulloch v. Maryland decided in 1819. The structure of the Federal
Reserve System has survived all constitutional challenges.
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Reserve failed to provide elastic credit in a timely fashion.'” Before
the Fed, the existing clearinghouses provided emergency cash in
times of liquidity crises. That provision was found to be extra-legal.
The practice could have been legalized without creating a
central bank.™!

We are where we are. That statement is not to take a position on
alternatives to central banking. The most likely alternative would
involve the development of digital currencies with wide usage. There
are many obstacles to the emergence of alternative currencies, how-
ever, of which anti-money laundering laws are just one. We are cer-
tainly talking a decade or more before a private currency alternative
to central banking could emerge.12

What to do in the interim? We cannot simply wait and see how
quickly the world of digital money develops. There will be lot of
monetary misconduct in the interim. The goal should be to restrain
and contain the Fed in the future and to roll back central bank
overreach. That includes downsizing the Fed’s balance sheet and
ending emergency len(iling.13 Credit allocation should cease, and
the Fed’s regulatory powers under the Dodd-Frank Act need to be
curtailed.

9Tn the summer of 2008, the Fed was sterilizing credit provided to individual
institutions. In effect, Chairman Bernanke failed in his famous promise to Milton
Friedman never to repeat the mistakes of the 1930s.

"For more on the alternatives and the Fed’s historical performance, see Selgin,
Lastrapes, and White (2012).
2And there are contrary forces working against digital currencies. See Lemieux (2016).

13The Dodd-Frank Act includes a limited reform of emergency lending. The Fed
can no longer employ emergency lending to bail out a single institution, but only
to “any participant in any program or facility with broad-based eligibility” (quoted
in Conti-Brown 2016: 156). I agree with Conti-Brown’s skeptical assessment,
however, that “the Fed’s lawyers have shown themselves to be very able at defin-
ing structures and entities in a way that is consistent with the law’s letter but still
aimed at unfettered deployment of emergency funds” (Conti-Brown 2016: 300,
nl4). It would take more than this limited provision to curtail emergency lending
by the Fed. Walker Todd, a former Fed lawyer himself, points out that the really
effective emergency lending in the 1930s was accomplished by the
Reconstruction Finance Corporation, an agency created by an act of Congress. It
moved from lending to equity investments in companies. Whatever one’s view of
the desirability of bailouts, it is fiscal policy. Fiscal policy is properly the prerog-
ative of Congress rather than a central bank. See also Taylor (2016b: 717).
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There was a time when ordinary people did not know who or
what a Fed chair was. High Federal Reserve officials were not the
most important economic policymakers for the country. Genuine
reform of the Federal Reserve would restore anonymity to the Fed
and put economic policymaking back where it belongs—with
Congress and the president. This position is in the spirit of
Friedman’s admonition that monetary policy should provide a
framework within which private planning and decisionmaking take
place.

Congress has unquestioned authority on monetary policy.
Getting it to assert that authority means overcoming its inclination
to delegate excessively its authority (passing the buck). At least the
House of Representatives has shown a willingness to do so, as evi-
denced by the passage of H.R. 3189, the Fed Oversight Reform and
Modernization (FORM) Act, which would require the Fed to
choose a monetary rule.'

Reforming the Fed and implementing better monetary policy will
not by themselves cure the economic malaise in the United States.
Reform of the economy is needed to unleash Friedman’s “forces of
enterprise, ingenuity, invention, hard work, and thrift that are the
true springs of economic growth.” That effort must include tax
reform and deregulation. Our tax system is complex and costly.
Regulation at all levels stifles the formation of new businesses and job
creation.'® Monetary policy is only one arrow in the policy quiver, but
an important one.

The Fed’s intrusion into credit allocation has allowed government
planning to be substituted for private initiative. Additionally, the
very low interest rate policies have enabled government deficit
spending, promoting the state over the market. Finally, the sheer
size of the Fed’s balance sheet threatens the market economy.
Reforms outlined in this article urgently need enactment and
implementation.

“Consideration of the FORM Act drew a remarkable letter from Fed Chair Janet
Yellen (2015). That letter, in turn, drew a spirited response from John Taylor
(2015).

15Wallison (2016) connects slow global economic growth to regulations and offers
a glimmer of hope.
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FroMm EXCESS STIMULUS TO
MONETARY MAYHEM
Kevin Dowd and Martin Hutchinson

Three hundred years ago, the Scottish financier John Law
embarked on an interesting monetary experiment in France that
foreshadowed recent central bank policies. It included money cre-
ation, quantitative easing (QE), debt monetization, low interest rates
and audacious financial engineering. It worked for a while but then
collapsed. Large numbers of people were ruined, and Law fled the
country in disgrace.

Law’s mistake was to think that he could manufacture prosperity
by printing money. In the aftermath, difficult lessons were learned
about the dangers of the uncontrolled issue of paper currency and of
responding to short-term economic problems with wild monetary
experiments. France reverted to a metallic monetary system and the
resulting horror of paper currency and banks lasted a long time.
Those hard-won lessons were then forgotten. In the 1790s, France
embraced the Assignats with the same enthusiasm as she had earlier
embraced Law, and the result was another disaster. Similar episodes
recurred throughout the 19th century and prompted Sir Robert
Giffen (1892: 465) to observe:

For a good money is so very difficult a thing to get, and
Governments, when they meddle with money, are so apt to
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make blunders (and have, in fact, made such blunders without
end in the past, of which we have had so many illustrations lately
in the experience of the United States, the Argentine Republic,
Russia, and other countries), that a nation, which has a good
money should beware of its being tampered with, and especially
should beware of any change in the foundation—the standard
for money.

Forward to recent years and we have unlearned those lessons
again. Modern monetary policymakers are prone to make several
major intellectual errors. The first is their fixation with the belief that
if there is, or appears to be, inadequate macroeconomic perform-
ance, then that must be due to inadequate aggregate demand and
their only solution is to stimulate demand. Such thinking is reminis-
cent of the man with a hammer, to whom every problem looks like a
nail. Other diagnoses and solutions—such as the need to address
structural problems in the banking system and to address labor mar-
ket, tax and regulatory reform, and fiscal sustainability—are swept
under the carpet. Fundamental problems then remain unresolved,
and Keynesian policymakers are left wondering why their policies are
not working as they expected.

Their second intellectual error is deeper and might be described
as instrumentalism. Instead of seeing the monetary system as a spon-
taneous social order whose sole purpose is to serve its participants as
they go about their business, it sees the monetary system as some-
thing to be controlled for some allegedly higher end. So the interest
rate and the supply of money are not seen as the products of markets
but as control instruments to be determined by some central author-
ity. Analysis of the monetary system as a self-organizing social order
gives way to control and optimization analysis—that is, how best to
manipulate these “instruments” to achieve some arbitrary central
bank objective. In Herbert Frankel's words, there is

the belief that a free monetary order is irrelevant and has now
become an anachronism, a relic of the past, and an impedi-
ment to the allegedly more “rational” policies of the present:
the free monetary order should be abolished wherever it has
not already been abolished. . . . It is surely significant that cur-
rently—even in the free world—the notion that people are
entitled to use money as they please, is regarded with consid-
erable scepticism [Frankel 1977 4, 14].
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From this perspective, more instruments are always to be pre-
ferred to fewer, and the inbuilt constraints that protect a free
monetary order—such as constraints against the overissue of
money—are merely hindrances that prevent central banks from
achieving their objectives, that is, doing as they please.
Underlying this error are deeper ontological ones: they assume
that they understand the economy and presume to think that, if
they understand it, then they can control it (W. R. White 2015).
Unfortunately, they don’t understand how the economy works,
and they don’t know how to control it.

The Establishment of the Fed and the
Managed Monetary System

Before the Fed, prices, interest rates, and monetary aggre-
gates were constrained by the gold standard. Banks issued cur-
rency convertible to gold at a fixed price, monetary aggregates
were largely determined by the public demand to hold money,
and interest rates were determined by supply and demand in
financial markets—all subject to the rules of the gold standard.
There was no monetary policy and no central bank to operate
one. Once the Fed was established, however, it began to man-
age the system and, in so doing, to undermine it. As Ralph
Benko (2016) has observed, “Congress delegated weights and
measures to the National Institute of Standards and Technology,
which is doing a stunningly great job of it. Congress delegated
the power to regulate the value of the dollar to the Fed, which
is making a botch of it.”

To illustrate, according to official BLS CPI data, the U.S. dol-
lar had lost 83.2 percent of its 1914 purchasing power by the time
the last vestiges of the discipline of the gold standard were aban-
doned in 1971. Since then, thanks to the Fed, its purchasing
power has fallen by 95.8 percent relative to its 1914 purchasing
power.

Under the classical gold standard, interest rates were bounded
by the rate of time preference and the expected return on capital:
if they fell below the former, no one would lend, and if they went
above the latter, few would borrow. Interest rates were also highly
stable during the gold standard: government bond yields were
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generally between 2 percent and 4 percent.1 Over time, however,
the Fed acquired more control over interest rates—the most
important prices in a market economy—and for the last 45 years
they have been entirely determined by the whims of a committee,
the FOMC, and have been far more volatile. The Fed’s control
over interest rates led to wild swings as the Fed lurched from mon-
etary excess to restraint and back again, creating one boom-bust
cycle after another.

The Fed’s Serial Bubble Machine

Forward to 1996, and Alan Greenspan famously warned of
“irrational exuberance” in the stock markets before easing mon-
etary policy to stimulate them further. The “Greenspan put” pro-
tected investors on the downside, encouraging them to buy more
stocks and push up their prices. This policy was justified by the
belief that boosting the markets would create a wealth effect that
would stimulate consumption and growth, but it also encouraged
the speculative “greater fool” mentality to take hold, in which
people would knowingly buy overvalued assets in the belief that
some greater fool would buy them at higher prices. But market
fundamentals eventually reassert themselves, and the market
crashes.

The markets then boomed before crashing in 2001, only for
Greenspan and (later) Bernanke to repeat the process to produce
both another stock market boom and a housing boom, both of which
crashed in 2007-08. Bernanke then stoked up the biggest booms in
asset markets generally, including commodities, stocks, housing, and
junk and government bonds.

As Dan Thornton (2016) has pointed out, repeatedly doing the
same thing and expecting a different result the next time is literally
insane. The “everything bubble” is the biggest monetary experiment
ever, so why wouldn't it also lead to the biggest ever collapse? It
appears that the Fed has set up the market for a fall.

IShort-term interest rates were more volatile, however, and indeed the system
was prone to short-term spikes and a series of crises. However, these problems
were due to the legal restrictions on the National Banking System and not to the
gold standard per se. Canada and the United Kingdom were also on the gold stan-
dard and did not experience such problems during this period.
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Zero Interest Rate Policy (ZIRP)

One of the Fed’s main responses to the Global Financial Crisis
was to push interest rates to almost zero. The federal funds rate was
lowered from 5.25 percent in August 2007 to near zero by December
2008 and has not changed much since. ZIRP has a number of adverse
effects, however.

First, it encourages investors to take more risks to boost yields
(see, e.g., Thornton 2016). Investors are pushed out of safe fixed-
income positions into riskier positions such as stocks, real estate,
commodities, and structured products, which are often not appropri-
ate for them and whose true risks are not apparent because risk
spreads are suppressed as well.

Second, it encourages more borrowing and higher leverage. Many
companies have used low interest rates to load up on debt they don't
need to reinvest in equity markets via M&A or share buybacks in
attempts to push up share prices further. As Soc Gen’s Andrew
Lapthorne recently noted, “The effect on U.S. nonfinancial balance
sheets is now starting to look devasta’ting.”2 Low interest rates also
delay restructuring, by allowing zombies that would otherwise fail to
continue in operation, and encourage greater fiscal profligacy.

Third, low interest rates reduce financial returns, which puts pres-
sure on savers by making it more difficult to reach their savings tar-
gets. To illustrate, if ZIRP were implemented for a decade and
succeeded in pulling down returns on saving from 3 percent to zero
over that period, then the value of the fund would be 26 percent
lower by the end of that decade than it would have been. To indicate
the scale of losses involved, OECD data suggest U.S. pension fund
assets in 2009 were about $14.42 trillion, so a decade of ZIRP would
imply $2.54 trillion in accumulated lost returns—and this figure
ignores the losses on assets acquired in the interim, which could be
another trillion.® These numbers also ignore losses to other forms of

2Quoted in Elliott (2016).

A caveat is that, depending on their asset allocation strategies, pension funds
might benefit from ZIRP or QE-induced capital gains on their investments. For
conservative funds that invest mainly in bonds, however, these gains will be much
less than the losses indicated in the text. On the other hand, people who put their
entire pension fund in the stock market would have done well. Such considera-
tions reinforce the point that ZIRP and QE arbitrarily redistribute from safe
investors to those willing to take big risks.
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saving, which might easily be another one and a half trillion.* The law
of compound interest implies that sustained ultra-low interest rates
have a devastating impact on savers and pension funds.

The conventional wisdom is that the lower the interest rate the
greater the stimulus to credit. The level of interest rates is a key profit
driver for all banks, however, and the lower the interest rate the
lower banks’ profitability from their main lines of business (e.g.,
spreads/carry, fees, liquidity, and trading). To quote a recent Fed
study: “Empirical analysis shows that low rates are contributing to
weaker NIMs [net interest margins] and identifies an adverse effect
that is materially larger when interest rates are low. It suggests that
these effects can be material for banks in some key advanced foreign
economies” (Claessens, Coleman, and Donnelly 2016).

ZIRP intensifies these profit-reduction effects. Banks’ profitability
is further reduced when the yield curve becomes flat or inverted, as
it now is in Japan. The flatter or more inverted the curve, the less
profitable is banks’ traditional core business of borrowing short term
to lend long term.”

ZIRP also discourages bank lending: there is little profit from
lending, so the supply of loans falls. We then see the drying up of
interbank lending, as there is little return to it. Meanwhile, the alter-
native of holding excess reserves on deposit at the Fed is all the more
attractive when the Fed pays interest on those reserves set at the
maximum of the Fed’s target range for the fed funds rate. In addi-
tion, the adoption of ZIRP was followed by a major fall in bank lend-
ing generally—it took more than five years for bank lending in real
terms to return to precrisis levels—and the contraction was especially
hard on small and medium enterprises. ZIRP thus intensified the
credit crunch rather than alleviated it.°

ZIRP has also failed to boost spending by reducing saving. The per-
sonal savings rate has gone up from 3 percent at the start of 2007 to

“Barrington (2014) offers an analysis that suggests that depositors alone lost
$784 billion in income over the five years of low interest rates, which number
would extrapolate to more than $1.5 trillion over a decade.

5For further empirical evidence that lower interest rates lead to lower NIMs, see,
e.g., the chart in Wheelock (2016).

8Sources: (a) Commercial and Industrial Loans, All Commercial Banks [BUSLOANS],
(b) Bureau of Labor Statistics, Consumer Price Index for All Urban Consumers: All
Items [CPIAUCSL)]. Both retrieved from FRED, November 6, 2016.
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about 5.6 percent according to latest figures.7 The conventional view
that a lower interest rate will reduce saving is wrong. The explanation
is that individuals have future savings targets (e.g., pension income
targets)—because ultra-low interest rates have made it much more dif-
ficult for them to meet these targets, they respond by saving more, even
though the returns are lower. The behavior of saving since the financial
crisis provides another illustration of how little mainstream economists
understand how the economy works, especially at ultra-low rates.

Putting these points together, it is clear that the major central
banks have fallen into a ZIRP trap. They implement ZIRP in the mis-
taken belief that it will stimulate the economy and/or boost inflation.
However, ZIRP does not stimulate and central banks continue with
ZIRP (or worse, negative interest rate policy [NIRP]) in self-defeat-
ing attempts to produce a stimulus that ZIRP cannot produce. They
are then doomed to remain stuck in this trap until they realize their
error and see the way out—and there is no sign of that happening
anytime soon.

Quantitative Easing (QE)

A second pillar of unconventional monetary policy is large-scale
asset purchases, known as quantitative easing. When the program
unofficially started, on November 25, 2008, the Fed held $490 billion
worth of securities, all of which were Treasury obligations. When the
program ended in October 2014, its holdings had risen to $4.3 trillion,
comprising $2.5 trillion in Treasuries and $1.8 trillion in mortgage-
backed securities (MBS). The stated purpose of the program was to
reduce long-term yields to encourage investment and spending, and
so boost output and employment.8

“Source: U.S. Bureau of Economic Analysis, Personal Saving Rate [PSAVERT],
retrieved from FRED, Federal Reserve Bank of St. Louis; https:/fred.stlouisfed
.org/series/PSAVERT, October 8, 2016.

8As Thornton (2015: 36) points out in a devastating critique, “It is disconcerting that
QE’s theoretical foundations evolved well after the basic structure of the program
was finalized [and] were, in fact, ex post rationalizations. What's worse is that those
rationalizations were extraordinarily weak.” He also points out that they are based on
a discredited theory of the term structure and are empirically falsified. Moreover,
“there is virtually no credible evidence that QE led to persistent reductions in long-
term yields via the channels identified by the Fed. The fact that QE was not accom-
panied by any substantial increase in bank lending further undermines the possibility
that it stimulated economic activity” (ibid., p. 1). See also Thornton (2017).
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QE was accompanied by the payment of interest on excess
reserves (IOER), intended to neutralize the flood of excess reserves
that QE was creating. This combination of QE and IOER is best
understood not as monetary policy per se but as preferential credit
allocation policy. Such a policy, as Lawrence H. White (2015: 17)
notes, is a bad idea: it is “overreaching, wasteful, morally hazardous,
and fraught with serious governance problems.” White (2016:

360-61) explains further:

Targeted assistance is, however, a form of fiscal policy; and such deci-

Credit allocation policy is a kind of central planning in which
Federal Reserve officials, risking not their own money but that
of taxpayers, substitute their judgment for [that of financial
market participants]. . . . When the Fed directs a larger share of
credit to one favored sector (like housing), more promising sec-
tors get smaller shares, a waste of scarce loanable funds on
lower-payoff investments. Fed-directed allocation of funds to a
declining industry throws good resources after bad. An increase
in political credit allocation reduces economic growth not only
by creating deadweight loss . . . , but by incentivizing socially
unproductive lobbying efforts to be among the favored credit
recipients. Especially if the Fed allocates funds to rescuing par-
ticular firms, it creates tremendous moral hazard and an envi-
ronment ripe for cronyism.

sions properly belong to Congress.

All this buying achieved little benefit, except to Wall Street who
naturally loved it. The impact of QE was well described three years
ago by Andrew Huszar, a former Fed official in charge of

implementing QE1:
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Even by the Fed’s sunniest calculations, aggressive QE over
five years has generated only a few percentage points of U.S.
growth. By contrast, experts outside the Fed, such as
Mohammed El Erian . . . suggest that the Fed may have cre-
ated and spent over $4 trillion for a total return of as little as
0.25 percent of GDP (i.e., a mere $40 billion bump in U.S.
economic output). Both of those estimates indicate that QE
isn’t really working. . . . The central bank continues to spin
QE as a tool for helping Main Street. But I've come to recog-
nize the program for what it really is: the greatest backdoor
Wall Street bailout of all time [Huszar 2013].
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The Failure of Stimulus

The failure of Fed policies to stimulate the economy is apparent
from a range of performance indicators. Some were highlighted in a
recent study by Porter et al. (2016):

* A long-term slowdown in the economic growth rate, which is
lower than at any time since the late 1940s and was only 1.6 per-
cent through the recent recovery.

* Job creation has fallen from an historical average of 2.1 percent
until the early noughties down to about 0.5 percent now, and
since 1990 there has been negligible growth in U.S. jobs exposed
to international competition.

 Labor force participation has declined from a high of nearly
78 percent in 1997 to about 73 percent.

* Real income is stagnant or declining, and median real income
is well below the peak it attained in 1990.

e Inequality is rising, and the Fed has contributed to rising
inequality in so far as its policies have redistributed from the
poor and savers to Wall Street types and high-net-worth
investors.

e A slowdown in small business formation: startups have fallen
from 11 percent of all firms in 2006 to just over 8 percent, and
small companies are no longer the leading job creator.

To these we might add other indicators of economic distress: the
U6 unemployment rate is 9.7 percent, almost double the official
unemployment rate of 4.9 percent; 34 percent of Americans don't
have a dime and 69 percent have less than $1,000 in their bank
accounts; 65 percent of all children in the United States live in fami-
lies that get federal aid; and 46 million Americans use food banks.

The most worrying performance indicator of all is the collapse of
productivity growth. Between 1947 and 1973, labor productivity rose
at an annual rate of 3 percent. In the subsequent period to 2010, it fell
to 1.9 percent per annum—a fall that can possibly be attributed to the
growth in business regulation (Hutchinson 2016)—and it has since
plunged to 0.5 percent. Outside the United States, annual productiv-
ity growth in the United Kingdom averaged 2.2 percent from 1959 to
2007 but has since collapsed to 0.1 percent. In the eurozone, it
declined from 1.3 percent between 1995 and 2007 to 0.7 percent
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since. In Japan, manufacturing productivity growth was 2.5 percent
over 1990-2008 but has been minus 1.2 percent since then.”

Conversely, the productivity slowdown is far less in emerging mar-
kets, where interest rates have been kept at more normal levels.
According to the Conference Board's Total Economy Database, annual
productivity growth in major emerging economies (Brazil, Russia, India,
China, South Africa, Mexico, Indonesia, and Turkey), which averaged
4.9 percent in 19992006, has slowed only slightly to 4.2 percent in
2007-15 although there are signs of a further slowdown since 2013.

The correlation between extreme monetary policies and lousy pro-
ductivity figures is therefore unmistakable. We can now write a new
economic law, validated in four separate experiments, that, if you
maintain ultra-low interest rates for an extended period of time, you
will eventually get a collapse in productivity growth.

The most popular explanation—Robert Gordon’s theory (Gordon
2016) that technological advances are becoming more trivial so pro-
ductivity growth is declining long term—doesn’t fit the timescale.
The disappearance of productivity growth has happened too quickly
to be the result of technological senescence, and in any case techno-
logical change itself seems to be continuing at a brisk clip.

The explanation is that pushing interest rates well below their nat-
ural levels for a prolonged period distorts firms™ investment and
financing decisions and crowds out investments that boost labor pro-
ductivity. It encourages firms to borrow money to spend on buy-
backs, debt refinancing, and dividends; it promotes speculation
in financial, commodity, and real estate markets, especially when
investors believe that central banks will support these markets; it
encourages investments in large otherwise unviable projects; and it
encourages cash hoarding. At the same time, it discourages business
investments such as investments in new plants, R&D, and worker
training that would boost labor productivity. 10

9Sources: Bureau of Labor Statistics: Nonfarm labor productivity; U.K. Office for
National Statistics: Productivity Measures; Eurostat: Labor productivity; and
Japan Productivity Center: Manufacturing Productivity.

YYBEA figures for net nonresidential fixed investment show a big fall after 2008,
and it took five years for it to recover to no more than a little over its 2008 value.
Since these numbers include the unviable big projects mentioned in the text, it is
clear that labor-productivity-supporting investment has fallen greatly. Source:
Bureau of Economic Analysis, Real Private Nonresidential Fixed Investment
[PNFIC96], retrieved from FRED, November 5, 2016.
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And what is the response from the world’s leading central
bankers? A little modesty, perhaps? Not a bit. To cite Mario Draghi,
in remarks made on April 21, 2016, there is little alternative to the
ECB’s course of money printing and low interest rates in a world
where economic prospects are dim."" Yet we have been awash with
vast stimulus programs for nearly a decade and now find ourselves in
a world of poor prospects despite all that effort. 12

Unsustainability of Unconventional Monetary Policies

Unconventional policies have not just failed; they are not sustain-
able either. Part of the reason is that central banks cannot eliminate
risks; instead, they can only suppress them temporarily at the cost of
making the eventual crisis worse. As Bloomberg’s Richard Breslow
observes:

A portfolio built to only withstand stress thanks to central
bank intervention is one destined to blow-up spectacularly.
The embedded flaw . . . is that central banks give investors
perfect foresight. And nothing can go wrong. . . . You don’t
need to be a Taleb or Mandelbrot to calculate that we have
been having once in a hundred year events on a regular basis
for the last thirty years [quoted in Durden 2016a].

Historical experience suggests that risks are actually greatest
when measured risks—such as risk spreads and volatilities—are
at their lowest and people start wondering where all the risks
have gone.

There are additional reasons to think that current policies cannot
go on indefinitely and policymakers are now holding a tiger by the
tail. Many informed observers have been warning for years that the
build up of debt is unsustainable. If one thinks about a crisis as a

"Cited in Karanyi and O’Donnell (2016).

2We do not have space to discuss the impact of the uncertainty the Fed has gen-
erated. As Dorn (2015) points out, “The path of monetary policy is based on pure
discretion and is data dependent; there is no monetary rule to guide policy.
Forward guidance has not worked to calm markets, and Fed watching has
become obsessive.” Nor have we discussed the intractable lack-of-knowledge and
incentive problems facing central banks. For more on these important subjects,
see Thornton (2015), White (2012), and O’Driscoll (2016a, 2017).
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period of deleveraging, there has been no deleveraging since 2007.
Indeed, a recent IMF report (IMF 2016) states that current debt
levels are a record 225 percent of world GDP, well up on 2007.
These create a headwind against global recovery, pose a major risk to
financial stability, and imply that macroeconomic policymakers have
run out of ammo to counter a renewed downturn. Come the next
recession, it will become obvious that many of these debts cannot be
repaid and we will be looking at debt forgiveness or defaults on a
large scale.

No Exit?

If current monetary policy is unsustainable, it is not clear how the
Fed could restore monetary normality. There may be no safe exit
either, and the Fed may have trapped itself in a QE-forever cycle. An
exit strategy requires that the Fed raise interest rates to normal
levels, but the mechanics of raising interest rates are far from
straightforward.

Prior to the financial crisis, the Fed would raise its target fed
funds rate and use open-market operations to keep interest rates
within their target range. However, the Fed’s response to the crisis
has led to a situation where the fed funds market has become largely
irrelevant. For example, the Fed could use interest on reserves and
reverse repurchase agreements as an offer to borrow back Federal
Reserve deposits at its desired rate, and this offer would put a floor
under the fed funds rate. When the Fed raises its offer rate, the fed
funds rate should go up with it, and the success of the Fed’s opera-
tion to raise the target fed funds range from 0-0.25 percent to
0.25-0.5 percent in December 2015 demonstrates that the mecha-
nism works. Unfortunately, the fed funds market is now largely dis-
connected from other markets, and market yields fell after the
December rate rise. The Fed thus lacks reliable instruments to
influence interest rates generally. If inflation expectations were to
rise, which is likely, then market interest rates would likely rise and
the Fed would have difficulty reasserting control over them.'?

BJordan (2016, 2017) and O’'Driscoll (2017) provide powerful analyses of these
important issues.
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To quote O'Driscoll (2016b), “The misalignment between market
expectations and Fed capabilities is very dangerous, and I fear it will
not end well.”

Even if the Fed could raise rates, there is also the problem of how
to raise them without triggering a crisis.'* A rise in interest rates
would increase financing costs and the cost of debt service, and
impose a major strain on highly leveraged companies and individuals,
many of whom would be bankrupted. Higher interest would also put
financial pressure on governments and could prompt bankruptcies at
municipal or even state level.

Higher interest rates would inflict enormous losses, too. Fed
policies have pushed investors into the long end of the curve in
their search for yield, but low interest rates and longer matu-
rity imply greater duration and greater exposure. To give an
idea of possible losses, a recent Goldman article quoted in
Durden (2016b) suggested that a 100-basis points rise in inter-
est rates might produce a loss close to $1 trillion or about
5 percent of U.S. GDP.' A rise to normal interest rates would
suggest losses of $3 trillion to $4 trillion and other estimates

HIn comparison, the task of reducing the Fed’s balance sheet is easier,
e.g., it could allow assets to mature without rolling them over. Reducing the
Fed’s balance sheet is highly desirable because it would remove the distor-
tions in asset prices and credit allocation created by its current bloated bal-
ance sheet. Our best guess, however, is that, as the Fed gradually realizes
that it does not have to reduce its balance sheet, it will renege on its prom-
ises to reduce it to precrisis levels: “The FOMC will continue to distort
markets until, by some as-yet-unknown magic, those markets return to nor-
mal” (Thornton 2015: 25). It will then increasingly see its balance sheet as a
useful way to target assistance to particular economic sectors or asset classes,
as and when it deems such assistance to be necessary. The size and compo-
sition of its balance sheet will then be promoted as additional policy tools,
and the Fed will argue that its balance sheet-to-GDP ratio is actually quite
low relative to other major central banks. Come the next crisis, the Fed
would further ratchet up its balance sheet and soon be looking at a Japan-
style scenario, of which more below.

15The math is easily verified using the back-of-the-envelope modified duration
formula, i.e., the loss is approximately notional exposure times modified duration
times the change in basis points. With a modified duration of 5.6 and an exposure
of $17 trillion, then a 100—basis point increase in interest rates would lead to a
loss of $950 billion.
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are considerably higher.16 And these are only the losses to
bondholders.'”

Financial markets are now highly correlated—one might even say
that the only asset that now matters is the 10-year Treasury note.
A sharp rise in interest rates would then have major adverse effects
on other asset markets, and all the asset price bubbles that the Fed
has blown since the crisis would likely burst. Large pools of institu-
tional capital have also become accustomed to strategies based on
short-term returns and relative performance. Such strategies pro-
duce steady returns and the appearance of low risk but leave
investors highly exposed to a major market move and prime the mar-
kets for a black swan event. As hedge fund manager Mark Spitznagel
notes, “All assets are very much correlated. I think there is just one
big bet out there, so diversification isn't going to work.” With “low
rates and high stock valuations [markets] are extraordinarily sensitive
to changes in rates.” Any significant increase in rates could cause
markets to “go down very, very hard” (quoted in Durden 2016¢).

Many of these exposures are also poorly hedged. Leaving aside
that many market participants have never experienced a hike in inter-
est rates, it is difficult to design a hedging strategy against interest-
rate risk because interest rates have been so stable—that is, they
don’t have the data to calibrate a hedge. Risk models are difficult to
calibrate for the same reason, making them useless when it comes to
anticipating the consequences of the out-of-sample events that mat-
ter. Indeed, risk models would make market instability worse. Should
any event trigger major losses, model-based risk management strate-
gies would respond by sell-offs to get the risk numbers back down,

'°The same article also suggested that the total face value of all U.S. bonds might
be as high as $40 trillion, in which case the loss from a 100—basis points rise would
be well over $2 trillion. Whitehouse (2015) suggests that the same rise in interest
rates might produce a loss of $3 trillion. One would also get bigger losses with
higher duration numbers, and an anonymous post on the Wall Street Journal
website suggested that Treasuries might have an average modified duration as
high as 7.79.

"Higher interest rates would also inflict major capital losses on the Fed itself.
Torres, Zumbrun, and Gage (2013) suggested that it could face losses of half a
trillion dollars, and one can easily carry out duration analyses that produce even
bigger numbers. Losses on this scale would more than wipe out the Fed’s
$40.2 billion capital and render it insolvent on paper. They