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By David Malpass

he Federal Reserve imple-
mented an emergency
monetary policy after the
2008 Lehman bankruptey
: to salvage the world finan-
cial system. In his testimony yester-
day before the Serate Banking Com-
mittee, Fed Chairman Ben Bernanke
said, “We must be prepared to with-
draw the extraordinary policy sup-
port in a smooth and timely way as
markets and the economy recover.”
This teaves all-out emergency
monetary stimulus in place, but with
a different, much weaker justifica-
tion. With the system stabilized, the

Low rate expectations
are pushing dollars
abroad. That capital
needs to stay here
to grow businesses
and create jobs.

Fed hopes that artificially low inter-
est rates and its purchases of mort-
gage-backed securities will spur
growth. Instead they are pushing
dollars abroad and wasting precicus
growth capital in asset and commod-
ity bubbles,

Since the show of global cooper
ation at the Nov, 6 G-20 meeting,
the rest of the world has chal-
lenged the Fed’s emergency policy.

Asia warned President Barack
Obama or his recent trip that the
zero-percent fed-funds rate was
flooding Asia with excess dollars,
causing asset bubbles there and un-
dercutting global growth,

Europe guickly joined Asia’s crit-
icism. On Nov. 20, German Finance
Minister Wolfgang Schiuble said
that the U.S. policy threatenad
“enormous turbulence.” European
Central Bank President Jean-Claude
Trichet has repeatedly tried to bol-
ster the .5, commitment to a
strong dollar, most recently with
vesterday's comment that #1 {rust
the sincerity of the U.8. authori-
ties.”

Nevertheless, more than a vear
after the heart of the panic, the Fed
is still promising near-zero interest
rates for an extended period and
buying over $3 billion per day of ex-
pensive mortgage securities as part
of a $1.25 trillion purchase plan.
Capital is being rationed not on
price but on availability and connec-
tions, The government gets the
most, foreighers second, Wall Street
and big companies third, with not
much left over.

The irony of the zero-rate policy,
coupled with Washington’s prefer-
ence for a weal dolkar, is a glut of
American capital in Asia (as corpo-
rations and investors shun the weak-
ening U.S. cirrency) and a shortage
at home. For gold and oil, the low-
rate policy works, weakening the
dellar so commodity prices go up
and providing traders with ample
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funds to buy into the expanding bub-
ble, Those markets are almost dar-
ing the Fed to try to break out of its
zero-rate hox, .

But for small businesses and new
workers, capital rationing is devas-
tating, spelling business failures and
painful tayoffs, Thousands of start-
ups won't faunch due to credit
shortages, in part because the gov-
ernment and corporations took more

- credit than they needed (because it

was so cheap).
Already countries with higher

interest rates, Australia for one, are
viewed as less risky because they
have room to cut rates if there's an-
other emergency. This wins them
capital and jobs that might other-
wise be ours.

According to International Mone-
tary Fund data, U.S. GDP has fallen
to 24% of world GDP from 32% in
2001, And as U.S. capital escapes
the weak dollar and high tax rates,
the U.8. share of world equity mar-
jtet capitalization has fallen to 30%
from 45%. This leaves the U.S. alone
with Japan at the bottom of the
monetary heap, with rate expecta-
tions so low they repel investment.

Yet the Fed's not nearly as
trapped as it seems. Much of its cur-
rent stimulus is being diverted to
commodities and foreign econo-
mies—hence Asia’s complaint aboit
bubbles. Under emergency stimulus,
corporations are borrowing dolars
hand-over-fist, pleasing Wall Street
while using the proceads to expand
their foreign businesses. 1f that
stimulus could be retained here, the
Fed could stand down gradualiy
from the emergency yet still assura
appropriate policy accommeodation.

The simple goal is to convince the
capital now funding gold mires and
foreign asset bubbles to instead fund
stiall Businesses and the guaranteed
mortgages the Fed's been buying.
This means stopping the doilar’s col-
lapse, since it is fueling the outflow.

Since 0.5, inflation is refatively
low, even: a Fed nod toward nor-
malcy on monetary policy (rot evi-
dent in Mr. Bernanke’s testimony
vesterday) shouid cause a dramatic
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improvement in the dollar and the
magaitude of capital flows.

The fed-funds rate can stay near
zero for a while longer, bat the Fed
can't keep promising “exceptionally
low rates for an extended period,” as
it did Jast month. The sooner the
Fed moves off its policy extreme, the
soemer markets can resume their job
of allocating capital and assessing
refative value. In a more market-ori-
ented allocation of global capital,
the U.5. will be a big winner, espe-
cially for jobs and small businesses.

If the Fed wants to speed the cap
ital reflow, it could mention the im-
portance of the doilar in its Dec. 16
committee statement on interest-
rate policy and inflation risks. Int his
Nov. 16 address to the Economic
Club of New York, Mr. Bernanke said
policies should “help ensure that the
dollar is strong and a source of glo-
bal financial stability.” Putting that
in the Fed's policy statement—with
none of the normal winlks to those
whe favor devaluation—would cause
capitai to flood back into the U.S.,
loosening small-business credit and
adding jobs even whan the Fed even-
taally contemplates rate hikes,

If the Fed announces that an end
is in sight to its all-ouf emergency
policies, two other benefits may ac-
crue. China should be more willing
to allow ynan appreciation if it
thinks there's a net under the doliar.
With no net, China fears that yuan
appreciation would accelerate dollar
flight, driving commodities even
higher. And the Fed should be able
to maintain its independence, which
is at risk from copgressional audits
as fong as the deeply unsettling
emergency policies persist,

all Street will threaten a
tantrum if the Fed even
thinks about damping the
air-raid sirens. The Street utterly
loves the Fed’s largess, earning mas-
sive profits from trading unstable
currencies, the carry trade (borrow
short-term doliars near gero, buy
longer-term assets abroad), and the
high-margin process of transferring
America's capital abroad.

The hitch is that there isn’t much
trickle-down to normal jobs and
small businesses from the sophisti-
cated, zero-rate arbitrage that is
propeiling asset prices ever higher.
It would be better to stand down
from emergency stimulus and in-
stead help markets direct the capital
that is now going into bubbies into
the economy and jobs.
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Global LLC.



