Observation Deck
10-9: Round One Goes to the Fed
Ninh Chung, Head of Portfolio Management

The much-anticipated speech by Federal Reserve Chairman
Ben Bernanke on August 26 was notable not so much for
monetary policy insight – but because he emphasized that it is
now Congress and the President’s turn to step up.
“The Federal Reserve will certainly do all that it can to help
restore high rates of growth and employment in a context
of price stability,” Bernanke said. But while accommodative
monetary policies have been plentiful and more may be
implemented, should the economy need additional boost,
political leaders must cooperate on sound fiscal policy to
promote economic recovery, he said. We couldn’t agree more.
The Fed’s active role in injecting liquidity and anchoring rates
to fend off deflationary pressures, lower cost of funds and
stimulate lending has been well documented. The nearly threeyear-long adoption of a zero interest rate policy, expansion of
the Fed’s balance sheet to $2.7 trillion, and the recent pledge
to keep the federal funds overnight rate anchored at zero until
at least mid-2013, have many questioning whether the Fed is
out of tools, should economic recovery further stall.
Significant options do remain available for the Fed. Below we
discuss some of the possibilities.
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One option is to introduce another round of large security
asset purchase, perhaps of similar size to the most recent $600
billion quantitative easing program known as QE2. We don’t
believe this policy will be enacted in the near future for the
reasons highlighted by our portfolio manager, Minh Trang, in
July’s Observation Deck.* Additionally, the political backlash
from further balance sheet expansion may be more than the
Fed is willing to take on at this point.
The second option may be for the Fed to lower the interest rate
paid to banks for excess reserves at the Fed. Excess reserves
with the Fed currently sit at $1.7 trillion and banks are earning
a risk-free rate of about 10-25 basis points. The theory behind
lowering the rate is to encourage banks to put the money to
other use, for example by expanding their lending; however,
banks do not simply lend for the sake of lending.
The third and perhaps more likely option would be for the Fed
to introduce “Operation Twist.” When first introduced in the
early 60’s, the operation of swapping short-term Treasury bills
for long-term Treasury notes was termed “Operation Nudge,”
but the new dance craze, “The Twist,” took hold. By extending
the duration of the Fed’s portfolio and lowering the interest
rate on long Treasury securities, the Fed hopes to encourage
businesses to take on more risk and spur refinancing activities.
Bernanke’s speech placed more emphasis on the need to
address sluggish conditions in the housing market to aid
recovery. He stated, “Notably, the housing sector has been
a significant driver of recovery from most recessions in the
United States since WWII.”
In our view, the depth of the Great Recession may not be
fully recognized for years to come and the need for more
coordinated fiscal policies has not been greater. The loss of
our prestigious AAA credit rating was a stark reminder of the
consequences of a political football gone badly astray, and
we cannot afford a repeat. Monetary policies alone cannot
support the recovery – fiscal policy also plays an important
role in seeing the economy back to more prosperous times.

* See July’s SVB Asset Management Observation Deck,
http://www.svb.com/2147483682/Wet_Powder/
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Economic Vista

Renuka Kumar, Portfolio Manager
Federal Reserve policy makers acknowledged in August that
economic growth has been considerably slower than they had
expected, and said they foresee a slower pace of recovery over coming
quarters. The committee not only voted to keep the target Fed
funds rate at the 0.00-0.25 percent range, but also said economic
conditions are likely to warrant exceptionally low levels at least
through mid-2013.
The factors restraining economic growth persist. Unemployment
remains high at 9.1 percent, and although payrolls rose by 117,000
in July, much higher than the revised 46,000 increase in June and
the 53,000 increase in May, faster job growth is required to spur the
economy and bring the unemployment rate down to more normal
levels. The housing sector also remains depressed, with existing
home sales falling by 3.5 percent in July, the weakest figure since
November, and new home sales declining by 0.7 percent in July to
the lowest level in five months.
Furthermore, manufacturing across various regions has shown signs
of weakness. Manufacturing in the New York, Philadelphia and
central Atlantic regions unexpectedly contracted in August due to
weaker demand from consumers and businesses, exacerbated by
slower growth in emerging economies.
Economic growth was slower than expected in the second quarter,
with gross domestic product expanding by 1 percent, revised down
from an earlier estimate of 1.3 percent. The consumer was still
holding back on spending and it was no surprise that consumer
confidence indicators continued to fall, given the uncertainty in the
markets. The University of Michigan Confidence Survey plunged
to 55.7 in August, much lower than the 63.7 in July and lower than
economists had forecast.

Credit Vista

Melina Hadiwono, CFA, Head of Credit Research
Sovereign debt crises have returned to the fore, with fiscal sustainability
under question in Spain, Italy and even France. To date, the euro
area’s policy response has been piecemeal, rather than a comprehensive
approach. Given the size of their respective economies and the
banking systems, including large cross-border exposures, the problems
in Spain and Italy pose a systematic threat to the European Union.
Markets are now demanding that European policymakers take bold
action. The European Central Bank had stepped in and introduced

unlimited provision of liquidity for banks. While this provision has
negated the need for aggressive deleveraging, the intervention remains
only a bridge to a permanent solution.
There has been much discussion about possible reforms to the
structure and governance of euro-area fiscal policy. A centralized
monetary policy framework will require centralized control of
fiscal policy; otherwise there is risk that imprudent fiscal control
by member states will risk the integrity of the monetary union. In
that context, the International Monetary Fund has noted the need
for closer economic and financial integration within the euro area.
While there have been encouraging steps on expanding the
European Financial Stability Facility mandate, the European Union
will still need to follow through on strengthening existing crisis
response mechanisms and preparing to foster better-integrated
fiscal and economic policies. Indeed, there will likely be continued
political and legal challenges, and the corresponding risk of delays
in progress that Europe may find hard to afford. The interrelations
between sovereign solvency, banking exposures and local politics
will continue to evolve. Timely, orderly and cohesive policy solutions
are crucial to ending this market uncertainty and would go far
toward stabilizing financial markets globally.

Trading Vista

Hiroshi Ikemoto, Money Market Trader
The Federal Reserve Open Market Committee’s comment of no
rate hikes till mid-2013 drove Treasury yields inside of two years
to near-zero levels in August. In order to even pick up 1 basis
point, an investor would have to purchase a T-bill maturing on
February 16, 2012, approximately six month from now. One-year
bills were yielding 6 basis points. Going out past one-year was not
much better. The monthly two-year Treasury note auction had an
extremely strong bid, with the yield stopping at 0.22 percent.
The credit market was a different story. With signs of another
global slowdown in the economy, yield on high-grade bonds that
were linked to financials or Europe increased. Financial issuers’
yield spread against similar-maturing Treasuries widened 40 to 100
basis points. Even with Treasury yields compressing toward zero,
the absolute yield for financials was roughly 30 basis points higher
than in July. Agency bonds were also wider to Treasuries, gapping
out from plus 5 to plus 15 basis points against similar-maturing
Treasuries in the one-year range. With the troubles in Europe,
LIBOR rates also increased, making shorter bonds and commercial
paper cheaper to buy, with three-month paper yielding 0.27 percent,
up 7 basis points from a month ago.
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