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By Scott Lanman

Aug. 13 (Bloomberg) -- Federal Reserve policy makers signaled they will avoid any rush to end their
unprecedented efforts to promote lending as they seek to strengthen the economic recovery that
economists say is now under way.

The Fed’s Open Market Committee extended by a month the scheduled end to a $300 billion program
to buy U.S. Treasuries, aiming for a “smooth transition in markets.” Officials in their statement
yesterday retained a pledge to keep interest rates near a record low for an “extended period” even as
they judged that the economy is “leveling out.”

The statement suggests Chairman Ben S. Bernanke and his colleagues will stretch into 2010 their
bigger initiative to buy as much as $1.45 trillion of housing debt, currently due to end this year. Officials
may as soon as today postpone the December expiration of their initiative to restart the market for
asset- backed securities, analysts said.

“The Fed knows its liquidity programs are essential to investor optimism, so it is not going to do
anything to jeopardize the good mood” in financial markets, said Christopher Low, chief economist at
FTN Financial in New York. “The Fed is always the last one to acknowledge that a recovery has begun
because it cannot afford to be wrong.”

Policy makers noted signs of improvement in the economy, saying “household spending has continued
to show signs of stabilizing.” The Fed also said financial markets, have “improved further in recent
weeks,” after the central bank pumped $1 trillion into the banking system.

Stocks, Treasuries

Stocks have rallied as investors anticipated a recovery, with the Standard & Poor’s 500 Stock Index
rising more than 50 percent from its low in March; it gained 1.2 percent to 1005.81 yesterday.
Treasuries have fallen even as the Fed implemented its purchases, sending benchmark 10-year yields
to 3.72 percent in New York late yesterday, from less than 2.5 percent after the Fed announced its
program in March.

The pace of the U.S. contraction slowed to 1 percent in the second quarter from 6.4 percent during the
first three months of the year, according to government statistics released since the FOMC’s last
meeting in June. The economy will grow at a 2.2 percent annual rate in the three months ending Sept.
30, according to analysts surveyed by Bloomberg News this month.

Last month’s drop in the U.S. jobless rate to 9.4 percent from 9.5 percent in June was the first since
April 2008. Employers eliminated 247,000 jobs, less than half the pace of the first quarter of the year.

‘Weak for a Time’

Even with such improvements, the Fed reiterated the view from its June statement that the economy is
“likely to remain weak for a time.” Efforts to revive the economy by the central bank and U.S.
government should “contribute to a gradual resumption of sustainable economic growth,” policy
makers said.
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“The assessment was very muted,” said Vincent Reinhart, a resident scholar at the American
Enterprise Institute in Washington and former Fed monetary-affairs director.

New York Fed President William Dudley warned in June that an abrupt end to the Treasuries initiative
could have “potential cliff effects,” sending prices of the securities tumbling. “I don’t think having the
programs go to zero on a given day is a great idea,” he said in an interview with The Economist
magazine published June 4.

Officials will reduce the frequency and size of purchases beginning with a two-week schedule to be
released Aug. 19, with the $300 billion being completed by the end of October.

Share of Market

The Fed’s footprint in the $6.8 trillion market of outstanding Treasuries is smaller than in the market for
agency mortgage-backed securities, where the central bank is buying $1.25 trillion from a pool of about
$5 trillion. A sudden end to the Fed’s purchases of MBS could be especially “problematic” for that
market, Dudley said in the interview.

Adopting a policy of “gradual reduction,” the Fed will probably prolong purchases of MBS and agency
debt into 2010, said John Silvia, chief economist for Wells Fargo Securities LLC in Charlotte, North
Carolina.

Reinhart said policy makers may also have decided on an extension of the Term Asset-Backed
Securities Loan Facility, which is aimed at reviving the market for securities backed by auto, credit card,
education and commercial property loans.

The commercial real estate industry, under pressure from falling property values and maturing loans,
called last month for an extension of the TALF program. Tumbling property values have made it difficult
for owners of commercial real estate to refinance $165 billion in mortgages this year.

The FOMC noted yesterday that consumer spending “remains constrained” by job losses, “sluggish
income growth, lower housing wealth and tight credit.”

Policy makers “cite a lot of things to suggest we are not on an upward trajectory yet,” said Robert
Eisenbeis, a former research director at the Atlanta Fed who’s now chief monetary economist at
Cumberland Advisors in Vineland, New Jersey.

Even with the Treasury program scheduled to end, the remaining plans to purchase MBS signals there’s
“a lot more stimulus” left from the Fed, he said.

To contact the reporter on this story: Scott Lanman in Washington at slanman@bloomberg.net; Craig
Torres in Washington at ctorres3@bloomberg.net.
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