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Steve Weisman: ~ Why isn't the Federal Reserve doing more to boost the very anemic economic recovery, and
what could the Fed do? This is Steve Weisman at the Peterson Institute for International
Economics with Joseph Gagnon, Senior Fellow at the Institute in a two-part interview.

First, Joe, you have said often, and also in a recent posting, that the Fed seems overly timid
in its approach to taking steps to boost the recovery.

Joseph Gagnon:  Let me just start by saying, that of course, I have been urging the Fed to do more for a
long time now. Over two years. I think, at times, they have been prodded into doing a bit
more and it’s been a cumulative process. I think what happened last week, though, is that
basically the outlook for the economy has taken a dramatic turn for the worse and yet they
basically have not responded.

Steve Weisman: ~ And are they are afraid of inflation?

Joseph Gagnon: It doesn't appear that theyre afraid of inflation. That might have been a reason, a year or
more ago. But it doesn’t seem to be operative now. There are many possible explanations.
The one that I think probably is the most important, is that they think that expanding their
balance sheet by purchasing evermore assets has certain costs and risks associated with it.

Steve Weisman:  What are some of the costs?

Joseph Gagnon: I think that I see the costs and risks, as essentially going together, so I'll treat them as the
same thing. There are three that the Chairman listed. One is a cost or a risk to financial
market functioning. One is the cost or risk to financial stability and one is cost or risk to
future Fed policy, the so called exit strategy, when the economy is recovered and they need
to raise rates and go back to normal.

Steve Weisman:  Is there a political concern of being criticized by the Republicans and Congress in a
Presidential election year?

Joseph Gagnon: I don't think I can rule that out. It may have a small role, I think, to play. The Chairman
was asked about that last week. He explicitly ruled it out. He said, “What politicians in
Congress think has no bearing on their actions or decisions.” He would say that. I dont
want to second guess him.

Steve Weisman: ~ You've been at the Fed, so you would have an intuitive feel about whether he’s being
disingenuous.
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My sense is that they all like to tell themselves that this has no bearing on their decision
or all the discussion. Even when the transcripts of the meetings come out in a few years,

I think it will be clearer that that was not raised as an issue or even hinted at very much.
But it doesn’t change the fact that they can read newspapers and they have to go before
Congress and testify. One side of the aisle is very critical of what they’ve done. The other
side of aisle is not supportive of what they’ve done. And frankly, it is surprisingly not
critical of their failure to meet their objective. So that asymmetry, they can’t fail but notice
it, but I don’t think it’s the main reason.

The main reason being?

I think the main reason is the three costs and risks I was mentioning. I think I would like
them to spell out more why they think these are significant. I can’t see much to any of them.
If you look at market functioning, actually, in the first round of quantitative easing, they
took over the mortgage market. They were almost the only buyer and participant in that
market for months on end. And that is exactly what they were worried about doing again.
And yet, there was no harm, whatsoever, to the economy. Not even measurable. I mean, the
market came right back when they finished. There’s no sense in which it was harmed.

And the second reason?

The second reason is the financial stability argument -- that by having rates really low

for long, and buying these bonds, and keeping long term rates low, that they could be
engendering bubbles in other asset prices like stock prices or real estate prices. That’s just so
far from reality right now it’s just crazy.

We are not anywhere near what you would call a bubble.

Yes, exactly. And they have other tools to deal with that, if that were to become a problem.
And in the meantime, of course, having a weak economy actually is bad for financial
stability, because it means non-performing loans pile up and more bankruptcies occur and
people don’t get to repair their balance sheets. So, it actually is harmful for financial stability.

And you don't see a risk of the difficulty of exiting any more quantitative easing?

Yes, I was particularly surprised the Chairman mentioned that, since he has testified before
Congress repeatedly in the past three years and assured them that they have all the tools
they need to exit and to renormalize conditions when they need to and there’s no reason to
fear. A lot of people on Wall Street fear that they won't do it in time and there’ll be inflation
five years from now, but there is just no reason to think that they can’t. I mean, no one can
point to anything concrete as to why that should be.

I am going to end there. In the second part of our interview, I am going to ask you to
be more specific about what they should do and whether there are any implications for

Europe. Thank you.

You're welcome.




