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by Vivekanand Jayakumar, Ph.D.

Since 2008, the Federal Reserve (Fed)
has undertaken numerous policy
actions, some of the conventional

variety and others of the unconventional
type. Through much of 2008 and early 2009,
the Fed focused its efforts on staunching the
fallout from a full-blown liquidity and credit
crisis and on stabilizing the housing market.
Later, the Fed’s attention shifted to alleviating
the macroeconomic problems afflicting the
U.S. economy: an underwhelming economic
recovery and a subpar labor market.

With U.S. fiscal policy increasingly being
constrained by political discord, Fed actions
have acquired greater significance. Monetary
policy has now become the principal source
of expansionary support for the U.S. economy
as fiscal policy shifts towards tightening.
The most prominent examples of recent
fiscal policy tightening are sequestration and
an increase in some taxes. Consequently,
potential changes in the Fed’s level of support
and the resultant impact on the financial and
the real sector has become one of the most
widely discussed and debated issues.

Unconventional policies pursued by Fed
over the past few years are presumed to be
temporary actions and, at some stage, it is
assumed that the Fed would desire a return to
normalcy. However, given the unprecedented
nature of recent interventionist measures,
there is considerable uncertainty regarding
the timing and the form of exit strategies.
Pre-emptive withdrawal of support may hurt
the pace of economic recovery and adversely
impact jobs growth. However, persisting with
the extraordinary measures currently in place

may potentially create financial distortions
and inflate new asset bubbles. As such,
Fed policymakers need to get the unwinding
process right or else they may face serious
new threats down the road.

Prior to a discussion of likely future
developments associated with U.S.
monetary policy, a quick recap of the key
developments since the start of the global
financial crisis is relevant. U.S. economic
and financial conditions deteriorated rapidly
following the collapse of Lehman Brothers in
September 2008. Financial risk rose sharply
as concerns regarding the quality of assets
on the balance sheet of financial institutions
became widespread. Credit crunch became a
reality as frightened institutions disengaged
from normal short-term lending activities and
became primarily concerned with solidifying
their own capital base. Financial shocks
spread to the real economy, hurting the
labor market and the levels of consumption,
investment and production.

The Fed actively played the role of lender
of last resort during this turbulent period.
Besides rapidly lowering short-term rates,
the central bank undertook steps to unclog
the U.S. financial system and ease credit and
liquidity constraints. As financial institutions
became fearful of dealing with each other
as well as with their commercial clients,
the Fed created a variety of programs (see
Figure 1.1) to reestablish short-term credit
flow and enhance liquidity so as to restore
the normal functioning of both the financial
system and the real economy. The Fed, for
instance, provided support for participants
in the money market and the commercial

paper market, and established new lending
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