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In February 2002 Donald Rumsfeld, US Secretary of Defense, responded to a question related 
to a lack of evidence demonstrating the government of Iraq supplied weapons of mass 
destruction to terrorists by saying: 

“…there are known knowns; there are things that we know that we know.  We also know 
there are known unknowns: that is to say we know there are some things we do not 
know. But there are also unknown unknowns, the ones we don’t know we don’t know. 
And if one looks through the history of our country and other free countries, it is the latter 
category that tend to be the difficult ones.”i     

While Rumsfeld was discussing an ongoing military action, his description of different categories 
of unknowns summarizes the types of uncertainty faced by Janet Yellen as she embarks on her 
tenure at the Federal Reserve (Fed).  Yellen is charged with ending one of the greatest 
monetary policy experiments ever undertaken.  A successful end of the experiment will require a 
smooth transition from a world influenced by unprecedented support from the world’s central 
bankers and awash with surplus liquidity to one characterized by market driven interest rates.  
Accomplishing this goal will require fitting established macroeconomic theory to a new global 
financial paradigm.  This application of economic theory to financial markets it was only partially 
designed to address creates a litany of known unknowns and unknown unknowns which must 
be successfully navigated by Yellen’s Federal Reserve.        

The Initial Response to the Financial Crisis 

Late in the summer of 2006, signs of trouble in the U.S. housing market surfaced when home 
prices started to decline after years of rapid growth.  Within months of the peak level of home 
prices, home loan defaults started rising.  The increasing level of defaults started in the 
subprime market and quickly spread to both low documentation (Alt A) loans and high quality 
prime loans.  By the fall of 2007 the level of defaults was accelerating in all three markets and 
banks were starting to worry.  To provide increased support for these institutions the Fed 
created the Term Auction Facility (TAF), the first of its new liquidity facilities, on December 12, 
2007.  By providing 28-day loans to qualified depository institutions, the TAF was designed to 
expand the length and amount of credit traditionally provided by the Federal Reserve through its 
discount window credit programs.   

In March 2008 the Fed established the Term Securities Lending Facility and Primary Dealer 
Credit Facility to support the securities brokers-dealers that have a trading relationship with the 
Federal Reserve Bank of New York.  The expansion of lending to non-depository institutions 
was the first sign of the depth of trouble brewing in the financial system.  While the development 
of these facilities signaled a growing crisis, the response of the Federal Reserve was consistent 
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with common monetary policy procedures.  The Fed decreased its holdings of US Treasury 
securities to provide it with the liquidity necessary to support its new lending facilities while 
keeping the total amount of its assets constant. 

In September it became apparent that the Fed was going to need to dramatically change 
course.  When Lehman Brothers failed and the world financial markets were facing 
unprecedented turmoil, the Federal Reserve embarked on an aggressive policy of monetary 
expansion to support the foundation of the global financial system.  Over the next two months 
the Fed established a variety of new funding mechanisms that required an expansion of the 
assets on its balance sheet.  The funding facilities were each designed to ensure its targeted 
market would continue to function.  Without these facilities the global financial markets faced the 
possibility of complete failure.  The facilities established included: 

• The Asset-Backed Commercial Paper Money Market Mutual Fund Liquidity Facility 

(September 2008)  

• The Money Market Investor Funding Facility (October 2008) 

• The Commercial Paper Funding Facility (October 2008) 

• The Term Asset-Backed Securities Loan Facility (November 2008) 

The flow of cash into the US financial system was dramatic with the amount of liquidity facility 
lending increasing from $235 million on September 10, 2008 to $1.48 trillion on December 24, 
2008.  This change pushed the assets on the Federal Reserve’s balance sheet from its pre-
crisis level of approximately $900 billion to over $2.2 Trillion by December 24, 2008.ii  The 
dramatic impact of these and subsequent policies on the Federal Reserve’s Balance Sheet is 
shown in Figure 1.  

The liquidity facilities were successful in providing the needed stability in the financial markets.  
Most of the lending was short lived and provided breathing room for institutions to regroup and 
return to normal operations. The balance of the outstanding loans provided through the liquidity 
facilities started decreasing in January of 2009 and were nonexistent by March 2010.  It is likely 
that history will judge these programs as being crucial to reestablishing stability in the financial 
markets and playing an integral role in preventing an even greater collapse of the global 
financial system.   

Moving From Crisis to Sustainability 

The liquidity facilities were attempts at crisis management by the Fed and they provided a 
necessary bridge to greater stability.  As the supported markets started to return to a more 
normal state, the Fed realized quickly that the broader economy was going to need long term 
support.  The Fed decided to undertake three rounds of quantitative easing, as well as a policy 
known as “operation twist.” The support provided under these policy alternatives has increased 
assets on the Fed’s Balance sheet to over $4.5 trillion.  The purpose of these policies has been 
to target longer term interest rates through purchases of long term securities.  The Fed has 
accomplished this by buying both long term Treasury securities and mortgage backed 
securities.  By increasing demand for these longer term securities, the Fed moved the market 
toward lower long term yields.  In theory, this should help promote business and home lending, 
both of which are tied to longer term interest rates.  

In embarking upon multiple rounds of quantitative easing, the Fed learned valuable lessons that 
will help it communicate policy in the future.  The first two rounds of quantitative easing were  
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Figure 1 Assets on the Federal Reserve Balance Sheet 

  

Source www.federalreserve.gov 

announced with set amounts of asset purchases to take place over a given time frame.  
Following these two rounds the Fed realized that it was unwise to provide such a prescriptive 
policy response.  While attempting tocommunicate its policy to the financial markets, it also 
boxed itself in and had to defend any additional changes in policy.  Multiple changes in policy or 
announcing the need for additional support decreases confidence in the Fed’s ability to 
influence economic events.  A change in confidence could create many issues for the 
effectiveness of future policy.  The Fed is well aware that it needs to understand the psychology 
of the markets as well as the more quantifiable measures of economic growth.  When the Fed 
announced the third round of quantitative easing, it did not constrain itself to a set amount of 
purchases.   Instead in September of 2012 it started an open-ended purchase program which 
was expanded to $85 billion of bond purchases per month in December 2012.   

This open-ended policy provided a strong psychological signal to the market, providing 
confidence that the Fed was going to continue to support the economy for an extended period of 
time.  While this provided a strong signal, it also created a new problem for the Fed. How to 
signal when and how it plans to ease its accommodative stance.  The ability of the Fed to 
convey information to the market has always been a closely watched and analyzed topic.  When 
operating in the uncharted waters following the financial crisis, the market scrutiny of the feds 
communications became an even more severe.    

In an attempt to improve communication Ben Bernanke expanded upon transparency initiatives 
undertaken by his predecessor, Alan Greenspan.  Under Bernanke the Fed started releasing 
economic forecasts of the Fed governors and holding press conferences in attempts to better 
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signal the thought process underlying policy decisions.  The difficulty of this task was highlighted 
by the market response to remarks Bernanke made during the summer of 2013.  Following the 
June Federal Open Market Committee meeting Bernanke said: 

“…if the incoming data are broadly consistent with this forecast the committee currently 

anticipates that it would be appropriate to moderate monthly purchases of assets later 

this year. … the subsequent data remains broadly aligned with our expectations for the 

economy we would continue to reduce the pace of purchases in measured steps ending 

purchases around mid year”. 

In response to another question Bernanke followed up with 

“…If you draw the conclusion that I just said that our purchases will end next year, you 

have drawn the wrong conclusion, because our purchases are tied to what happens in 

the economy. … If the economy does not improve along the lines we suspect we will 

provide additional support” 

In the week that followed bond yields increased across the maturity spectrum by close to 50 
basis points, in anticipation of future tapering of bond purchases by the Fed.  Additionally the 
stock markets responded with a sell off and dramatic drop in prices.   While the Fed clearly did 
not say it was definite when tapering will start, and it left the door open for even an increase in 
support, the markets did not interpret it this way.  

The Fed’s attempt to provide forward guidance to the markets is admirable and in theory should 
help manage its new policy initiatives.  However, guidance also has it downfalls.  Since the Fed 
started trying to provide greater insight into its decision making process, it has struggled 
signaling to the market that the decision process is very dynamic.  One of the key statements 
made consistently by the Fed is that the Federal Funds interest rate target will not increase as 
long as unemployment is above 6.5% and inflation is no more than .5% above its long run goal 
of 2%.  Recently, the unemployment rate has made significant progress toward the 6.5% mark 
and many market participants view this as a sign of possible coming rate increases.  However, 
Janet Yellen has been attempting to change this expectation, by pointing out the slack that still 
exists in the market.   

Any economist will tell you that one point of information, such as the unemployment rate, does 
not provide a full picture of the underlying fundamentals.  Yellen has recently pointed to nine 
indicators of labor market health.  In early April, only two of those nine were better than their 
prerecession level as measured by the 2004 – 2007 average.  The other seven indicate 
significant underemployment and other signs of slack in the labor market.  The declining 
unemployment rate illustrates the careful line Yellen must walk when communicating to the 
markets.  In attempting to provide guidance, she must provide enough information to the market 
to paint a true picture of the decision process.  However releasing too much information may 
overload the market with noisy signals that inhibit the message the Fed wants to send.  Too little 
information may cause the market to focus too closely on one piece of information and miss the 
larger picture the Fed is trying to convey.   

The Known Unknowns 

Unfortunately how the market will interpret and respond to the attempts by the Fed to 
communicate elements of the decision process is an unknown.  This is a common problem in 
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business communication and public relations.  The perception of a message by the 
stakeholders it is targeted to matters more than the message itself.  No matter how the 
message is attempted to be portrayed, the markets may have a different perception and 
respond in an unexpected manner.  Regardless of the market response, the attempts by Yellen 
to be more transparent are admirable and necessary.  Unfortunately the increased transparency 
corresponds to a point in time when the policy of the Fed is addressing the unchartered waters 
of global liquidity and integration.  

The decision by the Fed to taper its purchases of government bonds signals the beginning of 
the end of its accommodative policy.  While the balance sheet is still expanding its rate of 
growth is slowing.  The question that surfaces next is what happens after the end of the 
tapering?  The next move by the Fed is one of the many known unknowns that the market is 
trying to figure out.  The two most obvious policy questions for the Fed are 1) when will it 
increase the target for the Federal Funds Rate, and 2) should the Fed do anything about the 
size of its balance sheet and if so, what approach will it take?   

It is important to understand the theoretical impact of the policy decisions, regardless of how the 
Fed conveys the message to the markets.  An increase in the target for the Federal Funds rate 
is traditionally seen as an impetus to a broader parallel move across the yield curve.  This will 
cause a decline in bond prices and result in some sell-off of longer term assets.   The slower the 
increase, the easier it is for institutions to manage their asset liability mix and maintain margins.  
The rate increase is also generally seen as slowing lending, in both the commercial and 
consumer sectors.  Thus the Fed is going to be careful to not increase rates until it is very 
confident that the economy is operating at full capacity.  However, given the large amount of 
liquidity in the market, and the lag in policy effectiveness, it also needs to be careful to not let 
the economy overheat and create a period of high inflation and/or a potential bubble in asset 
prices.  While the Fed has knowledge of the traditional response of the markets to a rate 
increase, it does not have knowledge of the response following the unprecedented increase in 
liquidity that characterize today’s markets.   

How and if policy should attempt to address the size of the balance sheet (and associated 
amount of liquidity in the market) is the second crucial decision for the Fed.  It is a long 
established fact that inflation is a monetary phenomenon.  However the dramatic increase in 
liquidity has not resulted in inflation.  This is due to the fact that the vast majority of the cash the 
Fed infused into the markets has not been put to use by business and consumers.  Much of the 
liquidity is setting in excess reserves.  This decline in the velocity of money has helped keep 
inflation in check as the slow growth of the economy continues.   

As the economy improves along with business and consumer confidence, it is more likely that 
the low levels of interest rates increases the demand for borrowing and the velocity of money 
increases.  This could create a fast acceleration of economic activity leading to asset price 
bubbles and higher inflation.  It is unknown how quickly this could occur and whether or not the 
Fed has the ability to slow the growth and keep the economy on a sustainable path.  It does 
have policy tools such as increased reserve requirements, and paying higher interest on the 
excess reserves held at the Fed.   Both of these responses can decrease the incentive to lend.  
In theory, these tools will help the Fed manage the amount of money in circulation and control 
the potential for overheating.  However, they have not been deployed in a market with the vast 
amounts of global liquidity that exist today.  The consumer and business response is not likely 
to follow past experience and is difficult, if not impossible, to model.  These unknowns make the 
past known responses to the policy actions less helpful in designing future policy.   
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The Unknown Unknowns 

As Defense Secretary Rumsfeld stated, it is the unknown unknowns that can cause the largest 
problems.  Successful policy intervention requires an understanding of the impact of the policy 
on the underlying economic fundamentals.  We know that there are many known unknowns that 
exist when gauging this impact.  The uncertainty associated with the market response gets 
much greater when considering unexpected events which have the potential influence the 
market response to the Fed’s initiatives.  Examples of these types of influences are often 
exogenous to economic modeling and can have both temporary and long term effects.   

Looking globally, the growth of emerging markets has transformed the global economic 
foundation.  Changes in this growth has the potential to impact commodity prices, trade, capital 
formation and many associated drivers of US economic growth.  The Fed may find itself 
needing to respond to these forces that could either enhance or impede the US growth story.  
Planning for these types of events is more difficult as the recent global integration has 
highlighted the systemic financial risks that exist across borders.  The impetus for these events 
is often unforeseen, such as increased unrest in the Ukraine or conflicts in the Middle East.  
While some are known risks, often these occur without warning and they have a greater impact 
now on US economic growth than ever before.  The unknowns do not all reside abroad, the 
impact of fiscal policy changes, the fate of Fannie Mae and Freddie Mac, the unexpected failure 
of a large financial institution, unexpected changes in consumer sentiment following the financial 
crisis and a host of domestic unknowns also have the potential to impact the future 
effectiveness of Fed policy. 

Summary 

While the hurdles facing the Fed are numerous one thing is clear, the Fed has the long-run goal 
of decreasing its unprecedented level of support and returning the financial markets to a state 
driven by more traditional market forces.  The path to achieve this goal is not going to be easy, 
and it is likely to include some volatility.  Minimizing surprises is a key goal of the Fed’s efforts.  
Provided a good roadmap, business and consumers should be able to navigate its way down 
the path toward more traditional financial markets that rely less on signals of policy support and 
more on underlying economic fundamentals.  As progress is made in achieving this goal, the 
task of the Federal Reserve will become easier.  Until then the Fed most continually be on the 
outlook for how both known and unknown unknowns can influence the policy it is implementing. 

                                                           
i
 DoD News Briefing – Secretary Rumsfeld and Gen Myers. February 12, 2002 11:30 AM EDT 
http://www.defense.gov/transcripts/transcript.aspx?transcriptid=2636  
ii
 Selected Assets of the Federal Reserve www.federalreserve.gov  


