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FOMC playbook: the only
new game in towns

By Thomas Lam
N LIGHT of the Covid-19 pandemic,
the Federal Open Market Commit
tee (FOMC), while taking more ag
gressive actions, scems to have stuck
more or less to the standard playbook
of responding to “unusual and exigent
circumstances”.

This essentially calls for slashing
conventional policy rates to their effect
ive lower bound, accompanied by for-
ward guidance, embarking on asset pur-
chases, rolling out emergency liquidity
facilities and experimenting with lend
ing programmes. But policymakers,
with the required US Treasury back-
stop, have also introduced more creat-
ive programmes (o encourage credit ex-
tension and reached into different mar
ket segments. Consequently, some be-
lieve that the Fed has overstretched in
the current environment by seemingly
protecting against credit and default
risks. Nonctheless, Fed chair Jerome
Powell has repeatedly underscored that
the Fed is merely harnessing its “lend
ing powers and not spending powers”.
Hence, the more novel “Corporate
Credit Facilities”, “"Main Street” lending
programmes and liquidity facility to
support municipal debt, all of which
backstopped by the Treasury, are inten
ded to lend - as Mr Powell alluded to -
“forcefully, proactively and aggress-
ively” in the current backdrop.

The assct-side of the Fed balance
sheet (as of carly June) has ballooned
by more than US$2.8 trillion, mainly as
a result of the announced measures,
totalling above US$7 trillion and grow
ing, exceeding the prior peak of around
US$4.5 trillion. Cumulatively, both as
sct purchases (more than 77 per cent of
the rise) and central bank liquidity
swaps (greater than 16 per cent) ac
count for the bulk of the increase so far.
Lately, however, the daily pace of expan
sion in the balance sheet (for the full
range of tools) has slowed to around
US$5 billion from the cardier run-rate of
roughly US$20 billion. Basically, as mar-
ket functioning improves, purchases
scale down.

Similarly, the initial strains in dollar
funding markets globally appear to
have cased. Thus, the slower rate of bal
ance sheet expansion partly reflects bet
ter (or less abnormal) market liquidity
conditions. Overall, we think the object
ive of ensuring more normal market
functioning can be viewed as the first
phase of the “new” or unconventional
monetary policy thrust.

The recent Fed communication sug-
gests that the main policy strategy is to
broadly emphasise forward guidance
and balance sheet policies, with a gen
eral aversion toward pursuing negative
rates for now. Hence, the second phase
of the new policy shove, we surmise,
will focus on strengthening or reinfor
cing the forward guidance and calibrat
ing the balance sheet. Generally, we
think the preference is to adopt an out
come based forward guidance (linked
to achieving an average level of infla
tion and perhaps activity) rather than a
date-based guidance. We also suspect
that the FOMC is exploring some vari
ation of interest rate cap or yield curve
control to further reinforce the existing
guidance. One likely risk to rate cap
ping, however, is determining how to
appropriately exit without necessarily
disrupting markets.

The apparent dichotomy between
the macro economy and financial condi
tions, particularly given the swifter
than-expected recovery in equity
prices, might arguably complicate the
Fed’s policy intentions. Likewise, the
markets' foggy perception of condi
tional versus unconditional policy com
mitments from the FOMC in the current
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backdrop is another hurdle (that is,
how should policymakers communic-
ate and conduct policy without exacer-
bating the markets’ tendencies toward
overshooting and one-sided bets?). Our
base case, however, is still for the FOMC
1o maintain an exceptionally accom-
modative stance for some time and pre
serve the option of growing its balance
sheet if needed. But new or unconven-
tional monetary policy should not be
the only new game in town.

Therefore, notwithstanding the acri-
monious divide within Congress, it is
encouraging to witness a timely bipar-
tisan push in favour of the forceful
fiscal thrust recently. Supportive fiscal
policy, in the face of an unparalleled
economic shock amid a global pan-
demic, is paramount.

MOST LIKELY OUTCOME

But the political appetite for additional
fiscal stimulus appears to be waning as
politicians gear up for the November
clections. At this time, we think the
most likely outcome might be a split
government. Hence, the propensity for
additional post-clection large scale
fiscal stimulus, all elsc equal, might be
reasonably low as Democrats and Re-
publicans clash over budget priorities.

According to the Congressional
Budget Office’s preliminary estimates
(under “current law”), the US fiscal defi-
cit (as a percentage of GDP) could poten-
tially jump to around 18 per cent this
fiscal year before declining to roughly
10 per cent in 2021, while the debt-to
GDP ratio is expected to sustain beyond
100 per cent going forward (our calcula-
tions imply a larger deficitand debt). In-
deed, the fiscal arithmetic, either in the
near or distant future, is increasingly
challenging.

First, the US is headed for several
fiscal cliffs in the near future (initially
during the summer months, then into
next year as the deficit narrows), which
could prospectively cause a notable
drag on the economy. Second, the path
of the fiscal debt ratio, presumably in
the distant future (given the dynarics
of the debt-to GDP ratio of more than
100 per cent and rising), can eventually
spark greater concerns surrounding
the available fiscal space and appropri-
ate borrowing costs. While the late Her-
bert Stein did remind us that “if some-
thing cannot go on forever, it will stop”,
he also quipped that “economists are
very good at saying that something can-
not go on forever, but not so good at
saying when it will stop™.

Al this juncture, the US economic
outlook is still decidedly hazy or, as
Fed vice chair Richard Clarida puts it,
subject to an “unusually wide range of
scenarios” going forward. We continue
to conjecture, however, that intricate
and prolonged demand-and supply-re-
lated adjustments - with simultancous
cyclical and structural changes - amid
the ongoing pandemic could be consist-
ent with a subdued economic recovery
in the US. Besides, the literature sug
gests that deeper recessions in ad-
vanced countries, analogous to the cur
rent US episode, are likely to have pro-
tracted scars on the economy’s trend.

With the emerging hesitancy on
fiscal policy, the onus will inevitably be
on the Fed. But history suggests that
the lopsided reliance on monetary
policy is typically accompanied by in-
creasing financial stability concerns,
growing risk of market distortions and
intensifying political pressure. Hence,
we should keep our fingers crossed for
monetary policy, progressively the
only new game in town.
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