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The Fed’s Floodgates

Michael Gregory, CFA, Senior Economist

The Federal Reserve announced this week that it would spend $800 billion buying agency direct debt and
mortgage-backed securities, and making loans to finance private purchases of asset-backed commercial paper.
The goal is to increase the flow and decrease the cost of credit in these vital channels. These securities and loans
will augment the already explosive growth of the Fed’s balance sheet, which was ignited in the wake of the
bankruptcy of Lehman Brothers (Chart 7). This explosive growth is stoking debate about the monetization of
Treasury debt and the profligate printing of money.

Before we wade into this debate, a brief Fed refresher: The Fed creates money in the form of bank notes
(currency) and bank reserves (balances in accounts banks are forced to hold at the central bank). This is called
the monetary base, which can be thought of as the seeds that germinate into broader monetary and credit
aggregates as banks loan out their excess reserves (the loan proceeds end up being deposited back into the
banking system, permitting multiple loan and deposit
sequences to occur). Given the monetary base, the Fed’s
modus operandi is to influence relative supply conditions
in the market for excess bank reserves, a.k.a. the fed funds
market, in order to affect the fed funds rate, and to further
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with last December’'s Term Auction Facility, an alphabet
soup of new measures have been introduced to address
the problems in the inter-bank lending market and with
broader credit creation in the economy (Chart 3). Initially,
the impact on the monetary base was offset by the Fed’s
reduction of its holdings of Treasury securities (the new
measures increased bank reserves while the sales of
Treasuries decreased them). However, the bankruptcy of
Lehman Brothers and near-failure of AlG forced the Fed to
open its monetary floodgates (Chart 4). Up to that point,
the Fed was playing its role as lender of last resort to the
U.S. banking system, but after mid-September, the Fed
began to re-position itself as lender of last resort to the U.S.
economy (e.g., via the CPFF) and lender of last resort of U.S.
dollars to the global banking system (via its souped-up
swap lines with other central banks).

As the Fed ramped up existing programs and established
new ones, the resulting surge in excess reserves had the
potential to pull down the effective fed funds rate to zero.
Legislation permitting the Fed to pay interest on reserves,
which would have mitigated the downward pressure, was
still pending, so Treasury introduced its Supplementary
Financing Program (SFP). This involved issuing debt for the
sole purpose of sopping up excess reserves. The proceeds
would sit idle in a special account at the Fed. The
legislation eventually passed, and faced with a
forthcoming stimulus package to finance, Treasury
announced that the SFP would be wound down. As the
bills mature, the funds will shift back to banks’ reserve
balances. Most of the $800 billion in measures announced
this week will probably be financed the same way, by
increasing bank reserves. It's possible that some of the
impact will be mitigated by less activity in other programs,
such as smaller TAF auctions past year-end, but there is no
doubt that the Fed is now running its monetary printing
press all out.

Currently, the historically low (and soon-to-be-lower) 1%
fed funds rate and rapid growth in reserves are not filtering
to the broader money supply and credit aggregates. A key
money supply metric is MZM (money-of-zero-maturity)
which measures all readily-accessible deposit accounts
and money market funds. The ratio of MZM to the
monetary base has plummeted as banks have become
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extremely cautious about lending their excess reserves
(Chart 5). The hoarding of liquidity might ease past year-

VIS FOR RECOVERY end, but the broad willingness of banks to make loans
United States (y/y % chng) might still take a while to rebound, impairing the critical
Bank Lending credit creation process.

30
25
20

48

recession S&L Crisis

53

The credit cycle is a key component of the economic cycle

(Chart 6). In stylized terms, as an economic expansion

becomes long-in-the-tooth, inflation pressures build

causing central banks to raise rates. Meantime, demand

becomes satiated and, as recession clouds gather, bank

lending standards become more cautious. These all cause

V credit to decelerate sharply, contributing to the economic

downturn. As recession unfolds, inflation pressures abate

58 63 6 73 78 8 8 93 98 03 08 causing central banks to lower interest rates. As rays of

economic recovery shine on the horizon, pent-up demand

begins to unwind as banks start to relax their lending standards. These all cause credit to accelerate sharply,

stoking economic recovery. A V-shaped credit cycle has occurred during every business cycle since WWII, except

for one, in the wake of the S&L crisis. The losses incurred during that banking crisis (under $0.2 trillion by the

FDIC's reckoning) kept lenders licking their wounds for a while longer, rather than ramping up loan origination,
with the vigour of the early-90s’ economic recovery a key casualty.'

The Fed is worried that the losses in the current banking crisis (at least $1.4 trillion globally according to the
IMF), the extreme counterparty concerns elicited by the bankruptcy of Lehman Brothers and bailouts of
marquee financial institutions, and an economic recession rivalling the worst of the 1970s and 1980s, will keep
credit creation impaired for too long, risking a deflationary outcome in the milieu of Japan’s lost decade and the
Great Depression. Mitigating this risk is the reason why the Fed has repositioned itself as lender of last resort to
the U.S. economy and lender of last resort of U.S. dollars to the global banking system. It is also the reason why
the Treasury and FDIC are working hard to shorten the healing time for bank balance sheets by direct capital
injections along with asset and liability guarantees (such actions are too risky for the Fed).

There is no doubt that the Fed is now actively monetizing non-Treasury debt, given the CPFF and pending
purchases of agency securities on the asset side of its balance sheet along with surging bank reserves on the
liabilities side. However, this money printing is not profligate; it's prudent given the deflationary risks facing
the U.S. economy. But, we look forward to the day when we can start worrying about whether the Fed will be
able to withdraw this massive monetary stimulus in a timely fashion to avoid a surge in inflation.

! Interestingly, bank lending seems to have remained resilient despite the current credit crisis, but the resiliency is all
technical. The collapse of the commercial paper market caused some CP issuers to back into their credit lines at banks
(and not by banks’ choice), and reduced the ability of banks to fund their loans via asset-backed commercial paper.
Meantime, recent consolidations of non-bank institutions with banks (e.g., Washington Mutual with JPMorgan Chase,
Merrill Lynch with Bank of America) and conversions of non-bank institutions into banks (e.g., Goldman Sachs, Morgan
Stanley, American Express) are biasing (or will bias) up the aggregate loan and deposit data. We estimate that underlying
lending growth would currently be closer to zero if not for these factors.
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Theinformation, opinions, estimates, projections and other materials contained herein are provided as of the date hereof and are subject to change without notice.
Some of the information, opinions, estimates, projections and other materials contained herein have been obtained from numerous sources and Bank of Montreal
(“BMO”) and its affiliates make every effort to ensure that the contents thereof have been compiled or derived from sources believed to be reliable and to contain
information and opinions which are accurate and complete. However, neither BMO nor its affiliates have independently verified or make any representation or
warranty, express or implied, in respect thereof, take no responsibility for any errors and omissions which may be contained herein or accept any liability
whatsoever for any loss arising from any use of or reliance on the information, opinions, estimates, projections and other materials contained herein whether relied
upon by the recipient or user or any other third party (including, without limitation, any customer of the recipient or user). Information may be available to BMO
and/or its affiliates that is not reflected herein. The information, opinions, estimates, projections and other materials contained herein are not to be construed as an
offer to sell, a solicitation for or an offer to buy, any products or services referenced herein (including, without limitation, any commodities, securities or other
financial instruments), nor shall such information, opinions, estimates, projections and other materials be considered as investment advice or as a recommendation
to enter into any transaction. Additional information is available by contacting BMO or its relevant affiliate directly. BMO and/or s affiliates may make a market or
deal as principal in the products (including, without limitation, any commodities, securities or other financial instruments) referenced herein. BMO, its affiliates,
and/or their respective shareholders, directors, officers and/or employees may from time to time have lang or short positions in any such products (including,
withoutlimitation, commodities, securities or other finandial instruments). BMO Nesbitt Burns Inc. and/or BMO Capital Markets Corp., subsidiaries of BMO, may act
as financial advisor and/or underwriter for certain of the corporations mentioned herein and may receive remuneration for same. “BMO Capital Markets” is a trade
name used by the Bank of Montreal Investment Banking Group, which includes the wholesale/institutional arms of Bank of Montreal, BMO Neshitt Burns Inc,, BMO
Neshitt Burns Ltée/Ltd., BMO Capital Markets Corp. and Harris N.A., and BMO Capital Markets Limited.

TOU.S. RESIDENTS: BMO Capital Markets Corp. and/or BMO Neshitt Burns Securities Ltd., affiliates of BMO NB, furnish this report to U.S. residents and accept
responsibility for the contents herein, except to the extent that it refers to securities of Bank of Montreal. Any U.S. person wishing to effect transactions in any
security discussed herein should do so through BMO Capital Markets Corp. and/or BMO Nesbitt Burns Securities Ltd.

TO U.K. RESIDENTS: The contents hereof are not directed at investors located in the U.K., other than persons described in Part VI of the Financial Services and
Markets Act 2000 (Financial Promotion) Order 2001.

™-“BMO (M-bar roundel symbol) Capital Markets” is a trade-mark of Bank of Montreal, used under licence. © Copyright Bank of Montreal.
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