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If you believed as some market savants tried to argue earlier in the week that Bernanke’s speech would usher in a new round of QE, I guess you were disappointed.  We weren’t, at least from his “failure” to plunge us deeper in the QE hole, but we were disappointed in the absence of a kind of truth in lending statement by the Lender of Last Resort.  Readers are directed to paragraph 4 which follows the header Near-Term Prospects for the Economy and Policy.’   Consider the implicit mea culpa of the sentence, “Economic policymakers around the world saw the mounting risks of a global financial meltdown in the fall of 2008.”   Hmnnn!  Doesn’t monetary policy work with a long and variable lag?  I guess once you have convinced yourself that the housing market wasn’t going to be a big problem (see his earlier speeches and that of his predecessor), learning at least a year later that we were headed into the soup is supposed to be good forecasting! Come on, Gentle Ben.  Even AG had his mea culpa in front of that famous economist, Congressman Henry Waxman!  Here’s the point.  We know that the Fed acted in March/April to convoy Bear Stearns into the waiting arms of JPM, buttressed by taxpayer guarantees of some $30 Billion.  But their hedge funds had failed much earlier.  To tell us now that by September 2008, the Fed was on its toes, alert to danger and everyman ‘doing his duty,’ is a bit much.
Aside from this broadside against thinking the Fed knows any more than you or I about floating icebergs early enough to turn the ship onto a new course, what did our Chairman really tell us?  Well, one thing that will get tested in the next few years is his attributing the current growth slow down on commodity prices and the supply shock induced by the Japanese Tsunami.  It is convenient reasoning, but I am not sure it will standup to empirical analysis. The Japanese errors were long in coming---no preparation for a “tail event.”  And ours…? Finally, a confession at the end of this explanation that more may be amiss than rising pricings and water in the wrong places. “However, the incoming data suggest that other more persistent factors also have been at work.”  
His argument (although he is not explicit about it) is that balance sheets were in such awful shape that the normal “[sowing] the seeds of their own recoveries as reduced spending on investment, housing and consumer durables generates pent-up demand,” recession recovery processes were adumbrated.  But this time, where was all that pent-up demand for autos, housing, other consumer durables?   It wasn’t getting necessary financing, let alone any uncertainties that might weigh on consumer demand.  In fact, with the now accepted drop in home values, while interest rates were much lower, loan qualifications were significantly higher and the old standard 80/20 mortgage was a tough item for many middle and lower class buyers.   In fact, even re-fi’s weren’t so easy given the new, toughened bank lending standards and the crippled state of our GSE’s.  So? Scratch housing and autos (that only recently got some semblance of financing capabilities).  And what about the Big Firm/Small Firm dichotomy?  The balance sheets of many local and regional banks are cluttered with many commercial real estate and construction loans.  They are in purge mode still.  What has happened at larger banks with commercial RE portfolios?   They have stretched-out the terms rather than forcing more collateral defaults.
Balance sheet recessions don’t get treated very well with the usual Keynesian flow nostrums.  And that takes us down another road on which Gentle Ben didn’t want to travel.  He knows better than most that without fixing the mortgage conundrum (at which the current legislation failed miserably) and without taking away the Bank Inspector’s cudgel and sword of fear that are now unsheathed and leveled at many smaller banks, it is very difficult to induce lenders to join in the recovery.  That may be changing at Money Center Banks, but big as those banks are, a lot of local lending is local bank initiated.  And what about the large money center banks? Well, cheaper short-term finance has certainly stimulated the private equity market, but where else do we see major lending growth?  

What is usually a virtuous cycle when recovery starts has not been very virtuous this time because of the precarious nature of shattered balance sheets.  One might even say it has been the vicious cycle that you get when balance sheets don’t get quickly repaired.  And, shall we now turn to the fears that run through credit markets here and abroad over sovereign debt…ours included?  The Chairman does take a swing at the protected Keystone Cops antics of the Congress in resolving the debt ceiling negotiations.  Admittedly, there has been a failure of leadership on the Hill and at 1600 Pennsylvania Avenue.  All that is not glittering doesn’t necessarily reside at the Eccles building.  
What tools?

While this commentator didn’t expect very much from the Chairman’s pablum, what struck me as odd---maybe even indicative---was the last paragraph of the first section (on the short run situation).   “We discussed the relative merits and costs of such [range of tools] at our August meeting.”   
What stands out here is the fact that there is no discussion of the relative merits of such tools.   Doesn’t that tell us something by omission?  Maybe there is broad disagreement as to which tools and when they should be applied?   Markets fear uncertainty, ok?  What could be more uncertain than which tools and when and under what circumstances such tools would be used?   I didn’t come away from the speech with great comfort despite the information that the September FOMC meeting has been extended to two days.  I guess that an inventory of the tool shed will then be in order.  What I learned is what I already knew from the last FOMC statement.  Interest rates are going to be kept from rising for the next 2 years!  Is that all for the festive monetary experts at the Jackson Hole party?
Longer Term Views

The Chairman had to face a serious issue as a Fedmeister.  He had to deal with a very fundamental difficulty on fiscal policy to wit: how do you integrate short-term fiscal policy with long term budgetary policy planning.  The Keynesian bent at the FOMC is that some fiscal measures are needed to promote a return to growth in the short run and to cut down on the long-term unemployment problem.  There is even a hint that this Chairman is in discussions with the White House over how to attack the long-term unemployment problem (the jobs Issue).  But, there is remarkable opacity about what he recommends.  That is understandable if the Chairman is trying to protect the independence of the Fed---but this Fed lost its virginity, if it ever had any---in 2008!  This Fed has become a political institution and is (rightly?) in the gunsights of the Congressmen who deeply resent that independence.
I don’t think the Fed Chairman can have it both ways.  If he wants to be a part of the current macro-policy dialogue---which one can infer from the speech he does---it is hard to just put out pablum.  It’s time for a Hearty Man’s Breakfast, Gentle Ben.  If you want to tell the Congress what it must do in Short Term vs. Long Term Fiscal policy, then maybe a bit of leadership would be a good thing, not something to duck.   Guidance on what the Fed Chairman believes as to the long run budgetary needs can be found in his June 14th speech (to which he refers).  The current speech would have been markedly improved by setting those out once again, but one understands why this Chairman didn’t do it.  The assaults of some of the Tea Party devotees on the Fed and their hold-up strategy using the debt-limit as the fulcrum of their resistance is not something this Fed Chairman likes. It is understandable that he doesn’t wish to antagonize this group in the Congress.  On the other hand, if the highest official in our monetary policy regime can’t speak to a crucially important issue such as the direction and tack of our budget policy, who will?   The Tea Party devotees used the debt limit to force this Administration to look at its spending priorities and to articulate a longer term path of adjustment.  It is not clear that they were successful (we will have to see what the Super Committee does), but markets clearly need some current advice as to which way the wind is blowing.  In the abhorrent leadership vacuum into which Washington has fallen over thoughtful budget policy even a one-eyed King could have lent some vision to the process.
Sum Up

It appears that despite the absence of concrete recommendations, Mr. Market didn’t revolt at the speech.  Of course this assumes that significant market players even read the speech and moreover even thought about what it left out and how tentative a policy forecast it gives the Market.  Any port in the storm?   One might even argue that the Mr. Market is looking at something else.  Monetary economists often take themselves too seriously, this one included. 
Truth in Lending:  What the Fed knows, What it doesn’t know and its Policy Prescriptions
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