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The Federal Reserve in Crisis
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Since August 2007 the Board of Governors of the
Federal Reserve System (Fed) has approached near
panic in their adoption of multiple and inconsistent tra-
ditional policy measures and, since December 2007,
they have multiplied these efforts by adopting major
new policy tools, some of which may go well beyond
their congressional mandate. These actions have been
motivated, in the first instance, by an emerging mort-
gage foreclosure crisis that began in late-2006 and that
the Fed first recognized in May 2007, in the second in-
stance by a credit crisis that emerged in August in
Europe and quickly moved on shore. This article sum-

marizes and explains the Fed actions since last August.

Normal policy actions

The Fed conducts monetary policy primarily through
setting a federal funds rate target and a primary credit
rate (formerly called the discount rate). The federal
funds rate is the rate at which depository institutions
(banks) borrow or lend funds held in their deposit ac-
counts at the Fed. This rate is agreed between borrower
and lender institutions on individual loan transactions,
generally overnight. The Fed attempts to intervene in
Treasury security market through open market opera-
tions, which are the purchase or sale of Treasury securi-
ties with primary security dealers, in order to change the
amount of depository institutions’ deposits at the Fed.
The Fed does this in order to influence the federal funds
rate and to keep the monthly average of daily average
rates at its target rate. The primary credit rate is the rate
at which qualifying depository institutions can borrow
from the Fed directly, again generally overnight. Bor-
rowing from the Fed is not common or frequent for

banks.

Table 1 shows the multiple, frequent and some-

times large changes in the federal funds target rate and
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discount rate since August 2007. There are two large
changes in the federal funds rate that equaled 75 basis
points, one in January at an unscheduled meeting, fol-
lowed up eight days later with another 50 basis point
cut. Either the situation was deteriorating faster than at
any time in history, or the changes reflected some de-
gree of hesitancy or indecision on the part of the Fed.
Note that the lead-off action was a cut in the discount
rate in August 2007. This reflects the character of the
problem. Apparently, the Fed’s primary concern was to
direct credit to financial institutions most in need of li-
quidity assistance instead of sending a generalized sig-
nal of easier credit as indicated by a federal funds rate
cut. The narrowing of the spread between the federal
funds rate and primary credit rate also reflects a decision
to make credit easier for borrowing banks since the
spread had been fixed by policy since 2004.

Table 1 : “Normal” Policy Actions since January 2007
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Another set of actions that constitute normal policy re-
sponses to international financial market disruptions are
swaps loans of U.S. dollars for foreign currencies. Pres-
sures in credit markets abroad led the Fed, the European
Central Bank and the Swiss National Bank to agree to
bilateral swap arrangements of $20 billion and $4 bil-
lion, respectively, on December 7, 2007, and to extend
and increase them to $30 billion and $6 billion on March
11, 2008. These actions were generally perceived to
have reduced the liquidity shortfall of dollars in Europe
and London and to bring down the London Interbank
Borrowing Rate (LIBOR), which had spiked up relative

to the fed funds rate.

New policy actions
Throughout the credit crunch, the Fed has exhibited
a profound concern for directing credit to the financial

sector where the evidence of the credit crunch was be-

Federal Change Primary Change Effective Spread Scheduled
funds rate (basis credit rate (basis date (primary credit— | meeting
(%) points) (%) points) fed funds)

525% 25 6.25 25 6/29/06 100 Yes
NA NA 5.75 -50 8/17/07 50 No
4.75 -50 5.25 -50 9/8/07 50 Yes
4.50 -25 5.00 -25 10/31/07 50 Yes
4.25 -25 4.75 -25 12/11/07 50 Yes
3.50 -75 4.00 -75 1/22/08 50 No
3.00 -25 3.50 -50 1/30/08 50 Yes
2.25 -75 2.50 -100 3/18/08 25 Yes

Source: Federal Reserve Bank of St. Louis (FRED)
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lieved to be greatest. In August and September 2007
and again in December 2007, there were large surges in
borrowing from the Fed through discount lending to
banks. Financial market conditions apparently deterio-
rated again in March 2008. As a result, the Fed created
new a credit program in December 2007 and took sev-
eral new steps in March 2008. The chart below from the
Federal Reserve Bank of St. Louis shows the unusual
surges in borrowing. After March 12, 2008, the data go

far beyond the grid.
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quire funds in regular auctions for 28 days with the same
collateral as would be required for borrowing at the dis-
count window. The amount of funds auctioned is an-
nounced ahead of time and the market determines the
auction rate at which transactions occur. Initially auc-
tion amounts were $20 billion but have been raised to
$50 billion. The purpose of the TAF is to overcome the
aversion of banks to borrow from the Fed through the
discount window. The rates at which banks have bor-

rowed are near the target federal funds rate, allowing for

Total Borrowings from Federal Reserve Banks

Averages of Daily Figures

Billiens of dollars
5 —

11

0 =l [
—| Jan Feb Mar Apr

May Jdun Jul
2007

ILII|I1IJ

*

Ll N N M

Ll II L
Aug Sep Oct Nov Dec Jan Feb Mar
2008

[ [ |

MNote: Total borrowings include loans to depository institutions for primary, secondary, and seasonal credit, primary dealer credit facility,

and other credit extensions, but exclude term auction credit.

* The actual value for the week ending March 19, 2008 is $19.049 billion.

Source: Federal Reserve Bank of St. Louis, U.S. Fi-
nancial Data, March 21, 2007

The first new credit facility implemented by the
Fed is the Term Auction Facility (TAF), announced on

December 12, 2007. This facility allows banks to ac-

expectations of declines over the next 28 days, an alter-
native borrowing rate for banks borrowing from another
bank.

The second new facility, announced on March 7

and expanded on March 11, 2008, is the Term Security
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Lending Facility (TSLF), which began on March 27,

2008. This program arose in light of the liquidity and
solvency problems at Bear Stearns, which teetered on
insolvency on Friday, March 14, 2008, and the potential
for contagion or illiquidity at other investment banks.
Most large investment banks are also authorized as pri-
mary security dealers by the Federal Reserve Bank of
New York and are authorized to buy and sell U.S. secu-
rities with the Fed. Currently there are 20 primary deal-
ers, but two (Bear Stearns and Countrywide Securities)
will disappear soon due to mergers. Bear Stearns agreed
to merge with JPMorgan Chase, subject to their board’s
approval, on March 16, 2008, with the Fed’s approval.
The TSLF will provide up to $200 billion in
U.S. Treasury securities through a weekly auction of
Treasury securities loans to primary dealers for a term of
28 days. The collateral asset is essentially a sort of swap,
though not technically called one, with the Fed. It can
include government agency debt, including residential
mortgage-backed securities (MBS), or AAA/Aaa private
label MBS (which some have referred to as the toxic
waste of the financial system because they are relatively
illiquid due to uncertainties of what each security con-
tains), and commercial MBS. The increased availability
of Treasury securities at financial institutions is ex-
pected to improve liquidity in the repo market in par-
ticular, and to enhance liquidity at financial institutions.

There is already an overnight security lending facility
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(since December 2006), but this new facility adds more
certainty to availability of the securities and terms.

A third program that grew out of the sale of Bear
Stearns is the extension of credit to cover the potential
loss on the least liquid and highest loss potential securi-
ties on the books of Bear Stearns. Initially these loans
were to Bear Stearns and averaged about $5.5 billion for
the week ending March 19, 2008, or $7.74 billion for the
five days from March 16 through March 18, 2008. By
March 19, 2008 these loans had been repaid. The com-
mitment by the Fed to lend to Bear Stearns was later
formalized in the creation of a special investment vehi-
cle (SIV), though the Fed does not refer to it as such.
This is the arrangement that banks had used that led to
the outbreak of the credit crunch and collapse of the
asset backed commercial paper market that had financed
bank SIVs in August, 2007. See Williams (2008) for
more details. Under the Fed’s new SIV, the Fed will
lend $29 billion and JPMorgan Chase will lend $1 bil-
lion, with the SIV using the proceeds to acquire $30
billion of the most illiquid and dubious securities from
Bear Stearns portfolio. These securities are valued on a
“mark-to-market” basis as of March 14, 2008. The SIV
will be managed by Black Rock Financial Management,
Inc. The interest rate on the Fed’s loan will be the pri-
mary credit rate and the interest rate on JPMorgan
Chase’s loan will be the primary credit rate plus 475

basis points. Repayment is to begin no later than the
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second anniversary date of the loan. The Fed is the ef-
fective owner of the SIV because any profit or loss will
accrue to the Fed after the first $1 billion loss, which
will accrue to JPMorgan Chase. The term of the loans is
10 years, but this term is renewable at the discretion of
the Fed.

Most analysts refer to this arrangement as a
“bailout” of Bear Stearns. This is a strange notion since
Bear Stearns will cease to exist and the biggest losers
will be the owners of Bear Stearns, 30 percent of whom
are employees. It is understandable, however because of
the lack of information on the structure of the loans and
closure of Bear Stearns and also because at the outset,
the Fed loaned funds to Bear Stearns for a few days. The
initial loan from March 14, 2008 was quickly repaid and
the existing commitment is to create a Fed-owned SIV
which will hold assets that have a mark-to-market value
in excess of the Fed loan. Bear Stearns will cease to
exist under the arrangement, taken over by JPMorgan
Chase at a fire sale price of $10 per share. This means
that the owners of Bear Stearns (again, 30 percent of
whom are employees) will lose nearly all of their equity
in the firm, and many employees will lose their jobs in
the transition of ownership to JPMorgan Chase. If there
was a bailout, it was for JPMorgan Chase and they are
likely to profit handsomely on the transaction. The big-
gest losers are the owners of Bear Stearns. One implica-

tion of the Fed loan, however, is that it creates the ex-
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pectation that investment banks can be “too big to fail,”
at least for the four that were larger than Bear Stearns.
Another is that the willingness to lend to investment
banks now has created questions in political and other
circles as to whether investment banks should also be
regulated by the Fed. Of course the logic here is tortured
because Bear Stearns will go out of business as a condi-
tion of the loan, and regulating them would not have
protected them from failing. Moreover, the arrangement
with JPMorgan Chase is more like a forced merger such
as can occur when a bank fails; that is more similar to
the bank insurer’s function than the Fed’s concern.

The fourth new facility created by the Fed is the
Primary Dealer Credit Facility, announced on March 16
with initial transactions on March 17, 2008. This facil-
ity allows for Fed lending to primary dealers for up to 6
months at the primary credit rate with the normal collat-

eral required for discount lending to banks.

The Fed has largely neutralized their efforts until
recently

New and traditional credit facilities have been rela-
tively large but have not carried through fully to the
bottom line, the Fed’s total assets. The reason is that
new loans have been “sterilized” by sales of other assets
on the books of the Fed, especially their holding of U.S.
government securities. This is somewhat like the way a

traditional commercial bank would meet an emergency
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credit demand by a client: it might reduce credit avail-
ability to other customers because of its existing fund-
ing. But even today, a commercial bank would recog-
nize that it could meet this new credit demand without
disrupting its business by seeking new funding in the
form of deposits in the marketplace. The key textbook
distinction between a commercial bank and a central
bank is that the latter is unconstrained by its liabilities or
its funding. A central bank can print money, so if there
1s a new credit demand that it wishes to meet, it can
print money instead of selling or reducing other assets.
This was the great error of the Fed in the Great Depres-
sion; it did not expand its assets to produce more money
and credit in the economy to stimulate spending. It made
this mistake because it acted like a private commercial
bank and not a central bank. Ironically, the Fed is doing
this again, behaving even more like a commercial bank
by aggressively expanding its credit to the private sec-
tor.

Table 2 shows key elements of the assets of the
Fed at the beginning of the crisis and in the week of
March 26, 2008. The data come from the Fed’s weekly
H.4.1 release for August 2, 2007, the week before the
credit crisis component of the mortgage foreclosure cri-
sis, and March 27, 2008, the latest week available. Note
first that Securities bought outright have declined dra-
matically since August 2007. Securities normally ac-

count for over 90 percent of Fed assets, but have de-
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clined 20.4 percent in the past eight months, an amount
equal to 18 percent of current total assets of the Fed.
This is a dramatic and unprecedented shrinkage, all the
more so at a time when the Fed is expected and claiming
to be increasing liquidity and credit in the financial sys-
tem. Overall total assets rose only $21.7 billion over the
period, or about 2.5 percent. Such offsetting of asset
acquisitions by sales of other assets is usually restricted
to foreign exchange transactions and is referred to as
sterilization; in effect, the Fed is sterilizing its credit
extensions to financial institutions by liquidating its
holding of Treasury securities.

The Fed has switched their credit from the U.S.
government to banks and primary dealers, a slight ma-
jority of which are affiliated with banks or bank holding
companies. Expansion of traditional lending to deposi-
tory institutions has been trivial, except during a few
periods noted above, but new facilities such as the TAF
and PDCF have swelled to more than 12 percent of Fed
total assets, increasing $113.5 billion since August 1,
2007.

Another category shown in Table 2 is Repur-
chase agreements (RPs). These are short-term acquisi-
tions of Treasury securities from primary dealers under
agreements to be sold back to the primary dealers at a
fixed price. Normally these are overnight transactions,
but there sometimes are term RPs that can run a few

days or even a few weeks. RPs surged, increasing by
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$59.0 billion over the past eight months. An RP is nor-

mally a way the Fed provides funds to support bank
reserves temporarily. They indirectly, at least, have an
effect of easing the cost pressures on primary dealers by
holding down their inventory cost of holding securities,
in order to support their business with financial institu-
tions as dealers in Treasury securities. In the current
context, they represent another way the Fed is trying to
channel credit to depository institutions and investment
banks and away from the U.S. government and also to
accommodate investment banks’ demand for high qual-
ity securities by, in effect, borrowing those securities
overnight rather than buying outright from them.

Table 2

The Fed has offset most of the new credit by selling
securities

Federal Reserve Balance Sheet (millions of dollars)
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In effect, the investment banks gain flexibility in their
own Treasury security holdings, which is critical to their
liquidity and funding requirements. RPs have more than
tripled, rising to almost 10 percent of the Fed’s assets.

If linked with other credit lines shown below in Table 2,
credit to financial institutions has risen from about 3
percent of the Fed’s balance sheet at the beginning of
the crisis to more than 22 percent of the balance sheet.
The other new programs discussed above do not cur-
rently affect the Fed’s balance sheet. The $29 billion
loan to fund the acquisition of former Bear Stearns secu-
rities will show up in the “other credit extensions”
shown in the table, at least if the same practice as was
used in the loans during the period March 14-18, 2008 is
followed. This loan is not likely to show up until the

transaction occurs, most likely on the day that the ex-

Selected Assets (average for
week ending on date indicated) 26-Mar-08 1-Aug-07 Change
Securities bought outright $628,977 $790,758 ($161,781)
Repurchase Agreements 84,821 25,786 59,035
Term auction credit (TAF) 80,000 NA 80,000
Primary Credit 550 2 548
Primary dealer credit facility
(PDCF) 32,923 NA 32923
Other credit extensions 0 NA 0
Total Credit 113,473 2 113471
Total Assets
(end of period) 895,768 874112 21656

Source: Board of Governors of the Federal Reserve System
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pected merger of Bear Stearns is completed in a couple
of months. The other new facility, the TSLF, began on
March 27, 2008 when $75 billion was auctioned in the
first weekly auction. Since there is an exchange of col-
lateral securities under this program, there is no effect

on overall Fed assets, only their composition.

Prospects

There are numerous issues posed by the Fed’s pol-
icy actions since last August, especially the necessity
and appropriateness of the new credit facilities and
whether they, in turn, require that Congress provide new
regulatory powers to the Fed. The other concern going
forward is how much longer and how severe the finan-
cial crisis will become. Alan Greenspan recently an-

swered this question in the Financial Times:

The current financial crisis in the US is likely
to be judged as the most wrenching since
the end of the Second World War. It will
end eventually when home prices stabi-
lise and with them the value of equity in
homes supporting troubled mortgage

securities.

Of course, this is not a date certain. It is likely also to be

most dependent upon, if not more fully determined by,
when the mortgage foreclosure crisis begins to end.

Most forecasts of that date are late in 2008 or in 2009
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because mortgage resets, contractual increases in pay-
ments whether interest rate remain the same or even fall
somewhat, on most adjustable rate subprime loans are
not expected to ease until then. A second critical factor
for the end of the financial crisis is the continuation of
rapid monetary aggregate growth with some pass-
through to accelerated credit growth. This is perhaps the
most important factor in reversing the slowing in spend-
ing growth and in credit growth. Given the lag in mone-
tary policy, the fact that it takes some time, perhaps six
to nine months, before actions to accelerate the growth
of money and credit begin to bear results in terms of
higher spending and output, and the fact that monetary
aggregates did not accelerate until January 2008, it is
going to be awhile before the financial crisis can be laid
to rest. Political uncertainties and uncertainties about
the prospects for federal tax and spending increases un-
derlying the current economic outlook are also not likely

to be resolved soon.
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A Summary of Professor Tennyson’s
Policy Brief
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By Martha McCormick
martha.mccormick@isunetworks.org

In the recent debate over the appropriate govern-
mental level at which to regulate insurance markets,
opponents of a new federal role often raise concerns
about the adequacy of consumer protection if regulation
is removed from the states. At NFI’s March 2008 Insur-
ance Summit, NFI Fellow Dr. Sharon Tennyson, Associ-

ate Professor in the Department of Policy Analysis and

Volume 4, Issue 3

Management at Cornell University, presented a Policy
Brief analyzing the need for market conduct regulation
in insurance markets, and the arguments for state versus
federal provision of this type of regulation. “State
Regulation and Consumer Protection in the Insurance
Industry” (2008-PB-03) then examines the provision of
consumer protection regulation by the states in light of
proposals for an increased federal role in insurance regu-
lation.

Dr. Tennyson grounds her arguments in a re-
view of the state-based insurance regulatory structure in
the U.S., codified by 1945’s McCarran Ferguson Act.
This state-based system of regulation is enduring in-
creased federal and insurance industry scrutiny and leg-
islative proposals for various forms of federal oversight
have emerged, though none have yet been passed into
law. These proposals are described as Optional Federal
Charter (OFC) legislation; an OFC would create a dual
regulatory system in which insurers could choose a fed-
eral charter subject to federal regulation, or a state char-
ter subject to state regulation.

OFC advocates generally champion the effi-
ciency gains that could result from centralized oversight,
whereas OFC detractors generally contend that consum-
ers will lose protection under a federal system of insur-
ance regulation. Dr. Tennyson reviews the number and
character of consumer inquiries and complaints that the

state system currently fields, and whether state efforts at
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consumer protection have suffered under current pres-
sures for a federal regulatory role or if consumer protec-
tion is likely to decline under an OFC.

Due to the nature of insurance as a product, con-
sumer knowledge about products, prices and quality is
deemed to be imperfect. Counterbalancing consumer
confusion are market forces and the importance of repu-
tation in the insurance industry. Industry self-
regulation is therefore important to the insurance sector
but is bolstered by governmental regulation of insurance
market products, conduct, and efforts to fully inform
consumers. In insurance, state-based regulation tends to
rely on market conduct examinations as well as on con-
sumer complaint investigation. Relying less on market
conduct exams, Tennyson’s paper offers extensive com-
parison of the nature of banking vs. insurance regulation
and the role of consumer complaints in both industries;
the banking sector has long had optional federal or state
chartering.

Advocates of centralized regulation champion its
potential efficiency gains in terms of regulatory costs
and compliance savings to the industry. Tennyson shows
that state have made progress toward interstate compact
agreements and multi-state examinations. Other regula-
tory modernization efforts to reduce duplication and
compliance costs have been made in recent years. Ten-
nyson indicates that there is an argument to be made that

regulatory issues vary greatly across states and that de-
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centralized regulation may therefore have its merits.
However, detractors of OFC have argued that regulatory
competition may lead to greater rent-seeking behavior
on the part of regulators or a “race to the bottom” as
regards consumer protections. The banking sector has
not shown a decline in consumer protection under a dual
regulatory structure, according to Tennyson.

Tennyson addresses the two primary concerns that
have been raised about federal insurance regulation and
consumer protection: (1) that federal regulators will
naturally be less focused on consumer protection and (2)
that a dual regulatory system (or the threat of one) will
reduce all regulators’ focus on consumer protection.

She examines state resources (budgets, staffing levels,
numbers of exams and regulatory actions) devoted to
either market conduct regulation or consumer questions
and complaints, over time (from the mid 1990s through
2006), and discovers a 45.8% increase in real budgets,
but given industry growth, the budgets to premiums ra-
tio has remained relatively constant. While aggregate
staffing levels have increased, staffing levels in com-
parison with real budget and premium increases have
shown some decline. Increases in staffing by position
fall more heavily toward consumer affairs than market
examinations. Not surprisingly, the volume of examina-
tion activity has clearly declined over time, though since
the number of licensed insurers has declined, the num-

ber of exams per insurer may have remained more con-

10
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stant. The decline in market conduct exams appears to
reflect a change in regulatory philosophy over time, with
decreased emphasis on routine market conduct examina-
tions and increased emphasis on targeted exams.

State insurance departments continue to rely more
heavily on ex-post complaint handling as a regulatory
tool and have made the process easier for consumers via
a general trend to make online complaint, or complaint
via toll-free hotlines, easier, though the number of com-
plaints has not changed dramatically over time. In fact,
when normalized against real premium or state popula-
tion increases, the number of complaints shows a down-
ward trend. There are two complaint additional han-
dling trends worthy of note. First, the relatively con-
stant number of complaints combined with the increase
in consumer affairs staffing levels over time means that
the caseload of complaint personnel has declined. Sec-
ond, the total number of consumer contacts (complaints
and inquiries combined) has not increased over time. In
fact, the number of non-grievance related inquiries has
declined in recent years.

In comparing the regulation of the insurance and
banking sectors, Tennyson quotes a study by Sheila Bair
that reveals several factors. Writes Tennyson, Bair’s
study:

[Cloncludes that there several important differ-

ences between consumer protection regulation in

banking and insurance: (1) federal bank regula-

tors devote more budget and staffing to market
conduct examinations than do state insurance
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departments; (2) federal bank regulators conduct
more market conduct examinations than state
insurance regulators; (3) state insurance regula-
tors rely more heavily on front-end regulation
than federal bank regulators; (4) state insurance
regulators receive far more (nine times as many
in 2002) consumer complaints than federal bank
regulators; (5) federal bank regulators devote
fewer staff FTEs to handling complaints, and the
caseload of federal complaint analysts was higher
than that of their state insurance counterparts.
These findings are less suggestive of less con-
sumer protection by federal bank regulators than
they are of a different focus of market conduct
regulation in the two industries.

Federal bank regulators clearly provide less in the way

of consumer services than do state insurance regulators.

Tennyson conducted a fall 2007 comparison of insur-

ance and banking state regulators and discovered that

state banking department provide consumers with poorer
access to services than do their insurance counterparts
and that the number of consumer complaints to state
banking regulators is significantly less than those to
state insurance regulators. Examining potential reasons
for this discrepancy, Tennyson concludes, “[T]he rela-
tively larger volume of consumer complaints in insur-
ance may stem in part from the nature of the insurance
transaction” and that state and federal banking depart-
ments may both make complaints by consumers more
difficult to file and require consumers to know more
about which of the myriad agencies that handle banking
complaints should receive their complaint.

Professor Tennyson surmises, “Based on a compari-

son of market conduct regulation and consumer com-

plaints over time, it does not appear that the threat of

11
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regulatory competition has dramatically reduced con-
sumer protection regulation by state insurance depart-
ments, if at all,” favoring the conclusion that regulatory
competition in insurance has enhanced efficiency. Her
comparison of banking and insurance suggests that a
dual regulatory structure may limit some access to con-
sumer protections and complaint filing and resolution.
Tennyson shows that there is validity to the argument
that “the most important advantage of state insurance
regulation may be the greater responsiveness of state
regulators in dealing with consumer complaints and pro-
viding other consumer services” but also that “a large
majority of complaints are unjustified and that only a
very small fraction lead to regulatory enforcement ac-
tions.”

Tennyson’s paper is available in its entirety, for pe-
rusal or download, at

http://www.networksfinancialinstitute.org/Lists/
Publication%?20Library/Attachments/108/2008-PB-

03_Tennyson.pdf .

m Martha McCormick is the Research Coordinator at
Networks Financial Institute.
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Economic Stimulus Package:

File Taxes Now or Lose Out

By Nick M. Ochieng
nick.ochieng@isunetworks.org

The Package

On February 13, 2008, President George Bush signed
H.R. 5140, the Economic Stimulus Act of 2008, in an
effort to stave off the threat of a looming recession. The
package, which amounts to over $152 billion, is in-
tended to provide tax incentives for businesses to make
additional investments and, by extension, create new
jobs. It also aims to provide tax relief via tax rebates to
individuals and married couples, as well as additional
amounts for families with children.

The Internal Revenue Service (IRS) has released its
schedule for mailing out the checks. To qualify for the
rebates, the IRS states that you must have a social secu-
rity number, show at least $3,000 of qualifying income,
and you must file a 2007 federal tax return. For the pur-
pose of the stimulus payments, qualifying income con-
sists of earned income such as wages and net self-
employment income as well as Social Security or certain
Railroad Retirement benefits and veterans’ disability
compensation, pension or survivors’ benefits received
from the Department of Veterans Affairs in 2007. To

receive the rebate, retirees, veterans and low-income

12
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individuals who are typically exempt from filing tax
returns, will need to do so. The amounts received range
from $300 to $600 for individuals and $600 to $1,200
for married couples, with an additional $300 for each
eligible child under seventeen years old. Phaseout reduc-
tions begin for individuals with an adjusted gross in-
come (AGI) over $75,000 or $150,000 for joint filers.
The payment is reduced by 5 percent of the income
above the AGI thresholds. For example if an individ-
ual’s AGI is $80,000, then his/her rebate would be re-
duced by $250, and would therefore receive $350. On
this basis, individuals with no children with an AGI
above $87,000 will not get a rebate. Similarly, joint fil-
ers with no children with an AGI above $174,000 will
not get a rebate. Payments will be disbursed from May
2, 2008 onwards based on two criteria; one, method of
disbursement — direct deposit or check, and, two, based
on the last two digits of the social security numbers as

highlighted below.

Rationale for the Economic Stimulus

The National Bureau of Economic Research (NBER)
has, over the years, monitored business cycles in the
United States. NBER defines a recession as “a signifi-
cant decline in economic activity spread across the econ-
omy, lasting more than a few months, normally visible
in real GDP, real income, employment, industrial pro-

duction, and wholesale-retail sales.” While government
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authorities, or the NBER, have not declared a recession,
recent economic conditions suggest that one has begun,
and has prompted corrective measures to be taken, nota-

bly the economic stimulus package.

DIRECT DEPOSIT

Last two SSN digits: Payment will be transmitted:
00 through 20 May 2

21 through 75 May 9

76 through 99 May 16

PAPER CHECK

Last two SSN digits: Payments will be mailed by:
00 through 09 May 16

10 through 18 May 23

19 through 25 May 30

26 through 38 June 6

39 through 51 June 13

52 through 63 June 20

64 through 75 June 27

76 through 87 July 4

88 through 99 July 11

An economic stimulus generally is put in place to
encourage current spending. Spending boosts company
sales and safeguards production and jobs. For busi-
nesses, a stimulus encourages additional investment and

creates new jobs. In his opening statements on the econ-
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omy before the Senate Committee on Banking, Housing
and Urban Affairs on February 14, 2008, Treasury Sec-
retary Henry M. Paulson, Jr. estimated that the payments
to individuals and investment incentives would create
more than half a million jobs by the end of the year. The
effects of the rebate are hard to estimate and depend on
how it is utilized. For example, some may save it, or pay
credit card debt (equivalent to saving), in which case it
will have no effect on spending. For the stimulus to be
effective, it has to be spent sooner rather than later in
order to jumpstart the economy. The phaseout rebate for
higher income filers, according to some analysts, bear
this in mind, since it ensures that most of the rebate out-
lay will go to those most likely to spend it rather than
save it. There is little evidence supporting this view,
however, so the broader rationale of a phaseout is to
redistribute income to lower income recipients.

In a Consumer Expenditure Survey conducted by the
Bureau of Labor Statistics to find out the effects of the
2001 stimulus package, spending on food rose by 11
percent of the rebate, strictly non-durable goods by 24
percent and other broadly defined non-durable goods by
37 percent, the last two of which were statistically and
economically significant (Johnson, Parker and Souleles,
2006). The survey also found that consumers spent
about one third of the rebate during the three month pe-
riod in which it was received, implying that it was ini-

tially saved in some form, perhaps by paying down debt

Research Buzz
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or by asset accumulation. In another study of the reac-
tion of consumer spending and debt to tax rebates fol-
lowing the 2001 recession, Agarwal, Liu and Souleles
(2007) found that a significant number paid down their
debt by making credit card payments. However, spend-
ing increased soon after. Whereas more saving was seen
for those who were not “credit constrained”, or who
normally had ready access to credit, spending was
higher for those that had limited or no access to credit.
The latter has been estimated to be a relatively small
group, but if such a condition exists, it might justify an
expectation that limiting rebates to low income individu-
als might be more effective in boosting consumer spend-
ing.

The effects of a rebate to individuals may be minimal
on the economy. Tatom (2005) and Shapiro and Slem-
rod (2001) point out that such temporary measures are
not expected to stimulate spending, output and employ-
ment in the economy. Being a one-time occurrence, such
a rebate is mostly saved or used to pay off credit card
debt, leaving national saving unaffected. Permanent cuts
to individual tax rates would, on the other hand, boost
spending and private saving would not rise as much as
the budget deficit. Incentives for businesses to invest are
also more likely to have a bigger impact than a rebate
would, since they create opportunities for increased pro-
duction and employment.

With heightened talk of a recession, this rebate is
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bound to give temporary relief to some consumers, who Johnson, David S., Jonathan A. Parker, and Nicholas S.

are now paying record prices at the gas pump. While
only 46 percent of respondents felt the country was in a
recession in October 2007, a CNN/Opinion Research
poll released on March 17, 2008 indicates that three
quarters of Americans now feel that way, although offi-
cially it has not been labeled as such. This speculation
could fuel (no pun intended) many to file their tax re-

turns early and thereby benefit from the rebate.

Do you think the economy is now in a
recession?
Mar. | Feb. | Jan. | Dec. | Oct.
1416 | 1-3 | 910 | 69 | 1214
2008 | 2008 | 2008 (2007 | 2007
Yes | 74% | 66% | 61% | 57% | 46%
No 25% | 31% | 37% | 42% | 51%
No
opinion | 1% 2% 3% 1% | 3%

CNN/Opinion Research Poll — March 17, 2008
While rebates may not have much effect on
spending, there is consensus that they boost the budget
deficit. While recessions have general similarities, each
is unique in its own way. Only time will tell whether this
stimulus is effective enough to justify the corresponding

rise in deficit if this is, indeed, a recession.
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