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OverviewOverview

We are We are still in still in a serious a serious recessionrecession
Th i f h f h d h lf fTh i f h f h d h lf f–– There are some signs of hope for the second half of There are some signs of hope for the second half of 
this yearthis year

Plan Plan for the talk:for the talk:
–– Part I: What’s Going on in the Economy Now?Part I: What’s Going on in the Economy Now?
–– Part II: Fiscal Part II: Fiscal and and Monetary Monetary policy policy responses responses to to 

mitigate the mitigate the financial disruption and the economic financial disruption and the economic 
downturndownturn



P IP IPart IPart I

What’s going on in the economy?What’s going on in the economy?

My talk won’t be as dire as thatMy talk won’t be as dire as that
Source: Dilbert.com



We are still in a serious recession, both We are still in a serious recession, both 
nationally…nationally…
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… and in New England… and in New England
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As home construction has plummeted, the As home construction has plummeted, the 
stock of homes for sale has declined markedlystock of homes for sale has declined markedly
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Despite this breathtaking drop in building, Despite this breathtaking drop in building, 
inventories remain very high relative to salesinventories remain very high relative to sales
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Commercial Real Estate: Prices are falling… Commercial Real Estate: Prices are falling… 
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Commercial Real EstateCommercial Real Estate
d d li i d h ff i i
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My sophisticated analysis of CRE can be My sophisticated analysis of CRE can be 
summarized as follows:summarized as follows:



Some hopeful signs in recent dataSome hopeful signs in recent data
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Hopeful signsHopeful signs
Consumer spending data for Q1 have exceeded expectationsConsumer spending data for Q1 have exceeded expectations
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Financial market conditions:Financial market conditions:
Credit standards still tight, Credit standards still tight, for all marketsfor all markets
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Equity markets have responded favorably of lateEquity markets have responded favorably of late
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Despite the equity rally, overall household net Despite the equity rally, overall household net 
worth remains well downworth remains well down
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What about inflation? Are we hosed?What about inflation? Are we hosed?
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But what about laterBut what about later——will the bloated Fed will the bloated Fed 
balance sheet or the deficit cause inflation?balance sheet or the deficit cause inflation?
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Will these cause inflation?Will these cause inflation?
Probably notProbably not

Monetary base needs to shrink (Monetary base needs to shrink (but laterbut later))
–– Terms for most liquidity programs set to beTerms for most liquidity programs set to beTerms for most liquidity programs set to be Terms for most liquidity programs set to be 

unappealing as economy recoversunappealing as economy recovers
–– Those that aren’tThose that aren’t——we will extinguishwe will extinguishThose that aren tThose that aren t we will extinguishwe will extinguish

DeficitDeficit
Should not “crowd out” private spending given theShould not “crowd out” private spending given the–– Should not crowd out  private spending, given the Should not crowd out  private spending, given the 
significant amount of excess capacity todaysignificant amount of excess capacity today
If deficit declines as economy recovers (tax revenuesIf deficit declines as economy recovers (tax revenues–– If deficit declines as economy recovers (tax revenues If deficit declines as economy recovers (tax revenues 
rise, programs expire), we should be okrise, programs expire), we should be ok

–– Still the stock of debt matters: cost of financing mayStill the stock of debt matters: cost of financing mayStill, the stock of debt matters: cost of financing may Still, the stock of debt matters: cost of financing may 
rise down the road a piecerise down the road a piece



Outlook summaryOutlook summary

Weak first half of 2009Weak first half of 2009
“G h” i b“G h” i b 4% i h Q2 Q14% i h Q2 Q1–– “Growth” averaging about “Growth” averaging about --4%, with Q2 > Q14%, with Q2 > Q1

Slower rate of decline/flattening out in second Slower rate of decline/flattening out in second 
half of 2009?half of 2009?
–– Help from tax rebates, other fiscal stimulus, liquidity, Help from tax rebates, other fiscal stimulus, liquidity, 

credit and capital programscredit and capital programs
RecoveryRecovery——whenever it occurswhenever it occurs——likely to be likely to be 
slowslow
–– Wealth overhang, sluggish foreign growth, financial Wealth overhang, sluggish foreign growth, financial 

market problems, …market problems, …



Part IIPart IIPart IIPart II

Monetary and Fiscal Policy Monetary and Fiscal Policy 
ResponsesResponses



Fed responses to financial market problemsFed responses to financial market problems

Term Auction Facility (TAF)Term Auction Facility (TAF)
–– Lend to banks, but remove stigma of discount windowLend to banks, but remove stigma of discount window borrowingborrowingLend to banks, but remove stigma of discount window Lend to banks, but remove stigma of discount window borrowingborrowing

Commercial paper/MMMF lending facilitiesCommercial paper/MMMF lending facilities
–– Help commercialHelp commercial--paper and ABCPpaper and ABCP--based MMMF’s to meet based MMMF’s to meet pp p pp p

redemptions, continue funding (over $300B)redemptions, continue funding (over $300B)

MBS, Treasury purchases (up to $1.25T, $300B)MBS, Treasury purchases (up to $1.25T, $300B)
–– 3030--year conforming rates down 1year conforming rates down 1--1.5 1.5 pptsppts. (anticipatory effect). (anticipatory effect)

ABS facilities (TALF)ABS facilities (TALF)
–– Buy assetBuy asset--backed securities, up to $200B (autos, credit cards, ...)backed securities, up to $200B (autos, credit cards, ...)
–– Buy “legacy securities” (with PPIP program)Buy “legacy securities” (with PPIP program)——CMBS, RMBSCMBS, RMBS

FRMLFFAFRMLFFA (Facility for Restricting Multi(Facility for Restricting Multi--Letter Fed Facility Acronyms)Letter Fed Facility Acronyms)



Effects of Fed actionsEffects of Fed actions

ShortShort--term marketsterm markets
–– Commercial paper yields Commercial paper yields 6
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Effects of Fed actionsEffects of Fed actions

Mortgage market improvementsMortgage market improvements
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Fiscal responses: the stimulus packageFiscal responses: the stimulus package

The package is sizable, but the effect will be The package is sizable, but the effect will be 
smaller than its dollar valuesmaller than its dollar value
We estimate aboutWe estimate about
–– 22--3 percentage points added to GDP by year3 percentage points added to GDP by year--endend–– 22--3 percentage points added to GDP by year3 percentage points added to GDP by year--end end 

20102010
–– Less than nominal size ($787B) because:Less than nominal size ($787B) because:Less than nominal size ($787B) because: Less than nominal size ($787B) because: 

Expect only 70% of tax cuts spent;Expect only 70% of tax cuts spent;
AMT was not new stimulus; AMT was not new stimulus; 
Much of S&L spending delayed until later in 2010/2011 Much of S&L spending delayed until later in 2010/2011 
or beyondor beyond



Fixing the Banks: The capital adequacy Fixing the Banks: The capital adequacy 
programprogram

“Stress test” results to be announced Thursday“Stress test” results to be announced Thursday
Not an easy thing to doNot an easy thing to do
–– Large, extremely complex organizationsLarge, extremely complex organizations
–– Somewhat different accounting standards for thrifts, Somewhat different accounting standards for thrifts, 

comm’lcomm’l banks, merged institutionsbanks, merged institutions
–– Quite a few lines of business to evaluateQuite a few lines of business to evaluate

Mortgage, nonMortgage, non--mortgage consumer, portfolio, reserves, mortgage consumer, portfolio, reserves, 
commercial RE, C&I loans, credit cardcommercial RE, C&I loans, credit card



Fixing the Banks: The PPIP made simpleFixing the Banks: The PPIP made simple

Banks 
determine 

eligible assets
The Fed prints a lot of money

Some magic 
occurs“Partnerships” 

are formed

Prices are 
discovered

?
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Fixing the Banks: “Legacy Loans” PlanFixing the Banks: “Legacy Loans” Plan

Bank Balance Sheet
Assets Liabilities

Bank Balance Sheet
Assets LiabilitiesAssets Liabilities
Loans ($100)       Deposits
Assets Liabilities
Loans ($100)       Deposits
$P “cash”Private ate

bidders
determine

price ($P) at 
auction

• 50/50 equity shares
• No more than 6:1 D/E

Public/Private Partnership

auction No more than 6:1 D/E

Public/Private Partnership
Purchase Funds
Loans ($P?) Private equity (.07 x $P)

G t it ( 07 $P)Govt. equity (.07 x $P)
FDIC-insured debt (.86 X $P)



Fixing the Banks: “Legacy Securities Plan”Fixing the Banks: “Legacy Securities Plan”

Financial Institution 
Balance Sheet

Financial Institution 
Balance Sheet Securities Balance Sheet

Assets Liabilities
Securities ($100)     Deposits

Balance Sheet
Assets Liabilities
Securities ($100)    Deposits
$P “ h”Private 

will include:
• CMBS
• RMBS 
(Jumbos)$P “cash”

P bli /P i t P t hi

ate
bidders

determine
price ($P) at 

auction

(Jumbos)

Public/Private Partnership
Purchase Funds
Securities($P?) Private equity

auction

($ ) q y
Govt. equity equal share
Two debt options:

TALF LoanTALF Loan
Treasury Loan—up to
2 X equity share 



Lessons learned from Lessons learned from these crisesthese crises

What have we learned?What have we learned?
–– We are infinitely capable of getting ourselves in troubleWe are infinitely capable of getting ourselves in troubleWe are infinitely capable of getting ourselves in trouble.We are infinitely capable of getting ourselves in trouble.
–– That’s probably here to stay.That’s probably here to stay.

Regulation is to selfRegulation is to self regulation as important is to selfregulation as important is to self–– Regulation is to selfRegulation is to self--regulation as important is to selfregulation as important is to self--
importantimportantaa..

–– A “AAA” rating for a fancy new asset really meansA “AAA” rating for a fancy new asset really meansA AAA  rating for a fancy new asset  really means A AAA  rating for a fancy new asset  really means 
“Hey, I paid good money for this rating”“Hey, I paid good money for this rating”

–– When it comes right down to it, there’s only oneWhen it comes right down to it, there’s only oneWhen it comes right down to it, there s only one When it comes right down to it, there s only one 
institution you can trust:institution you can trust:

aWillem Buiter, 2008



In summaryIn summary

The economy is still strugglingThe economy is still struggling
S i f l i f d liS i f l i f d li–– Some signs of a slowing pace of declineSome signs of a slowing pace of decline

–– A modest recovery could take shape later this yearA modest recovery could take shape later this year——
b t it d d li i ki llb t it d d li i ki llbut it depends on policies working wellbut it depends on policies working well

Fed policiesFed policies
–– Purchase of mortgage securitiesPurchase of mortgage securities——spur housingspur housing

Fiscal policiesFiscal policies
–– PPIP plan, bank rePPIP plan, bank re--capitalization, stimulus packagecapitalization, stimulus package

We may get out of this aliveWe may get out of this aliveW y g o o s vW y g o o s v


