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Handout: Fed’s Monetary Policy Instruments 
Current Greenspan’s actions and the markets’ responses

Dollar and other currencies: exchange rates and interest rates 
The interdependence of fiscal and monetary instruments
Current Greenspan’s actions are perfectly suited for discussion in our class. They demonstrate `how’, i.e., the Fed’s means of conducting monetary policy. Recent Fed’s policies / actions (eloquently voiced by its Chairman Greenspan) are too exiting to pass without notice: markets listen to his testimonies, and … react. Let us examine how (and why). 
Some recent facts / numbers about US economy:
(I sum the information from the news. See web links to some sources below).
1. What US budget deficit in 2005 do we expect? As before, or more, or less??? Let us look at the data. Why do we care? Because US government borrowing affects interest rates (the real ones!). 
2. US current account deficit in 2004 exceeds 600 billion (617), (about 25% increase from 2003 deficit of about 500 (495)). Other countries CBs are major contributors in covering the resulting borrowing. (They bought about 236 billion of US government debt and other US assets (dollar denominated) in 2004. Expectations are: Japan CB will continue buying 200 billion per year and China CB – 100, (due to surpluses in trading with US, China surplus for 2004 is 162, but costs of piracy estimated to cost US 200), Fed 50-75, and oil producing countries (who have surplus revenues due to the increased oil price) -50 -75. As a result:
3. More that 42% of US government debt is held by foreigners. Question: Is this worrisome? Answer (by respected Solomon Brothers & Lehman Brothers consultant): It is a fact that budget and trade misbalances are of significant magnitudes. Still, dollar is, and will remain Alpha (dominant / strong) currency. Question: But then, what about interest rates? Answer: Let us look at what is going on, and speak of what possibilities are there after looking at the facts.
4. Market reaction on the Greenspan’s speech of 02.20.2005: no increase in interest rates

5. 02.22-23. 2005 Dollar plunges on South Korea CB proposal to diversify
6. CBs holding of US dollar assets: Japan – 841 billion, China about 600, South Korea 200, IMF: from 2001 to 2003 Euro share of currency reserves raised from 16.7% to 19.7% (Question – does this reflect that nowadays more CBs prefer euros? Answer: not necessarily). But then, Japan & Taiwan CBs stated that they are not selling dollars. Markets reaction – dollar starts to recover on 02.24.2005 (after Korea backs off and report that they will hold to their dollar assets). 
7. The Greenspan’s testimony on 03.02.2005: US budget deficit levels are unsustainable. If we continue as now, in 10 years we will have 1.8 trillion more debts (if the Bush’s dividend tax cuts are made permanent). The Greenspan’s answer: two possibilities: cut spending or increase taxes (or both. Market reaction on the Greenspan’s speech of 03.02.2005 “current deficit is not sustainable”: US dollar does not fall / rise (so far); interest rates are roughly unchanged as well. Question: What (if anything) could we inter about market beliefs? Answer: Let us wait. Still, it appears that: Markets clearly listen to Greenspan. Greenspan clearly listens to markets.  
8. The Greenspan’s testimony on 03.03.2005: calls for a sweeping tax system overhaul. Favors consumption based tax.  Market reaction on the Greenspan’s speech of 03.03.2005: let us discuss the possible supply and demand effects for (1) interest rates (2) exchange rates (3) taxes (4) trade deficit (5) US government budget deficit
NYT (2005) articles (and web links to them (see ECN 135 web page))
 02.10-11: on US Trade Deficit (in 2004 exceeded $600 billion)
· http://www.econ.ucdavis.edu/faculty/gala/ECN135/USTradeDeficit.pdf
· 02.20: Greenspan and the puzzle of low long term interest rates 

· http://www.econ.ucdavis.edu/faculty/gala/ECN135/Green20050220.pdf
· Rates pictured as: http://www.econ.ucdavis.edu/faculty/gala/ECN135/RateConundrum.gif
· 02.22-23: Dollar plunges on South Korea CB proposal to diversify
· http://www.econ.ucdavis.edu/faculty/gala/ECN135/Dollar22.pdf
· http://www.econ.ucdavis.edu/faculty/gala/ECN135/Dollar23.pdf
· 02.24: On Dollar vulnerability & Honey, I shrunk the Dollar
http://www.econ.ucdavis.edu/faculty/gala/ECN135/IShrunktheDollar.pdf
· 02. 27: Still: On Dollar dominance
· http://www.econ.ucdavis.edu/faculty/gala/ECN135/Dollar27.pdf
· 03.02: Greenspan states that US budget deficit is not sustainable
· http://www.econ.ucdavis.edu/faculty/gala/ECN135/Greenspan20050302.pdf
· 03.03: Greenspan calls for sweeping changes of US tax system. He favors consumption tax.
· http://www.econ.ucdavis.edu/faculty/gala/ECN135/Greenspan20050303.pdf
· http://www.econ.ucdavis.edu/faculty/gala/ECN135/GreenQandA20050303.pdf
· http://www.econ.ucdavis.edu/faculty/gala/ECN135/Green20050304.pdf
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