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Looming Big Fiscal Tightening Will Complicate
Fed's Exit Plans

By SCOTT STODDARD, INVESTOR'S BUSINESS DAILY

Posted 04/26/2010 07:05 PM ET

The government and the Federal
Reserve are winding down massive
stimulus programs as the economy
recovers. But can they both exit at the
same time without sending the

economy back into recession?

The Fed has ended most of its

emergency lending programs but

likely will reiterate Wednesday that it

Federal Reserve Chairman Ben Bernanke testifies on Capitol Hill on March
25. The Fed has ended most of its emergency lending programs but likely
will... View Enlarged Image

plans to leave interest rates near 0%
for "an extended period" to support
the budding recovery. Policymakers also will likely take no action on the Fed's mortgage
securities holdings, though some officials have signaled they want to start paring its balance

sheet.

Meanwhile, the record $787 billion in federal stimulus spending and tax breaks is peaking now
and political opposition to more spending is mounting. The budget deficit, which soared to 9.9%
of GDP in fiscal 2009, is slated to fall to 9.2% in 2010, 6.5% in 2011 and 4.1% in 2012 as

stimulus and Bush-era tax cuts expire, according to the Congressional Budget Office.

Intense Fiscal Head Winds

So the U.S. economy faces almost unprecedented fiscal head winds over the next few years,

making the Fed's job even harder.

"We want to avoid the 1937 mistake where we withdrew liquidity too early" and prolonged the

Great Depression, said Don Rissmiller, chief economist at Strategas Research Partners.

If the Fed aggressively tightens monetary policy as fiscal screws are turned, the moderate

economic recovery could falter. But if it takes too long, inflation could flare up.

"The hard part is getting the interaction effects right" when it comes to monetary and fiscal
policy, Rissmiller said.

So far, the Fed has stopped buying Treasuries and mortgage securities, part of unprecedented
emergency measures to unfreeze credit markets. That halt has had little negative impact on the

recovery.
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The economy expanded at a 5.6% annual rate in Q4. Analysts think the Q1 GDP report, due
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Manufacturing is expanding, employers have started to add jobs while home sales and prices
have stabilized. But job growth isn't sufficient to reduce joblessness, now 9.7%. And the tax

credit that has propped up housing ends April 30.

Japan provides a model of what not to do. It has struggled to withdraw fiscal or monetary
stimulus for over a decade. In 1997, a sales tax hike cut short a nascent recovery. In the past
decade, various governments and the Bank of Japan often have bickered, urging the other to

take more action. Trading Center
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"If we decide to target lower budget deficits, we'll get lower growth with it," said Josh Bivens, an
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Bivens said politicians worried that massive stimulus will fuel inflation may pressure the central

bank to retrench prematurely. 3 r
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"You want to see evidence of a robust economic recovery before you want to see monetary and

fiscal policy tighten," he said.
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Raising rates also could push up Treasury yields, exacerbating the government's massive debt

woes.
Johnson, a former Fed economist, noted the central bank and federal government must enact
and unwind stimulus in every economic cycle. So far, he said, the pace of withdrawal seems on

track.

"It is time to begin to withdraw stimulus," he said. "The economy doesn't need it any more."

Avg. Rating: (0) Your Rating:

Email Print Comment 3 pookrARK o 50 27 License

« Previous Article in Politics

See Also

e Election Concerns Spur Dem Leaders To Revamp Agenda 04/26/2010 07:05 PM ET

e Climate Bill Backers Hope A New Label Will Ease Passage 04/23/2010 07:04 PM ET

e Obama Slams Banks As Dems Ride Wave On Financial Reform 04/22/2010 07:09 PM ET
e Financial Reform Toughens Up, But Unclear If It's Smartened Up 04/21/2010 07:22 PM ET
e Cash-Poor States Betting Gaming Will Help Fill Empty Treasuries 04/20/2010 07:06 PM ET

Comments No commentsteave a comment

Leave a Comment

Back to Top

To participate in Community areas, please Sign In or Register

Home | AboutIBD | Advertising | ContactUs | Classifieds & Partner Offers | Retail Locations | IBD Editorials | CAN SLIM Advisors | Affiliates

Stock Pages

Investor's Business Daily, IBD and CAN SLIM and their corresponding logos are registered trademarks of Data Analysis Inc.

Page 3 of 3

© 2000-2010 Investor's Business Daily, Inc. All rights reserved. Copyright and Trademark Notice | Privacy Statement | Terms and Conditions of Use

© 2010 William O'Neil + Co. Incorporated. All Rights Reserved. The William O'Neil + Co. Database and all data contained herein are provided by William
O'Neil + Co. Incorporated and are used by IBD under license agreement. Daily Graphs and Daily Graphs Online are trademarks of William O'Neil + Co.

Incorporated or its subsidiaries.

This site is powered by Interactive Data Corp. Real Time Services market data. Price and Volume data is delayed 20 minutes unless otherwise noted, is
believed accurate but is not warranted or guaranteed by Interactive Data Corp. Real Time Services and is subject to Interactive Data Corp. Real Time

Services terms. All times are Eastern United States.

http://www.investors.com/NewsAndAnalysis/Article.aspx?id=531463

4/27/2010



