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In today’s Wall Street Journal a trial balloon was floated with regard to the Fed issuing its own
debt. This is akin to a counterfeiter issuing her own debt. There could never be a default. All the
counterfeiter would have to do is print up some new currency to pay the interest on or redeem her
debt. The Fed also possesses the power of the printing press, so it would never default on its debt.
Of course, there is no guarantee what the future purchasing power of the payments would be to
the Fed’s creditors, but that is a different issue.

Why would the Fed be contemplating issuing its own debt? To soak up in the future some of the
massive credit the Fed has created in the past year or so. Why would the Fed not just sell U.S.
Treasury securities from its portfolio in order to soak up this excess Fed credit? Because, as
shown in Chart 1, the Fed’s outright holdings of U.S. Treasury securities has dropped from a
shade under $800 billion to about $475 billion as Fed credit outstanding has risen from a little
over $800 billion to about $2.1 trillion. In percentage terms, the Fed’s outright holdings of U.S.
Treasury securities has gone from a bit over 90% of reserve bank credit outstanding to about 22-
1/2% (Chart 2). The Fed is afraid it might run out of U.S. Treasury securities to sell!
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The Fed recently had been leaning on the Treasury to help in its reserve credit mopping up
operations. The Treasury would sell some special T-bills to the public, deposit the proceeds in the
Treasury’s account at the Fed, and leave those deposits at the Fed for a while. This transfer of
funds from the public to the Treasury’s Fed account effectively drains reserves (Fed credit) from
the financial system. But this is cumbersome. It takes an extra phone call to the Treasury to alert
them of the need. More importantly, the Treasury is going to issuing a boatload of its securities
next year to finance the huge Obama fiscal stimulus plan now being worked up. The Treasury will
be bumping up against its legal debt ceiling as a result. Issuing securities to mop up reserves for
the Fed would strain the Treasury’s borrowing “capacity.” Hence the Fed’s desire to quit
outsourcing open market operations and bringing them back in house.

I can see nothing sinister about all this. It is not a conspiracy to print money. Just the opposite. It
is a way to destroy some of the paper the Fed already has “printed.”

There is another way the Fed could soak up some of the excess liquidity it has created. It could
raise the legal reserve requirements depository institutions must hold against their transactions
deposits. This would be too blunt and inflexible an instrument. Besides, the Fed still may be
sensitive about doing this given its 1937 experience. Banks’ excess reserves had ballooned back
then, too. The Fed was fearful that the banking system would start lending out these excess
reserves, which could have increased CPI inflation more than it already was (see Chart 3). We
went from deflation in 1933 to inflation in 1934 and beyond. In 1937, CPI inflation was running
in excess of 4%. So, in 1937, the Fed doubled reserve requirements to soak up excess reserves
and prevent even higher inflation. It worked. The economy entered the second leg of the Great
Depression in 1937 and deflation re-appeared. As | said, the Fed might still be a little sensitive
about this.
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Tracking Recent Movements of Equity Price Indexes

Identifying the bottom of equity markets is a challenge and bear markets do not end overnight.
Noticeable upswings in a severe bear market, before a bull market rebound is underway, are not
new. The S&P 500 and Dow Jones industrials established a new low on November 20, 2008 (at
752.44 and 7,552.29, respectively) which translates in to losses of 51.9% and 46.7%, respectively,
from the peak on October 9, 2007. As of December 9, 2008, the S&P 500 had posted a gain of
18.1% and the Dow Jones had advanced 15.1%. As of this writing, both indexes appear to have
advanced further. Here was an attractive short-term return for the brave and bold. I will leave it to
equity market historians to write about where this stands in the history of large rallies within a
bear market. Economic data indicate that there are far too many issues to be optimistic about a
turnaround in equity prices. In the U.S. economy, foreclosures and defaults of residential
mortgages are rising, inventories of unsold homes are at still at elevated levels, the credit machine
is essentially not functioning and credit market spreads remain worrisome, the labor market is
significantly weak, and most importantly, consumer spending has come to a standstill. Therefore,
the recent rebound in equity prices appears unsteady and begs many questions.
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Chart 4
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The Dow Jones Global Index excluding the U.S. peaked on October 31, 2007 (291.11). The
recent low for this index was at 123.87 on November 21, 2008, which amounts to a 57.4% drop
from the peak. As of December 9 (138.47) this index showed a gain of 11.8% from its recent low.
Rallies in major world stock markets are reflected in the rebound of this index (see table 1).
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Table 1 World Equity Price Indexes

% Change % Change from
Date Peak Date Recent Low = from peak | Dec. 9, 2008 recent low
Dow Jones 30 Industrials, NYSE (Close) 10/09/07  14164.53] 11/20/08 7552.29 -46.7% 8691.33 15.08%
Standard & Poor's 500 Stock Price Index (1941-43=10) 10/09/07 1565.15| 11/20/08 752.44 -51.9% 888.67 18.11%
China: Dow Jones Shanghai (12/31/93=100) 10/16/07 588.00] 11/04/08 172.73 -70.6% 225.02 30.27%
France: Paris CAC 40 (12/31/87=1000) 06/01/07 6168.15] 11/21/08 2881.26 -53.3% 3297.80 14.46%
Germany: Frankfurt Xetra Dax (12/30/87=1000) 07/16/07 8105.69] 11/21/08 4127.41 -49.1% 4779.11 15.79%
India: Bombay Sensex (1979=100) 01/08/08  20873.33| 11/20/08 8451.01 -59.5% 9654.90 14.25%
UK: London Financial Times 100 (1/2/84=1000) 01/08/08 6732.40] 11/21/08 3781.00 -43.8% 4381.30 15.88%
Russia: RTS (09/01/95=100) 12/12/07 2359.85] 10/24/08 549.43 -76.7% 641.92 16.83%
Argentina: Buenos Aires General (6/30/2000=19570.98) 10/31/07 130047.39] 11/21/08  51652.62 -60.3% 59471.10 15.14%
Brazil: Bovespa (12/29/83=100) 12/06/07  65790.81| 10/27/08  29435.11 -55.3% 37968.11 28.99%
Dow Jones Global Index: World (Avg, 12/31/91=100) 10/31/07 320.33] 11/20/08 147.56 -53.9% 164.76 11.66%
Dow Jones Global Index: World excl U.S. (12/31/91=100) 10/31/07 291.11] 11/21/08 123.96 -57.4% 138.47 11.71%
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