The FED's New Stimulus:  Risk and Reward
By Tim Holland

Ever since the chairman of the Federal Reserve System, Ben Bernanke, announced the FED's new stimulus program, whereby they will purchase up to $600 billion in Treasuries in an effort to avert deflation and spur job growth, the policy has come under increasing criticism and outright attack.  

The FED in their published statements and, of course, chairman Bernanke's comments since offering the plan, has presented a calm and somewhat matter of fact approach to the problem.  They recognize the risks and even outline some of them but soothingly dismiss them as they claim the benefits of the program will mitigate the downside effects.

So what are the rewards and the risks that occur with the new plan?

Deflation versus Inflation

Deflation is the problem that the FED is trying to make sure does not happen.  Exceptionally low economic growth is believed to result in declining prices, increased unemployment and a general decline of the United States overall economic power.  Not a good thing.

However, printing money by the FED is expected to cheapen the value of the dollar, i.e. the rate of exchange for US dollars will decline even further against other currencies around the world.  That pumping of dollars into the system will then increase the rate of inflation and make the purchasing power of holders of dollars decline.  Not a good thing.
Exports versus Imports

What the FED is trying to do is spur exports from the U. S.  The idea is that with a cheap dollar U. S. exports will be able to compete with foreign made goods, which will spur manufacturing and create jobs in the U. S.  Definitely a good thing.
However, since we are a nation of consumers rather than producers (we buy much more imported goods than domestically manufactured), a weak dollar will make the products we import much more expensive to acquire.  Commodities, in particular (such as petroleum and products made from it as well as metals and foodstuffs) will cost a good deal more.  Not a good thing.

Lower Borrowing Rates versus Lower Interest Income Rates
Buying treasuries from the financial community will drive down their cost of funds and thereby reduce the rate of return they will seek on loans, with the main focus being on the mortgage rates, as a way of spurring the housing industry.  Believed to be a good thing.
However, with mortgage rates currently at 4.5% and lower and no one is buying, also, with cost of funds to the banks already at historic lows (I have to believe we are in the 2% range or better) and credit consumer card debit still priced  in double figures, this rationale doesn't seem very sound.  Not a good thing.

One should always keep in mind that when economists speak they always have a caveat: all things being equal.  In truth, all things are never equal.  
Protecting against Deflation by cheapening ones currency will work as long as no one else cheapens theirs.  The immediate concern raised by the members of the G-20 is retaliation in order to protect their own economies.  Part of their plans to achieve economic growth is to sell MORE to the U. S. not LESS.  

The announcement by the FED could be viewed by many trading partners around the world as throwing down the gauntlet of a potential trade war.

There is also the issue of timing.  The FED can print the $600 Billion but how long will it take for the benefits to be realized?  The spike in commodity prices, much of which is traded in the spot and futures markets, occurs quickly (how long does it take your local gas station to change that sign out front?) but product manufacturing for export has a significant lead time.  The end result is a negative imbalance of undetermined tenor.
On the borrowing front, people are cautious.  The reality is that the drop of another half a point in the mortgage rate isn't really going to get anything going.  Spending will increase as a matter of course but not for large commitments; the confidence factor still isn't there.
Retail spending will improve but not dramatically.

Back in early 2008 there was much speculation about what kind or recession would the 2007 one be: a V (steep down followed by steep up), U (steep down followed by a pause at the bottom and then a steep up), W (steep down with a strong recovery only to have it drop down again).  All such predictions have gone by the boards.  The fact is we are in an L (steep down and then just sit there for a long while with slow steady growth thereafter).

The quick fix isn't going to work.  Long, steady, low growth is what we should be anticipating.  All the models of the past are suspect at this point, as this is the first recession where we have had the incredible degree of Global corporations with the ability to shift manufacturing jobs quickly to maximize earnings, as so much is outsourced.
In a world driven by instant gratification, the idea of a slow gradual anything seems alien and it's going to take some getting used to but there really isn't any other solution.
