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ABSTRACT

Reversing unconventional monetary policy: technical and political
considerations

There are few if any technical problems involved in reversing the
unconventional monetary policies - quantitative easing, credit easing and
enhanced credit support - implemented by central banks around the world as
short-term nominal interest rates became constrained by the zero lower
bound.

The two main obstacles to an early and easy exit from unconventional
monetary policies are political. The first is a potential conflict between the
central bank and the fiscal authority about the role of monetary financing in the
fiscal-financial-monetary programme of the state. If there is a conflict about
the role of seigniorage in closing the government’'s solvency gap, the likely
outcome is a win for the fiscal authority, except in the case of the ECB.

The second political impediment to a prompt and painless exit from
unconventional monetary policy is that scaling down the size of the central
bank’s balance sheet and the scale and scope of its other interventions in
financial markets and institutions is likely to reveal the true extent of the
central bank’s quasi-fiscal activities during the crisis and its aftermath. The
large-scale ex-ante and ex-post quasi-fiscal subsidies handed out by the Fed
and to a lesser extent by the other leading central banks, and the sheer
magnitude of the redistribution of wealth and income among private agents
that the central banks have engaged in could (and in my view should) cause a
political storm. Delay in the dropping of the veil is therefore likely.
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Keywords: credit easing, enhanced credit support, quantitative easing, quasi-
fiscal policy and regulatory capture
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(1) Introduction

Monetary policy during normal times, when markets@derly and systemically

important clusters or networks of banks and othearcial institutions are solvent, is not
particularly complicated from a technical perspexti The appropriate course of behaviour
for the central bank during a systemic financiadisf when systemically important financial
institutions are at risk of failing and key finaacmarkets are seizing up is even simpler from
a purely technical point of view. Monetary polialthe zero lower bound for short nominal
interest rates may not be particularly effectiug, ibcertainly is not technically complicated.
Indeed, the only technical issue associated withetayy policy at the zero lower bound is
the need to recognise that, far from being an msuntable constraint, the zero lower bound
is a figment of the (lack of) imagination of theoeomics profession. Minor changes in the
monetary and financial instrumentarium and in cdriiank operating procedures can remove
the zero lower bound completely, thus making theaia of the official policy rate

symmetric around zero (see Buiter (2009)).

Likewise, unwinding or reversing unconventional ratamy policies that were
prompted either by large-scale lender-of-last-reand market-maker-of-last-resort
interventions, and/or by quantitative easing, dredsing or enhanced credit support at the
zero lower bound is technically easy.

Assets acquired through repos and similar secersding operations disappear from
the balance sheet as the loans in question (winechmastly at maturities of a year or less)
mature and are not renewed. Indeed, the monetiting@ties can be largely passive and let
the balance sheet compression be demand-deterihitikd the ECB, they set the official
policy rate (at 1.00 percent currently) and prodid@limited liquidity against suitable

collateral for maturities of up to one year at ttade. In the case of the ECB, the €442 bn



fixed-rate longer-term refinancing operation (LTR@25-06-2009 was followed by an
LTRO of ‘just’ €75 bn on 01-10-2009 (see Europeamifal Bank (2009a))

Assets acquired outright by the central bank,tag €20 bn of covered bonds
purchased by the ECB under a €60 bn facility (EaampCentral Bank (2009a,b), can be sold
at any time in the secondary markets if they ayeidi. If they are illiquid, it may take time to
arrange a sale at a price anywhere near fair valigvorst, the illiquid assets in question
have to be held to maturity. Reverse repo operatiowhere the central bank borrows from
the private sector by selling some of its assetisadithe same time making a commitment to
repurchase them at a known future date at a pied today — are another way for the
central bank to drain central bank liquidity frohetsystem. Although reducing the size of
the central bank’s balance sheet is technically,e¢hgs does not necessarily mean that it will
be executed well by the central banks.

But technical considerations are not central camc@mhen it comes to an unwinding
of the unusual monetary policies implemented byct@ral banks during the past year or so.
Three kinds of further obstacles stand it the wiag graceful exit from unconventional
monetary policy.

The first obstacle is that an end to quantitatasirg and credit easing requires that,
collectively, the other actors in the macroeconogaime — the general government
(henceforth the Treasury), the domestic privatéoseand the rest of the world (foreign
central banks, other foreign state actors anddarprivate agents — change the composition
of their financial asset portfolios to accommodate planned reduction in the size of the
central bank balance sheet. In some countrieqdh®lio reshuffling that is the logical,
unavoidable counterpart to the reduction in the siizthe central bank’s balance sheet -
reduced holdings of base money by the domesti@fwisector and the rest of the world and

the associated reduction in central bank holdirffigbomestic private securities, government



debt and net foreign assets (including officiakign exchange reserves) - can create serious
funding problems, especially for the domestic gevsector and the national Treasury.

The problem is aggravated if the reduction in tlze sf the central bank balance
sheet is accompanied by an increase in the finedefecit of the central bank. This is likely
to be the case if the interest rates on the adsetentral bank holds (which are positive and
higher than the current very low official policytearemain constant. With a zero nominal
interest rate on currency liabilities and a rateaédo or below the official policy rate on bank
reserves held with the central bank, a reductiahénsize of the balance sheet will reduce the
central bank’s net interest income and thus ineréadinancial deficit (reduce its financial
surplus). If, however, the reduction in the sizéhe central bank balance sheet is associated
with an increase in the average interest rate ein #ssets (and it is all but certain that at least
short-term nominal rates will be rising as qualtitiaeasing (QE), credit easing (CE) and
enhanced credit support (ECS) unwind), the efféet @ecision to reduce the size of the
central bank balance sheet on the central bankésméial deficit is ambiguous.

If the exit from unconventional monetary policyaissociated with an increase in the
financial deficit of the central bank, the remamerctors will, in the aggregate, have to
reduce their financial deficits. This need noglygroblem if it is in the perceived self-interest
of these actors to reduce their financial defickar the private sector in the US and the UK
this is certainly the case today. For the puldiciar, the obvious need for sharply lower
financial deficits in the medium and long term (fra fiscal-financial sustainability
perspective) is not matched by any political wilmess to implement the necessary public
spending cuts or tax increases any time soon.

This first obstacle to a timely balance sheet @mtion by the central bank is likely to
manifest itself as a conflict between the fiscdahatuties and the monetary authorities. The

fiscal authorities in a number of countries, inachgithe USA and the UK, are likely to want



a slower or more limited contraction in the sizahaf central bank balance sheet because this
would either result in an increased supply of Tueaslebt in the market (if the asset side of
the central bank balance sheet contraction talefotm of a reduction in its Treasury debt
holdings and/or a refusal to add to this stockg ceduction in the demand for Treasury debt
in the market (if the central bank contracts isahaé sheet by reducing its holdings of private
securities and the private sector is, as a ressstWilling and able to hold Treasury debt).

A second obstacle to the smooth unwinding of uneatienal monetary policy could
be the cognitive impairment of key central bankefsen though the issues are simple, a
peculiar professional blindness may prevent omaare of the key central bank governors
from fully grasping the issues. A rich and embssnag series of monetary policy errors,
including during the years leading up to the finahcrisis that erupted in August 2007 and
during the early stages of the crisis suggestsetah monetary policy makers whose
conventionally measured intelligence is unboundethfabove may exhibit persistent and
highly damaging forms of professional blindnessaraples include the sequence of credit-
and asset market boom and bubble promoting poliayders since 2003 by the US monetary
authorities and, to a slightly lesser extent, lytapanese, Euro Area and British monetary
authorities); the ECB'’s decision to raise the affipolicy rate in July 2008 and the Bank of
England’s initial blindness to its market-makerkadt-resort responsibilities as key wholesale
financial markets seized up in August and Septeraber

The third obstacle to a smooth exit from unconwardl monetary policy is political.
Reversing the unconventional policies is likelyoting out into the open the extraordinary
guasi-fiscal role played by some central banksmduthis crisis (most notably by the Fed),
their usurpation of budgetary powers assignedddéddislative branch of government by
constitutions, laws or deeply embedded conventiand,the extraordinary (and unnecessary)

financial largesse bestowed by some central bankssmall number of financial institutions



and a limited number of stakeholders in thesetutgdns. This ‘quiet coup’ (to borrow the
felicitous phrase of Simon Johnson (2009)) by aybafdunelected technocrats has political
and constitutional consequences that have to b&idened fully when a comprehensive
evaluation of this episode is attempfed.

If some central bankers, during the years thatfetb the crisis that started in August
2007 and in their lender-of-last-resort and markeker-of-last-resort operations since
August 2007, failed to do the technically approeriding, despite the simplicity of the
problems they were faced with, this implies thdeast one of the following two
explanations has to be correct. Either these @dodinkers were singularly inept and
incompetent or there were non-cognitive factors pnavented them from doing the right
thing. Either external pressure was brought ta baghem or they knowingly, for reasons of
their own which one can only guess at, chose aseoofraction that was inferior as regards

their public mandates, to manifestly availableraltives.

(2) The inextricable interdependence and intertwining of central bank and
Treasury.

Whatever its legal ode factodegree of operational and goal independence, the
central bank is part of the state and subject &aithority of the sovereign. Sometimes
central bankers speak and act as if the Principal{swvhose behalf they act as agents in a
Principal-Agent relationship (or the Beneficiary amose behalf they act as Trustees in a
Fiduciary relationship) is not the state or theeseign but the wider community or society -
the citizens in the domain of the central bathiectly rather than as filtered through the

executive and legislative organs of the stateornftcbelieve, however, that such a belief rests

2*Quiet Coup’ echoes the earlier ‘Silent Coup’ peaised by Colodny and Gettling (1991) to charieter
Watergate and its aftermath. An early attemphterpret the behaviour of the Fed during the fiesir of the
crisis from the perspective or regulatory captarel specifically from that afognitiveregulatory capture can
be found in Buiter (2008).



on a thorough understanding of the power relatignisbtween the central bank and the fiscal
authority.

Specifically, the state (through the Treasury) tanthe central bank, even if these
taxes may have unusual names. In many counthesJrteasury formally owns the central
bank. This is the case, for instance, in the UKalgh not in the US and in some Euro Area
countries. The ECB is owned by the national céaaks (NCBs) of the EU member states;
more precisely, the ECB’s capital is subscribedalyeU NCBs, but paid up only by the
Euro Area NCBs. Subscribed capital of the ECB $sHllion — a very small amount indeed.
The NCBs that own the ECB themselves have a rahfggroal ownership arrangements, but
are ultimately under the financial control of th&ational fiscal authorities, because the
national fiscal authority can always tax the NCBhe Treaty establishing the European
Community formally grants the ECB and the NCBs loé tEurosystem some immunity
against being raided by national Treasuries, a£MB has its own budget, and its financial
arrangements are kept separate from that of thepgeéan Community.

The ability of the ECB and the Eurosystem to reaisaid by the fiscal authorities of
the Euro Area, severally or jointly, is not primarue to the text of the Treaty, which in any
case nowhere prevents a national Treasury fronmgaainational central bank. If national
Treasuries can put a financial squeeze on natweratal banks, then they can indirectly put
the squeeze on the ECB, which is wholly owned leg¢hNCBs. What makes the ECB more
independent than any other central bank is thetfetit has 16 national Treasuries as its
counterparties rather than a single national TmgasuShould a European fiscal federal
authority ever emerge, the anomaly of the ECB de &actoas well as ale jurefinancially
independent central bank would probably come terah

Unlike most other state agencies, the central lwankengage in quasi-fiscal actions,

that is, actions that are economically equivalemtldvying taxes, paying subsidies, or



engaging in redistribution of income and wealthxafples are non-remunerated reserve
requirements (or required reserves remuneratecklaivbmarket rates, which are a quasi-
fiscal tax on banks), loans to the private sectanainterest rate that does not at least cover
the central bank’s risk-adjusted cost of non-mamyetaorrowing (a quasi-fiscal subsidy),
accepting overvalued collateral (a quasi-fiscalsgly) or outright purchases of securities at
prices above fair value (a quasi-fiscal subsidy).

To determine how the use of the central bank asiasi€fiscal agent of the state
affects its ability to pursue its macroeconomidosity objectives, a little accounting is in
order. In what follows, | disaggregate the familigovernment budget constraint’ into
separate budget constraints for the central bark the Treasury. | then derive the
intertemporal budget constraintgor the central bank and the Treasury, or their
‘comprehensive balance sheets’. The contrast legtwike familiar conventional balance
sheet of the central bank and its comprehensivanbalsheet is highly informative.

My stylised central bank has two financial lialdg: the non-interest-bearing and
irredeemable monetary bas¢ >0 and its interest-bearing non-monetary liabilitiesntral

bank Bills), N = 0, paying the risk-free one-period domestic nomintdrest ratd .> On the
asset side it has the stock of international fore&igchange reserve®®’ , earning a risk-free
nominal interest rate in terms of foreign currency, and the stock of domestic credit, which
consists of the sum of central bank holdings of ima interest-bearing Treasury bills,
D >0, earning a risk-free domestic-currency nominatiest ratei , and central bank claims
on the private sectoll, >0, with domestic-currency nominal interest rate  heBtock of
Treasury debt (assumed to be denominated in damestrency) held outside the central
bank is B ; it pays the risk-free nominal interedera; TP is the real value of the tax

payments by the domestic private sector to the simga it is a choice variable of the

% For descriptive realism, | assume that the nomiittatest rate on currency (shorthand in what fedidor all
of the monetary base) is zero.



Treasury and can be positive or negatiVé; is the real value of taxes paid by the central
bank to the Treasury; it is a choice variable ef Tmeasury and can be positive or negative; a
negative value folf® is a transfer from the Treasury to the centrakbamn example would
be the resource transfer from the Treasury to éméral bank when the Treasury recapitalises
the central bankT =TP+ T is the real value of total Treasury tax receipis;is the
domestic general price leveg is the value ofghet nominal exchange rate (the domestic
currency price of foreign exchange&)? >0 is the real value of Treasury spending on goods
and services an@€® >0 the real value of central bank spending on goodsszrvices. For
expositional ease, public spending on goods andcesris assumed to be for consumption
only.

Equation (1) is the period budget identity of thedsury and equation (2) that of the

central bank.

B +D
R

=CO-TP-TP+(1+ l)[%} 1)

t

M, +N -D -L -
t t Ft) L -¢ Fg ECtb+-Eb
t . N P (2)
+ Mt—l_(1+|t)(Dt—1_Nt—1)_(1+ Iy )Lt—l_ (1+It )atR—l
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t

The solvency constraints of, respectively, theastey and central bank are given in
equations (3) and (4):
lim Ely.i(By+Dy)<0 3)
,l\‘im Eth,t—l(DN+LN+eNRIf\1_ NN)ZO' (4)
Herel, , is the appropriate, state-contingent nominal stetib discount factor

between periodg andt,.
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These solvency constraints, which rule out Ponairfce by both the Treasury and the
central bank, imply the following intertemporal lged constraints for the Treasury (equation

(5)) and the central bank (equation (6)).

B+, SEY L, R(F+T-C) ol
Do LR, - NS EY L (P( ¢+ T+ 9-a W) 6)

where
PS () - ﬁh-ﬁ{lﬂ —<1+af>§}_lﬁef_l @

The expressiors in equation (7) stands for the real value of tloevfof quasi-fiscal
implicit interest subsidies paid by the central harf the rate of return on government debt

exceeds that on loans to the private sector, tisea®@ implicit subsidy to the private sector

equal in period to (it —itL)Lt_l. If the rate of return on foreign exchange resgig less than

what would be implied by Uncovered Interest PaflyP), there is an implicit subsidy to the

issuers of these reserves, given in petibg £1+it - @+, )ijet_lRf_l.
-1

For future reference, the present discounted vadfiesirrent and future central bank

operating expenseE®, of central bank taxes paid to the Treas@y, and of central bank

quasi-fiscal subsidies paid on its asset portfdlicare given by, respectively,

1
*Note thatE E_I.,_.=E_| ,_,=——.
E[Ellt,tl E[ltIl 1+|t
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When comparing the conventional balance sheet ef d¢kntral bank to its
comprehensive balance sheet or intertemporal bumbgestraint, it is helpful to rewrite (6) in
the following equivalent form:

Mt—l —
1+i,

(Dt—l tLate, Rf—l_ N—l)

00

) 9)
agfresos-avlia) o

j=t

To get from (6) to (9), we use the identity giver(10) relating two common
measures of seigniorage - the resources savedraced by the monetary authority through
its capacity to issue non-interest-bearing fiat eyo(base money). Generalisations to the
case where base money or some of its componenisteagst look very similar (see Buiter
(2007)). The first measure of seigniorage is tmenge in the monetary bagey ; the

second is the interest saved by being able to Bsieinterest-bearing base money rather

than securities bearing the risk-free nominal egératei , that |s(1l—j M. Let
+i

0 I . . A ©
HI2ED ., {L””JMM andH? = Elz L AM,,; , then

j=0 l+|t+j+1,t+j j=1
2 — 1 H
HE=H +E l'[rl L Mur =M (10)
| also assume the |im 1,7, M.+ =0.

We can now rewrite the intertemporal budget camstior comprehensive balance

sheet of the central bank more compactly as follows
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[Dt_1+L[_l+et_lRf_l ('1\"+-1+N H [H}—@E—(rfw\t)]zo (11)

or equivalently:
[Dt—1+Lt—1+Q—1Rf—1_ N—l}'{ l_!z_e?_(rtb"'/\t)}zo (12)
Summing (1) and (2) gives the period budget idgntif the government (the
consolidated Treasury and central bank), in eqonafi®); summing (3) and (4) gives the

solvency constraint of the government in equatibf) @nd summing (5) and (6) gives the

intertemporal budget constraint of the governmergquation (15).

M +N+B-L-¢R F(¢+¢—

t—l + (l+ Iy )(Bt—l + Nt—l) - (1+ itL)Lt—l -§ (1+ itf )Rf—l (13)
,l\limoEth,t—l(BN*'NN_LN_eNF{I)SO (14)
N (bt @aRy)s B L B(T- $-( e+ )+a b
or equivalently
Mot vg e NG (Lt e R ) (15)

1+i,

<E3 1R (T -5 (¢ ¢»[QTJM}

Let N denote the present discounted value of currenftnde conventional primary

(non-interest) surpluses of the consolidated geémgereernment and central bank, that is,

M 2EX LR (T (G ) 16)

We can rewrite the intertemporal budget constairtomprehensive balance sheet of

the consolidated general government and centrdd aarollows:
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[Lu+e Ry =(B+ N [+[ M -A+ H |20

or equivalently

ﬂtjlﬂ{nt—/\ﬁ H =0

ly

|:Lt—l +e[—1Rf—1_( B.,+ N_,+

Consider the conventional financial balance shatebgok value) of the Central Bank

in Table 1,
Tablel

Central Bank Conventional Financial Balance Sheset
Assets Liabilities

M
D 1+i
L

N
eR'

Wb

The Central Bank's conventional financial net \kort or equity,

W2 D+ L+eR - N—%, is the excess of the value of its financial as$&teasury debt,
i

D, loans to the private sectdrand foreign exchange reservesRy’ ) over its non-naoyet
liabilities N and its monetary liabilitie$1 / (1+i).

The first term on the left-hand side of (11) is twventionally measured equity of
the central bank. The second term on the left-rsaahel of (11) contains a number of implicit
assets (sources of income) and liabilities (comrmaitts) of the central bank that don’t appear

in the conventional balance sheet. The key inmpdisset isH,, the present discounted value
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of current and future seigniorage (interest sawedhle ability to issue non-interest-bearing
base money). It is non-negative. The implicit lidigis are ©?, the present discounted value
of future net tax payments by the central bankh®Treasury. This can be either positive or
negative. When the central bank gets recapitalisethe Treasury, the resource transfer is
from the Treasury to the central bank for at lems¢ period. Another important implicit
liability is the present discounted value of thasgjtfiscal subsidies paid by the central bank
to its debtors,A\,. In more general models this could be negatibe-central bank can
impose quasi-fiscal taxes, for instance throughm@onunerated reserve requirements. In the
recent financial crisis/\, is likely to be a very large number, especiallythe US and the
Euro Area. The final implicit liability is the psent discounted value of the cost of running
the central bankl?. It is non-negative.

We can represent the intertemporal budget consti@ih), as a comprehensive

balance sheet of the central bank, as in Tabld@&beComprehensive net worth is denoted

A

We.
Table2
Central Bank Comprehensive Balance Sheet
Assets Liabilities
D M
1+i
L N
rb
eR’
Ob
H* A
Wb
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Even if the conventionally defined net worth ouitg of the central bank is negative,

thatis, ifW>, 2 D_ + L +e R, - I\I_l—% <0, the central bank can be solvent provided
I'[

comprehensive central bank net wof\ﬁiifis non-negative, that is, provided
W, =W+ H = (M2 + P +A, )20 (17)
Conventionally defined financial net worth or eguéexcludes the present value of
anticipated or planned future non-contractual gstland revenues (the right-hand side of
equation (17). Itis therefore perfectly possitdethe central bank to survive and thrive with

negative financial net worth. If there is a seayage Laffer curve, however, there always

exists a sufficient negative value for central baokventional net worth, that would require

AM
the central bank to raise so much seigniorage ial rerms, {T’;jzt}, or
j

i
{[H]—'ﬂij; | 2t} through current and future nominal base moneyaisse, that, given
l.
j+1

the demand function for real base money, unacckptales of inflation would result (see
Buiter (2007e, 2008a).

While the central bank need never go broke (tha€li7) will not be violated unless
the central bank wants it to be violated) as loaghee financial obligations imposed on the
central bank are domestic-currency denominatedhahéhdex-linked, the central bank could
go broke if either foreign currency obligationsindex-linked obligations were excessive. |
will ignore the possibility of central bank defautt what follows, but not the risk of
excessive inflation being necessary to secure alebémk solvency without recapitalisation
by the Treasury, if the central bank’s conventiopallance sheet were to take a sufficiently

large hit.
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This situation can arise, for instance, if thetcanbank is used (or volunteers to act
as) a quasi-fiscal actor to such an extent thaptheent discounted value of the quasi-fiscal
subsidies it provides/\,, is so large, that its ability to achieve its atfbn objectives is
impaired. In that case (if we rule out defaultthg central bank on its own non-monetary
obligations, N,_,), the only way to reconcile central bank solveacyl the achievement of
the inflation objectives would be a recapitalisataf the central bank by the Treasury, that is,
a sufficient large increase O} .°

The conventional and comprehensive balance sloédte general government and

central bank are shown in Tables 3 and: is the conventional financial net worth of the

consolidated general government and central barikijs the comprehensive net worth.

Table3
Conventional Financial Balance Sheet
consolidated general government and central bank
Assets Liabilities
M
1+i
L
N
eR' B
wWe

® Central bank current expens€§’ can at most be cut to zero.
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Table4
Comprehensive Balance Sheet
Consolidated general government and central bank
Assets Liabilities
L M
1+i
eR’ N
M B
H* A
W2

(3) The same chicken (almost) alwayswins

The budget constraint interdependence and balaheet snterdependence of the
central bank and the Treasury are not symmetriatusly everywhere, Sargent’s (1986)
game of chicken between a central bank wanting eetrits inflation target and a Treasury
unwilling or unable to make a credible commitmentdise the present discounted value of
its primary surpluses is determined in favour @& frreasury when push comes to shove. In
terms of the accounting framework of the previoastien, T® and its present discounted
value ©° are decided by the Treasury (possibly by the lagise), not by the notionally
operationally independent central bank.

The onlyprima facieexception to this rule is the ECB, which is prettych insulated

from political pressures to change’ and © in favour of the ECB's shareholders (the

18



national central banks) and through them in fawoiuthe national Treasuries of the EMU
member states. As argued in the previous Sedti@immunity is bestowed not so much by
the letter of the Treaty and Protocols as by tlogid of collective action: a single
supranational central bank will be able to holditgh against 16 (let alone 27) national fiscal
authorities even when a single national centrakb&auld yield to a single national fiscal
authority (see Olson (1965)). This would not, olise, reverse the game of chicken by
making the monetary authority the dominant playdiut neither player has the capacity to
tax the other, which is effectively equivalent &libg it what to do. There would be a
stalemate.

| believe that thisprima facie extraordinary degree of independence of the ECB,
including its capacity to resist raids on its rases, it unlikely to survive a true test. The
(input) legitimacy bestowed on the ECB through Theaty is unlikely to be sufficient for it
to be able to resist for long the more urgent ctabm legitimacy of elected national and
supranational authorities. Central banks areyikelsubmit to the sovereign, when all is said
and done. The multimorphous nature of sovereigntyhe EU and EMU has provided the
ECB with an unprecedented degree of independericeonjecture that unless the ECB
achieves a much greater degree of output legitint@ay it has thus far, it too will end up on
the losing side of the game of chicken betweenfidoal and monetary authorities, possibly
even before a supranational fiscal authority iatglihed for the EQ.

If the central bank’s desire to reduce the siz#sobbalance sheet (and possibly to run
smaller financial surpluses) is incompatible witle tfiscal objectives of the Treasury, then
the unwinding of the unconventional monetary pekctould be delayed for years, because

the Treasury would prevent the central bank froduceng the size of its balance sheet and

® According to Schimmelfennig (1996), “The princimiinput legitimacy claims that a democratic sysief
rule achieves its legitimacy by the way decisioresraade (and not by the results these decisiortupg).” and
“The output legitimacy of a political system depsmh its capacity to achieve the citizen’s goatbsotve their
problems effectively and efficiently. The higheistbapacity, the more legitimate the system.”
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from raising the official policy rate in the manngreferred by a politically unconstrained

central bank. In the US such restrictions on tkedom of action of the central bank would
not require any formal changes to the monetarycpdliamework, although it may require

some changes in the composition of the membergififise Federal Reserve Board and the
FOMC. There is ample precedent (outside the UStdantries increasing the size of the
monetary policy making body, or changing nominatand/or appointment procedures for
membership of the monetary policy making body,dolpit with loyal administration hacks.

In the UK, the government could, if the centrahlba desired pace of monetary
policy normalisation were faster than that of tliweynment, invoke the Reserve Powers of
the Bank of England Act which permits the Chanceatibthe Exchequer to repatriate the rate
setting powers and other monetary policy compe&sncurrently exercised by the Monetary
Policy Committee and the Bank of England. This ldouot even require a Parliamentary
voteex-ante’

For a variety of legal and historical reasons, degree of independence of the Fed
from the Administration and from the Congress iwdo than that of the Bank of England
from the executive and Parliament. The degreendépendence of the ECB from national
and EU-level executive and legislative authoriiedigher yet, although not as high as the
letter of the Treaty would suggest. It is therefdikely that for a giversolvency gap

(calculated for existing plans and projections deneral government primary surpluses and

" The relevant sections of tilBank of England Act 1998ead as follows:

Treasury’s reserve powers

19 Reserve powers

(1) The Treasury, after consultation with the Goeerof the Bank, may by order give the Bank dimatsi with
respect to monetary policy if they are satisfieat the directions are required in the public intesnd by
extreme economic circumstances.

(2) An order under this section may include suahseguential modifications of the provisions of thrt
relating to the Monetary Policy Committee as theaBury think fit.

(3) A statutory instrument containing an order urtties section shall be laid before Parliamentrafsng
made.

(4) Unless an order under this section is apprdyeresolution of each House of Parliament befoeegtihd of
the period of 28 days beginning with the day onchtit is made, it shall cease to have effect attiek of that
period.
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given the central bank’s inflation target) the ree to fill this gap through inflation rather
than through higher primary surpluses (public spanduts and tax increases) is likely to be
stronger in the US than in the UK and the EMU fattorder). It is when some national
governments in the EMU will be faced with an unnmaviECB and the choice between
sovereign debt default and some combination of dadgic spending cuts and steep tax

increases, that we will have the first true teSEGB independence.

(4) Should central banks be quasi-fiscal actors?

There are in my view two reasons why the Fed ngrather central bank, should not
act as a quasi-fiscal branch of the governmengrdtian paying to the Treasury in tax&$,
the profits it makes in the pursuit of its mandatedcroeconomic stability objectives
(maximum employment, stable prices and moderatg-term interest rates in the case of the
Fed) and itsappropriate financial stability objectives. The appropriaieahcial stability
objectives of the central bank are those that wev@roviding liquidity, at a cost covering the
central bank’s opportunity cost of non-monetaryafining, to illiquid but solvent financial
institutions.

Any action going beyond that, such as the recagidttbn of insolvent banks through
guasi-fiscal subsidies, ought to be funded by thea3ury. The central bank should be
involved only as an agent of the Treasury — an exassistant. It should not put its own
conventional or comprehensive balance sheet at risk

The two arguments against the central bank acting guasi-fiscal agent are, first,
that acting as a quasi-fiscal agent may impair teatral bank’s ability to fulfil its
macroeconomic stability mandate and, second, thabscures responsibility and impedes
accountability for what are in substance fiscahsfars. In the US such actions subvert the

Constitution which clearly states in Section 8, Clause 1, thatpower to tax and spend rests
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with the CongressThe Congress shall have Power to lay and collezxds, Duties, Imposts
and Excises, to pay the Debts and provide for tramon Defence and general Welfare of
the United States; but all Duties, Imposts and &asishall be uniform throughout the United
States.”.

If, as happened in the USA on a vast scale, thealdrank allows itself to be used as
an off-budget and off-balance-sheet special purpesecle of the Treasury, and refuses to
provide to the Congress some of the informatiormtssl for the quantification of the fiscal
transfers it has made, the central bank not onbves the constitution. By attempting to
hide contingent commitments and to disguiefactosubsidies by not divulging relevant
information on the terms on which the central bdrds offered financial assistance, it
undermines its own independence and legitimacyimpairs political accountability for the
use of public funds — ‘tax payers’ money'. It igrgrising that a country whose creation
folklore attributes considerable significance toe tiprinciple of ‘no taxation without
representation’ would have condoned without muctcrgusuch a blatant violation of the
equally important principle of ‘no use of publicnfds without accountability’. This indeed
amounts to a quiet coup by the central bank.

When the crisis started in August 2007, the Fedisventional balance sheet was just
under $ 1 trillion - about seven percent of antl@IGDP. At its peak, towards the end of
2008, the Fed’s conventional balance sheet wa®uest$2 trillion, about fifteen percent of
annual US GDP. The Bank of England tripled the sizits balance sheet (as a share of
GDP) over the same period. | see no problem atitlllthe size of the balance sheet se
It is the logical consequence of the central bamlg, liquidity crisis, providing funding
liquidity to systemically important financial enés (the lender-of-last-resort function) and
market liquidity to markets for systemically impanmt financial instruments (the market-

maker-of-last-resort function (see Buiter (2007a@¢,2008), Buiter and Sibert (2007, 2008)).
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The problem is not the size of the balance shegtlewsize of the quasi-fiscal
transfers the Fed has made to some of its privataterparties in its myriad interventions
since the crisis started.

Let me start by restating that | believe theredasjoasi-fiscal role for the Fed other
than the one inherent in the pursuit of its macboemic objectives and of its legitimate
financial stability objectives. The Fed shouldduiquidity operations targeted at solvent
counterparties. If it is required to deal (as agdrihe Treasury) with potentially insolvent
counterparties, the credit risk and counterpasly should be assumed fully by the Treasury.
This is not the practice of any of the leading cartbanks today; prior to the crisis, only the
Bank of England came close.

The benchmark for the central bank should be adduaes only” policy of balance
sheet and liquidity management. Under a “Treaswidy” policy, the central bank only
buys Treasury securities outright. In repos ameiotollateralised lending operations, it only
accepts Treasury securities as collateral.

In an emergency, where the government requiregdbd offices of the central bank
to stop systemically important institutions fromllapsing, the form but not the substance of
the ‘Treasuries only’ policy can be relaxed. The $hows the way as regards outright
purchases by the Bank of England of private sdesritThe UK Treasury and the Bank agree
on an upper limit on the amount of private secesithat can be purchased by the Bank
(currently £ 50 bn) and on the nature of the pasgcurities that can be bought outright.
Then the Treasury provides the Bank of England withll indemnity (guarantee) for any
private securities purchased by the Bank up tolttmgt That is the right way to separate
fiscal policy from monetary and liquidity policy.

The ECB, which is committed to buy a very limiteamber of private securities

outright (it has set itself a limit of €60 bn favvered bond purchases of which, as noted
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earlier, only €20 bn has been used thus far), doekave such an indemnity from the 16
national Euro area fiscal authorities. The ECBefae takes credit risk on these outright
purchases. Even if this credit risk is priced appiately ex-ante, the realisation of the risk
could blow a hole in the balance sheet of the E@draduce its capital. This is not a
problem with the current scale of the outright pxaige programme, but it puts the camel’s
nose firmly in the tent.

The Fed has been taking massive credit risk iautaght purchase programmes. In
the original TALF, for instance, up to $1 trillimould be guaranteed by the Fed, but the
Treasury indemnity for the programme was cappel@0 bn, leaving the Fed with a
potential credit risk exposure of $900 bn. Othed programmes too have involved actual or
potential exposures to private credit risk thateveot guaranteed by the Treasury.

As regards repos and collateralised loans, theé exdseme departure from the
‘Treasuries only’ model has been the ECB. The Eystem accepts as collateral in repos
and at the discount window an astonishingly widegeaof private securities, including most
asset-backed securities, as long as they haveng ddtat least BBB-. This collateral policy
has been implemented in such a loose and gener@yshat international banks with
subsidiaries in the Eurozone have packaged andpadagecurities they could not use as
collateral anywhere else in formats that made thbgible collateral at the Eurosysteém.

Only when the bank that borrowed from the Eurosygt@s become insolvent, as in
the case of Kaupthing’s Luxembourg subsidiary aadrhan Europe, has the ECB had to
write down its risky exposure. But with many teatly insolvent or near-insolvent banks
as counterparties (including quite a few of ther@an Landesbanken and the Spanish Cajas),

the true exposure of the ECB is bound to be hi¢fean it is willing to own up to. The

8 A bank cannot offer its own loans or other debtrinments as collateral to the Eurosystem. Sootwoore
dodgy banks can a
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Eurosystem has on its books large amounts of lttadedgy banks secured against poor
collateral. The resulting credit risk falls enlyrand entirely inappropriately on the ECB.

The Bank of England and the Fed now also acceydtersecurities as collateral in
repos at the discount window and at many of theiapgacilities that were created to resolve
the crisis. None of these loans by the centrakam private entities and collateralised
against private securities are guaranteed by ttienah Treasuries.

What makes the problem worse is that all the legadentral banks are not just faced
with the possibility that, having make a properficpd collateralised loan to a private
counterparty, a bad state of the world is realiieel counterparty goes broke and the
collateral turns out to be impaired also. Wherhsaiclouble default occurs, the central bank
acts in arex-postquasi-fiscal capacity if there is no full Treasgryarantee.

There are good grounds for suspecting that marniyesie loans were not even priced
properlyex anteto reflect the associated credit risk, but westdad handed out on terms
that implied arex-antequasi-fiscal subsidy. None of the three centaallds, the Fed, the
ECB or the Bank of England have been willing toe@how they value illiquid collateral.
Requests to make public either the pricing modeth® actual valuations of all illiquid
private securities offered as collateral have matematically stonewalled by the central
banks. That makes it impossible for external esssdo determine whether ar-ante
subsidy was involved in the terms and conditionthefloans.

The Fed went well beyond even this. In its bail-of AlG, it refused for a long time
even to reveal who the counterparties of AIG whet tvere made whole because of the

Fed’s emergency loans to AIG. They were forceckt@al the information in the end, but

° Some spokespersons for the central banks haweelgtsit since they provide information on the haic
applied to all collateral, including illiquid prite assets, all relevant information is in the pudibmain. That is
incorrect. The haircuts are supposed to appliigtice or valuation of the security, not to itdional or face
value. Unless we know the valuation to which thédut is applied, we know nothing.
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this does not undo the earlier attempt to hidedbatities of the beneficiaries of the Fed'’s
largessé?

Exiting from unconventional monetary policy meaegealing the true extent of the
quasi-fiscal transfers handed out and quasi-figoas imposed by the central banks in their
financial operations. At the moment, we really seemuch more than the conventional
balance sheet shown in Table 1. The Fed’s clamtb® private sectoL] are valued in
ways that cannot be verified. We know from theorépon the former Bear Stearns assets
tucked away in a Delaware-based special purposelegMaiden Lane) and from the AIG
assets stowed in Maiden Lane Il and lll, that ted Ras got at least some rubbish in
exchange for the loans it has providéddow much more write-downs and write-offs will
we see?

It is true that central banks can be expected toenagprofit on their lender-of-last-
resort loans to solvent but illiquid counterpartidhere is a wide gap between the liquidation
value of the assets offered as collateral in tiofegress and the present value of their held-
to-maturity cash-flows. Central banks do explbistsituation to charge effective interest
rates that are not just above the risk-free ratealso at times above the default-risk adjusted
opportunity cost of non-monetary funds to the cariiank. The Fed just reported a
provisional $14 bn profit from such lending actieit’? It is good to know that when liquidity
is scarce, the source of ultimate liquidity knovesvito make a profit. This profit has no
bearing on the question as to which counterpabigeefited from quasi-fiscal subsidies from

the Fed and from other central banks and in whatusat It is not just the aggregate or net

12 0n August 25, 2009, Manhattan Chief U.S. Distliatige Loretta Preska ruled against the Fed inedbra

of Information Act lawsuit brought by Bloomberg NewShe rejected the argument that loan recordscire

covered by the law because their disclosure woatdhtborrowers’ competitive positions. The Fedtfa first
time had to identify the companies in its emergdeogling programs.

Y'SeeFederal Reserve System Monthly Report on Creditzoaidity Programs and the Balance Sheet

12 SeeFed makes $14bn profit on loans provided durinariial turmoil Financial Times, August 31, 2009.
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guasi-fiscal subsidy of the central bank that mattd he redistributive quasi-fiscal activities

of the central bank don’t necessarily require agtysubsidies to the private sector.
(5) Conclusion

There are few if any technical problems involvedaversing the unconventional
monetary policies — quantitative easing, creditrepand enhanced credit support —
implemented by central banks around the world astd¢arm nominal interest rates became
constrained by the zero lower bound.

The two main obstacles to an early and easy et Linconventional monetary
policies are political. The first is a potentiainglict between the central bank and the fiscal
authority about the role of monetary financinghe fiscal-financial-monetary programme of
the state. If there is a conflict, the likely canee is a win for the fiscal authority, except in
the case of the ECB. The second political impedin@ a prompt and painless exit from
unconventional monetary policy is that scaling ddth size of the central bank’s balance
sheet and the scale and scope of its other inteovenin financial markets and institutions is
likely to reveal the true extent of the central kbamuasi-fiscal activities during the crisis and
its aftermath. The large-sca®&-anteandex-postquasi-fiscal subsidies handed out by the
Fed and to a lesser extent by the other leadingaldranks, and the sheer magnitude of the
redistribution of wealth and income among privageras that the central banks have engaged
in could (and in my view should) cause a polits@@rm. Delay in the dropping of the veil is
therefore likely.

Central banks don’t have a redistributive manddteat job should be left to the
Treasury and the legislature. This encroachmeunnefected technocrats on the domain of
distributive politics is simply not acceptable im @pen democratic society. That much of the
redistribution effected by the Fed and other legdientral banks is consciously hidden by

the agency and kept under a cloak of secrecy iman@e of counterparty confidentiality,
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market sensitivity or stigma effects makes it worEaiting from unconventional monetary
policy will assist a fuller revelation of the examture of the quasi-fiscal actions of the Fed
(and to a more limited extent the ECB and the Bairikngland). The political benefits from
the cleaning of the stables that will, | hope, lesom this, will in my view dwarf the

economic significance of a successful exit strategy
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