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Key Takeaways

* We believe the Fed’s balance sheet normalization process
carries underappreciated risks.

e The assumption of a benign balance sheet runoff is
dependent on a single historical example in 2017-2019.

e A recession could take place before the balance sheet runoff is
adequately completed or sufficient rate hikes have been made.

* We expect elevated market volatility as the balance-sheet
normalization process remains a poorly understood tool.

Introduction

The Fed’s discussions of balance sheet normalization have
stirred up markets and become front and center in monetary
policy debates. The Fed appears to be convincing markets that
balance sheet normalization will be a benign event, but we
worry about market complacency on this front.
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We view the balance-sheet unwinding as a potentially
risky, yet necessary, process. We believe the Fed
would like to reduce its balance sheet in order to be
well-positioned for the next recession. We worry
there is a chance that either the Fed falls short of its
monetary tightening goals or it achieves its monetary
tightening goals while stifling economic growth. The
balance sheet normalization process is likely less
well-understood than the markets currently believe it
to be. We also believe that the market expectations of
an aggressive hiking cycle may underestimate balance
sheet normalization effects.

Balance Sheet Normalization by any
Other Name

The Fed has its own balance sheet listing its assets
(e.g., government securities and the credit it lends

to member banks and other financial institutions)

and liabilities (e.g., currency in circulation and bank
reserves held at commercial banks). The Fed’s balance
sheet reflects the scope and scale of Fed market
operations, which can directly impact the economy
and financial markets.

The size of the Fed’s balance sheet is just under $9
trillion, or roughly 36% of Gross Domestic Product
(GDP), comprised primarily of securities held within
the System Open Market Account (SOMA). These
assets form the collateral supporting the liabilities

of the Federal Reserve System, namely currency
(dollars) and bank reserves. There are strict legal limits
regarding which assets the Federal Reserve can and
cannot hold on their balance sheet and, as a result, the
primary holdings have traditionally been U.S. Treasury
securities—from Treasury Bills to 30-year Bonds.

As the economy recovers from the Covid-19 pandemic,
the Federal Reserve has started to share their views

on deflating their balance sheet, which was inflated
massively to stabilize the market and economy during
the pandemic. This balance sheet normalization—

or balance sheet runoff, unwinding or quantitative
tightening (QT)— can be done passively, through
decreasing reinvestment of U.S. Treasury securities and
mortgage-backed securities. Alternatively, it can be
done actively, including sales of asset holdings, where
the Federal Reserve’s Desk sells the securities they
own to primary dealers. We do not expect the latter to
happen in the upcoming normalization process.

It took the Federal Reserve four years to start the
balance sheet reduction in 2017, from the first tapering
in 2013. In June 2017, the FOMC announced that
balance sheet normalization would start soon. In
October 2017, the runoff process began, starting

at $10B per month ($6B Treasuries, $4B MBS) and
gradually increasing to $50B per month. In March
2019, the FOMC slowed the pace of normalization and
in October 2019 the Fed resumed Treasury purchases to
grow the balance sheet again, marking the end of balance
sheet normalization.

Figure 1 | Soma Holdings at All-Time Highs
System Open Market Account Holdings (Share of GDP)
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The Fed’s Likely Actions

Total SOMA holdings stand at around 36% of GDP, ten
percentage points higher than the prior peak. As a result,
the pace of QT this time is generally expected to be faster
than in the prior round.' The U.S. economy and financial
system are more robust in this recovery than in the one
after the Global Financial Crisis (GFC), and the amount
of accommodation that needs to be removed is likely
much higher.

There is lack of consensus on how much balance sheet
runoff the Fed wants to allow. Estimates range from

$1.6 trillion to $2.7 trillion. The main uncertainty is that
the traditional rule of thumb of balance sheet to GDP
holdings appears to be non-stationary. Historically (up
until 2008), the balance sheet had roughly been 6% of
GDP, an amount which was sufficient for the economy
to function without bank funding issues on most

days. During the Great Financial Crisis, the balance
sheet peaked at 25% of GDP before the Fed began

to allow their balance sheet to roll off. These roll offs
continued until the balance sheet reached just under
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18% of GDP. The higher level was thought to be needed
due to regulatory and other changes in the economy
that dictated more cash was required for the proper
functioning of the economy.

The Fed holdings of Treasuries as a share of total
Treasuries outstanding have been somewhat more
stationary and may prove to be a useful rule of thumb.
Post-GFC this ratio returned to its pre-crisis ratio of
15%, so we view this as a possibly relevant metric for
determining the Treasuries’ runoff endpoint. According
to this metric, we would see approximately $1.8 trillion
in Treasuries runoff.

Figure 2 | Treasuries held by the Fed.
Forecast assumes runoff begins midyear
2022 with $100 billion per month
runoff starting in July 2023.

Treasuries held by Fed, share of Treasuries outstanding
(dotted line: illustrative forecast)
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Such a metric would be silent on MBS runoff since it
references Fed’s participation in the Treasuries market
only, but MBS runoff has generally been approximately
two-thirds of the Treasuries runoff.

According to the principles on balance sheet reduction
published on January 26 at the conclusion of the
January FOMC meeting, the FOMC sees the Fed
Funds rate as its main policy tool, while the balance
sheet is meant to play a subordinate role. The FOMC
appears ready to move on rates in the March meeting
and begin permitting the balance sheet runoff some
time thereafter. Given Chair Powell’s discussion of the
matter, we expect that the start to the runoff would
begin around mid-year, but we would not rule out an
earlier start. Most market observers are expecting the
runoff to begin before the end of this year.!

As of the last Summary of Economic Projections
update in December, the Fed itself expects three

hikes in 2022, with more to come in 2023. However,
recent commentary from Fed officials suggest they are
considering more hikes this year and markets do expect
an even more rapid pace of rate hikes, with at least

150 bps worth of hikes priced in by year-end 2022. We
worry that this rate hike assumption is overdone and
takes an overly benign view of the balance sheet runoff.

Some have attempted to quantify the effect of runoff on
long run Treasury yields. Researchers at the Kansas City
Fed have estimated an approximately 1 bp increase on
the term premium for every $27 billion in balance sheet
reduction, with other researchers finding similar results.?
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Given an ultimate runoff of approximately $1.8 trillion,
this rule of thumb number would yield upward pressure
on 10-year rates of about 70 bps. An additional bump
of approximately that amount from the 10 year’s lows
prior to the December FOMC meeting’s surprising turn
seems like a reasonable expectation. However, this
cannot be taken as anything more than illustrative of a
possible balance sheet normalization outcome given
the high degree of uncertainty about balance sheet
normalization effects.

FOMC Expectations

The FOMC appears to be hoping for several things
from their policy stance. First, they appear convinced
that they must act to combat inflation. Although they
remain assured that long run inflation expectations
remain well-anchored, they have acknowledged that
inflation has run too high for too long and requires
monetary policy intervention.®

Second, they appear quite motivated to return to policy
normalization rapidly, both in terms of the balance
sheet and a federal funds rate that is high enough to
combat the next downturn. To achieve normalization,
they may be hoping to normalize the balance sheet
with minimal disruption to financial markets and

the economy more generally, hence Chair Powell’s
expressed desire for it to run “in the background.”
This despite the fact that the balance sheet runoff is
generally expected to be substantially faster than the
one done in 2017-2019.

The Fed is also likely motivated to raise rates as much
as it can without hurting the economy, in order to

get back to a more historically normal interest rate
environment. Historically, the FOMC has needed

at least 550 bps worth of fed funds cuts in order to
counter recession effects.* We expect that the Fed
would most likely need to implement both fed funds
cuts and QE in the next recession.

There is a very thin literature on quantitative tightening/
balance sheet normalization and is largely based on

the single, post-GFC set of events.® A few key findings
appear relevant:

Yield curve inversion may be mitigated by pulling
the timing of balance sheet normalization forward
relative to a fed funds tightening. In other words, the
sequencing of monetary policy matters. Yield curve
inversion is a risk for financial institutions and avoiding

one could provide a healthier recovery. This research
may be behind the Fed’s determination to begin
balance sheet runoff earlier in the tightening cycle.

Signaling effects are likely weaker in QT than QE.
Quantitative easing is viewed by the markets as a
strong signal of a long period of low fed funds rates;
as such, QE announcements tend to reduce long term
rates. Quantitative tightening lacks the signaling ability
since naturally fed funds hikes are on the table in such
an environment.

Duration effects may be weaker under QT. These have
been an important driver of rate declines during QE;
the Fed purchased primarily long duration assets so the
remaining securities available in the market therefore
had a somewhat shorter duration and have been
observed to drive down yields across multiple markets,
with portfolio rebalancing effects a channel through
which QE operated. Reversing the process may not
have the same effects, as markets are likely functioning
more smoothly during recovery than during QE, and QT
effects may be restricted to Treasuries and MBS.

Generally, it appears that quantitative tightening does
not simply have the opposite effects of quantitative
easing. There are a few other notable asymmetries.
The balance sheet runoff is expected to be relatively
gradual, whereas during quantitative easing the Fed
injected a lot of money very quickly into the economy.
Moreover, when the global economy was hit by the
pandemic, all economies’ monetary policy eased at
the same time. However, every economy has had a
different recovery speed, so when the Fed begins
monetary tightening, other economies are likely to still
be conducting QE.

Risks on the way out

Quantitative tightening, even more than quantitative
easing, is a very new tool for central banks. While
the Fed is proceeding with the best understanding
available, a number of things could still go wrong.

Yield curve inversion could still happen. Although
the Fed may be moving the timing of balance sheet
runoff up partly in order to manage yield curve
inversion, forces aside from the Fed’s actions could
still put pressure on the yield curve. First, the Fed does
expect to raise the fed funds rate soon. Short-term
yields would likely rise as the fed funds rate rises. The
discussion of balance sheet normalization has not
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brought about very large increases in longer term rates.
Longer term rates would likely need to respond more
forcefully to Fed normalization announcements to
escape a flattening of the yield curve.

Second, the yield curve provides a barometer

of expectations; if a recession is imminent, the
Fed’s intervention would likely not prevent a yield
curve inversion.

More generally, recession risks lead to yield curve
inversion; fighting against yield curve inversion does not
reduce recession risk. Obviously yield curve inversion
risks to financial institutions and related financial
stability are a separate point that bears watching.

Finally, Treasury issuance is expected to decline because
we don’t expect any major fiscal stimulus bills to pass.
While we still expect some form of the Build Back

Better Bill to pass, it would be a more phased-in bill than
the emergency measures passed in the height of the
pandemic crisis. The smaller supply would be expected
to push up prices for Treasuries, depressing rates, yet
another reason for a potential yield curve flattening.

The balance sheet normalization could work “too
well”. The normalization could have stronger effects
than most market participants are currently expecting.
That would mean fewer rate hikes this time around.
Although the Fed does not appear as worried as in

the last round,® the fed funds rate may not be raised
sufficiently away from the zero lower bound in this
business cycle to eliminate the possibility of quantitative
easing in the next recession. If the recovery weakens,
and the balance sheet normalization proves to be more
powerful than most observers are currently forecasting,
then it’s possible that the Fed would only be able to
minimally raise rates in this cycle. This would set it up
for another round of quantitative easing during the next
recession since there would be little room for rate cuts.

Increased volatility. As the Fed removes itself from
being the overwhelming force in the Treasury market,
the market will likely become more volatile as other
participants (a) are not all buy-and-hold investors like
the Fed and will therefore trade more and provide
more day-to-day price variation, and (b) are likely more
skittish and responsive to changes in perceived risk.
This is likely to add market risk; the Fed does tend

to respond to heightened market risk, even when it
prefers not to. Each of these situations could lead to the
FOMC reducing its expected monetary tightening path.

Although markets are expecting approximately 150 bps
worth of hikes, there could be risk to the downside if
the robust economic recovery is threatened.

Persistent inflation. We expect inflation to ease in the
second half of the year. However, there is something

of a mismatch between the Fed’s tools and the causes
of inflation. Monetary policy generally applies the
brakes to inflation by raising the cost of spending via
higher borrowing rates. Although tighter monetary
conditions are expected to reduce demand, the supply
side problems of this particular bout of inflation are not
fully addressed by higher rates. Moreover, the spending
coming from saved stimulus funds may also not be fully
halted by higher rates.

Conclusion

The Fed may succeed in persuading markets that
balance sheet normalization is a non-event, without
substantial macroeconomic or market effects. This may
be reflecting a favorable view of the strength of the
ongoing recovery, or the impression—surmised from
the post-financial crisis period—that balance sheet
normalization is a relatively benign process.

We are not so sanguine. We are worried that (1) the
recovery will be more difficult and less robust than
most observers expect, (2) the benign assumption of
the balance sheet runoff is highly dependent on only
one historical example, and (3) a recession could take
place before the balance sheet runoff is adequately
completed or sufficient rate hikes have been made.

Endnotes

' For example, UBS expects balance sheet runoff to begin in Q2 2022 for
a total of $2 trillion, Deutsche Bank expects it to begin in July for a total
of $1.6 trillion, Goldman Sachs in June for a total of $2.2-2.7 trillion.

2 Troy Davig and A. Lee Smith, “Forecasting the Stance of Monetary
Policy under Balance Sheet Adjustments,” Federal Reserve Bank
of Kansas City, May 10, 2017. Goldman Sachs (“Early Thoughts on
Fed Balance Sheet Runoff,” December 14, 2021) estimates a number
somewhat of an outlier to the downside, extrapolating effects from QE
studies that it takes $57 billion in balance sheet reduction to lead to a 1
bp increase in yields.

3 FOMC Minutes January 25-26, 2022.

4 This excludes the GFC onset period, where the Fed Funds rate could
be reduced by “only” 500 bps until it reached the zero lower bound.

5 A. Lee Smith and Victor J. Valcarcel, “The Financial Market Effects of
Unwinding the Federal Reserve’s Balance Sheets,” KC Fed Research
Working Papers, January 2022; Karlye Dilts Stedman and Chaitri
Gulati, “When Normalizing Monetary Policy, the Order of Operations
Matters,” KC Fed Economics Bulletin, October 14, 2021.

¢ FOMC Meeting Minutes September 2015.
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Appendix

This appendix contains details for the preceding charts and provides additional information for
greater accessibility.



Soma Holdings at All-Time Highs

Note:

e All values are approximate.
e Source: Federal Reserve, BEA, MIM.

Quarter-Year Treasury MBS Agency Total
Q1-2005 5.3 n/a n/a 5.3
Q1-2010 53 7.4 0.9 13.6
Q1-2015 15.0 10.3 0.0 25.3
Q1-2020 22.9 9.7 0.0 32.6

Treasuries held by the Fed. Forecast assumes runoff begins midyear 2022 with $100 billion
per month runoff starting in July 2023

Note:

e All values are approximate.

e Treasuries held by Fed, share of Treasuries outstanding.
e Values from 2021 and after are an illustrative forecast.
e Source: Federal Reserve, CBO, MIM.

Year Treasuries Held
2000 15.0
2002 17.6
2004 17.0
2006 16.5
2008 8.5
2010 11.5
2012 17.5
2014 21.5
2016 18.5
2018 15.0
2020 23.5
2022 23.0
2024 16.5
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