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Y2K, The Fed, And Other Unknowns - Part One
---------------------------------------------------------------------------------------------------------------------------

A few accumulated thoughts to share on the past and future of US stock markets and our economy: I think that the origins of the financial and economic downturns can be traced back to events surrounding Y2K. Our nation's central bank, the Fed, had to take some very contradictory actions in 1999 as a result of Y2K. Citing concerns over the possibility of price inflation (although it did not actually exist yet), the Fed started to raise interest rates in June 1999 in order to try and slow consumer spending. This did not work too well at all and there was a lot of frustration among investors at the seemingly unstoppable consumer, spending us into a threat of inflation and therefore more interest rate increases. The Fed seemed content to continue tightening up the money supply through the end of 1999 when they pulled a complete 180-degree turn and flooded the market with liquidity (e.g., currency). Starting in October 1999, the Fed triggered the largest absolute increase in liquidity in US history. 

For example, in July 1999 Fed leaders voted to establish the Century Date Change Special Liquidity Facility (SLF), which would operate from October 1, 1999 through April 7, 2000. The Fed exempted the SLF from its usual ''lender of last resort'' regulations, thereby making the funds more easily available to borrowers. This is significant because short-term borrowings from the Fed often occur via adjustment credit, which cannot be obtained until the borrower has gone to other lenders first. To further make the new liquidity available, the Fed removed limits on the uses of the funds. Unlike adjustment credit, the Fed specified that banks could use SLF funds to make loans or investments. Per the Fed's plans, banks took advantage of the available liquidity by borrowing heavily from the SLF between October and December 1999. As a result of this and other Y2K preparations by the Fed, currency in circulation soared from $550 billion in October 1999 to over $600 billion by December, before falling back down to $560 billion by March 2000. A massive, temporary pulse of money was sent through our markets and economy. 

The Fed feared that consumers and investors would panic and pull too many dollars out of the banking system prior to Y2K, creating a liquidity crunch and resulting in a huge financial crisis. So, at the same time Fed leaders were raising interest rates to slow consumer spending they also triggered a flood of liquidity as a hedge against Y2K. In essence, they had one foot on the gas and the other on the brake at the same time. While the higher interest rates did not slow consumer spending, the flood of liquidity did manage to speed it up and also caused stock markets to soar to ridiculously unsustainable heights. 

The NASDAQ Composite stock market index began October 1999 in the 2700-2800 range and by early March 2000 it was over 5000. A Y2K run on bank deposits never occurred and so the liquidity flood soon exited circulation; surplus reserves held by banks swelled from $13 billion in October 1999 to $35 billion by January 2000 before falling back down to $13 billion again by April 2000. The effects of the Fed's initial interest rate increases began to be felt and down the stock markets went starting on March 11, 2000. The Fed continued to raise rates although by the time of the last hike in May 2000, from 6.00% to 6.50%, there were already murmurs that interest rates had become restrictively high. As is often the case, the dynamics of the stock markets foreshadowed the economy by 6-9 months and so while we started to perceive the markets as possibly being in trouble in Spring/Summer 2000 we did not start to perceive the economy as possibly being in trouble until Fall/Winter 2000. 

---------------------------------------------------------------------------------------------------------------------------

Part Two of this series will consider questions such as: What alternative courses of action was the Fed faced with? Did they make wise choices or not? Would the NASDAQ have collapsed no matter what? 
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Stepping into the mindset of Fed planning for Y2K, I suggest that they saw 2 main options. Specifically, their 1st option was to flood the markets with liquidity, just in case consumers decided to make a run on bank deposits. The Fed figured that the temporary jump in the amount of money in circulation would quickly reverse itself if they'd guessed wrong and it wasn't needed, and any resulting increases in spending could be brought under control by further monetary tightening. Their 2nd option was to continue as normal, predicting that Y2K was only so much hype and that extraordinary measures weren't needed. The downside to maintaining the status quo was that the Fed figured that if a sudden panicked run on bank deposits did occur and the reserves weren't there the results would be catastrophic. A frozen banking system could well lead to some degree of mass hysteria and tremendous damage to consumer confidence, a downside too grave to risk. 

The Fed's 1st option dealt with the partially known and its potential downsides were relatively mild. They had historical precedent for being able to control excess spending via interest rate manipulation and did not see the potential for an emergency should their decision to flood prove to be incorrect. Their 2nd option dealt with the almost completely unknown and its potential consequences were extreme. They did not have historical precedent for an event such as Y2K and therefore had little or no predictive power as to how people might behave. The Fed in essence had to make a default assumption of irrational consumers, which is somewhat ironic given that economic and financial models commonly assume rationality. 

Would it have happened anyway, would the NASDAQ have collapsed regardless of whether or not the Fed flooded markets with liquidity? Monetary tightening via interest rates would have brought a necessary day of reckoning for high-flying nets and techs, regardless of what the Fed did or did not do for Y2K. Given the growth rate of the NASDAQ heading into the 4th quarter of 1999, I suggest that if the Fed had not flooded us with liquidity that the NASDAQ would have reached 3500 or so by Spring 2000. The NASDAQ is only down over 60% from its all-time high because 5000+ was an aberration to begin with. We would still be down from that high, but not nearly as much, in a relative sense. This is an important point since market participants often operate based on fear and hope. A NASDAQ crash from 5000 to 2000 causes far more of a snowballing fear effect than a relaxation from 3500 to 2500, the soft landing the Fed had planned to achieve. 

Some critics maintain that the Fed didn't act fast enough in lowering interest rates in 2001 to save our sinking economy. The Fed could have acted more quickly to lower rates but they did not know to do so. That is, the Fed had a rather symmetrical look at the unknown, going in and coming out. Going in before the Y2K unknown, the Fed was unable to correctly predict how much liquidity to inject into the markets. They did not know what the effects of this massive money pump would be since the injection was the largest in history. Coming out after the Y2K unknown, the Fed was unable to correctly determine how quickly to lower interest rates since they continued to operate under unprecedented circumstances. In sum, they did not know how to handle Y2K before or after it occurred and we should not blame them for this since there is no possible way they could have known. 

I think that the Fed was absolutely correct in their decision-making. When faced with the alternatives of flooding or not, they chose the safer, better known option as well they should have. They were forced to guess (not that they ever would or should admit as much) and they took steps to make the best guess possible. I also maintain that if Y2K had not disrupted the Fed's normal monetary policy that it would have worked as planned and we would have had a soft landing. This realization should inspire consumer and investor confidence going forward since the Fed continues to steer the best course through uncertain waters. 

---------------------------------------------------------------------------------------------------------------------

Part Three of this series will consider questions such as: What were the effects of the 9-11 attacks on our economy and stock markets? How did the Fed react? How does 9-11 contrast to Y2K in terms of potential shocks to our financial systems? 
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The events surrounding Y2K had great impact on the state of our stock markets and economy and 2001 saw yet another unprecedented situation, that being 9-11. Liquidity injections in the days following 9-11 were again unparalleled, surpassing even the $50 billion pumped in for Y2K. Specifically, the Fed injected $81.25 billion on Friday, 9-14 after having injected $108.5 billion on 9-12 and 9-13. At the same time the Fed was also arranging a $50 billion currency swap line with the European Central Bank (ECB). Given that these injections of liquidity far exceeded those associated with Y2K, we might wonder why we did not see another subsequent run-up in stock market indexes. 

In terms of the causes and effects of monetary policy, I think that there were two main differences between Y2K and 9-11. First, the liquidity injections for Y2K were designed to meet expected demand, demand that could have happened but never actually did. By contrast, the injections after 9-11 met actual demand since communication lines were down, uncleared checks were stuck in grounded airplanes, and banks including the ECB were demanding immediate transfers of currency. Lending to banks from the Fed's discount window had exceeded $45 billion by 9-13, as opposed to only $200 million the week before. Second, the Fed had a long time to plan for and coordinate their policy responses to various possible Y2K scenarios whereas they were scrambling after 9-11. Far from normal Federal Open Market Committee (FOMC) deliberations, Alan Greenspan was over the Atlantic Ocean returning home on an airliner and had to return to Switzerland when US airspace was closed. In terms of the economy, late 1999 saw us with seemingly unsustainable rates of GDP growth, crowned by a whopping 8.3% for the 4th quarter. Economic growth was near zero if not below it when 9-11 happened and so there was no stock market bubble to inflate and ultimately pop. 

As with Y2K, the central issue after 9-11 was the unknown, its impact and its management. Although Y2K was unprecedented and the Fed did not know what was going to happen, its efforts to prepare for it were well publicized, as were those of other organizations. I suggest that excessive demand for cash did not occur in December 1999 because the public was dealing with the known, in the sense that they knew we were well prepared for the century date change. By contrast, excessive demand for liquidity did occur after 9-11 at least in part due to the unknown, nobody knew how many communication lines were down, how long planes would stay grounded, etc, so demand spiked and the Fed had to act quickly. It's quite ironic that the capacity and redundancy added in preparation for Y2K may have played a large part in the resiliency of our financial systems after 9-11. In late 1999 the Fed was preparing for a financial and economic shock, little did they know it was actually going to occur two years later. 
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